The Auditor-General
Audit Report No.9 2000-2001
Performance Audit

Implementation of Whole-of-Government
Information Technology Infrastructure
Consolidation and Outsourcing Initiative

Australian National Audit Office



© Commonwealth
of Australia 2000

ISSN 1036-7632
ISBN 0 642 44285 1

This work is copyright. Apart from
any use as permitted under the
Copyright Act 1968, no part may be
reproduced by any process without
prior written permission from the
Commonwealth, available from
AusInfo. Requests and inquiries
concerning reproduction and rights
should be addressed to:

The Manager,

Legislative Services,

Auslnfo

GPO Box 1920

Canberra ACT 2601

or by email:
Cwealthcopyright@dofa.gov.au

Implementation of Whole-of-Government Information Technology Infrastructure
Consolidation and Outsourcing Initiative



Australian National

Audit Office

Canberra ACT
6 September 2000

Dear Madam President
Dear Mr Speaker

The Australian National Audit Office has undertaken a
performance audit in accordance with the authority contained in
the Auditor-General Act 1997. | present this report of this audit,
and the accompanying brochure, to the Parliament. The reportis
titted Implementation of the Whole-of-Government Information
Technology Consolidation and Outsourcing Initiative.

Following its tabling in Parliament, the report will be placed on
the Australian National Audit Office’s Homepage
—http://www.anao.gov.au.

Yours sincerely

N

/

P. J. Barrett
Auditor-General

The Honourable the President of the Senate

The Honourable the Speaker of the House of Representatives
Parliament House

Canberra ACT



AUDITING FOR AUSTRALIA

The Auditor-General is head of the
Australian National Audit Office. The
ANADO assists the Auditor-General to
carry out his duties under the Auditor-
General Act 1997 to undertake performance
audits and financial statement audits of
Commonwealth public sector bodies and
to provide independent reports and advice
for the Parliament, the Government and
the community. The aim is to improve
Commonwealth public sector
administration and accountability.

Auditor-General reports are available from
Government Info Shops. Recent titles are
shown at the back of this report.

For further information contact:

The Publications Manager
Australian National Audit Office
GPO Box 707

Canberra ACT 2601

Telephone (02) 6203 7505
Fax (02) 6203 7798
Email webmaster@anao.gov.au

ANAO audit reports and information
about the ANAO are available at our
internet address:

http:/ /www.anao.gov.au

Audit Team
Tina Long

Barbara Palmer

Colin Cronin

Implementation of Whole-of-Government Information Technology Infrastructure
Consolidation and Outsourcing Initiative



Contents

Abbreviations/Glossary

Summary and Recommendations
Audit Summary

Background

Audit approach

Overall conclusion
Initiative management
Tender outcomes

Agency implementation
Improvement opportunities
Agency responses

Recommendations

Audit Findings and Conclusions

1.

Introduction

Background

Initiative implementation
Audit approach

Strategic Planning
Background

Initiative rollout planning
Agency groupings
Evaluation of IT Initiative

IT Initiative Management
Cost of implementing IT Initiative
Strategic adviser

Evaluation Framework

Tender evaluation structure

Tender evaluation plans

Evaluation criteria

Evaluation of cost savings and industry development

Tender Evaluation

Introduction

Service requirements and costing
Industry development tender outcomes
Evaluation reporting

11
11
12
13
16
17
23
26
26
28

39

&8 8

50

51
59
66

72
72
75

83
83
86
92
95

105
105
106
112
118



6. IT Services Evaluation Outcomes 126

Introduction 126
Comparison with Budget reductions 128
Cluster 3 and DEETYA/EN tender outcomes 133
ATO tender outcomes 134
Group 5 tender outcomes 140
Whole-of-Government telecommunications requirements 143
7. Agency Cost Savings Evaluation 150
Analytical framework 150
Agency cost savings 152
Competitive neutrality adjustments 171
8. Agency Outcomes 179
Overview 179
Agency service delivery outcomes 180
Agency implementation issues 189
Agency savings outcomes 195
Agency performance management and review 198
9. Contract Management 205
Overview 205
Transaction costs 207
Service credits 210
Cluster 3 service level review 221
Data security 224
Privacy 232
Account payments 236
Index 243
Series Titles 245
Better Practice Guides 246
6 Implementation of Whole-of-Government Information Technology Infrastructure

Consolidation and Outsourcing Initiative



Abbreviations/Glossary

AAS

ACCC

AEC

AGAL

AGS

ANAO

ATO
AUSLIG
CMO

CN

CPG

Cluster 3 CMO
Cluster 3 MC
DCF

Defence

DEETYA

DEETYA/EN

DETYA
DEWRSB

DIMA
DISR
DoCITA

DOF
DOFA
DoTRS

Australian Auditing Standards

Australian Competition and Consumer Commission
Australian Electoral Commission

Australian Government Analytical Laboratories
Australian Government Solicitor

Australian National Audit Office

Australian Taxation Office

Australian Surveying and Land Information Group
Contract Management Office

Competitive neutrality

Commonwealth Procurement Guidelines

Cluster 3 Contract Management Office

Cluster 3 Management Committee

Discounted cash flow

Department of Defence

Department of Employment, Education, Training and
Youth Affairs

Department of Employment, Education, Training and
Youth Affairs and Employment National tender for
IT&T services

Department of Training and Youth Affairs

Department of Employment, Workplace Relations and
Small Business

Department of Immigration and Multicultural Affairs
Department of Industry, Science and Resources

Department of Communications, Information
Technology and the Arts

Department of Finance
Department of Finance and Administration

Department of Transport and Regional Services



DSD Defence Signals Directorate

EN Employment National

EOS Electoral Offices System

ESP External service provider

FMA Act Financial Management and Accountability Act 1997
FMV Fair market value

Group 5 CMO  Group 5 Contract Management Office

ID Industry development

rr Information Privacy Principle

IT Information technology

ITSP Invitation to Submit Proposal

IT&T Information technology and telecommunications
LAN Local area network

MIPS Millions of instructions per second

NBV Net book value

NCA National Crime Authority

NPV Net present value

OASITO Office of Asset Sales and IT Outsourcing

OGIT Office for Government Information Technology
OGO Office for Government Online

PM&C Prime Minister and Cabinet

Privacy Act Privacy Act 1988

RFI Request for information

RFT Request for tender

SLA Service Level Agreement

SME Small to medium enterprises

TEC Tender Evaluation Committee

WACC Weighted average cost of capital

Y2K Year 2000

8 Implementation of Whole-of-Government Information Technology Infrastructure

Consolidation and Outsourcing Initiative



Summary and
Recommendations



10 Implementation of Whole-of-Government Information Technology Infrastructure
Consolidation and Outsourcing Initiative



Audit Summary

Background

1. This report contains considerable detail on a subject where there
is a deal of inexperience, much learning for all concerned and differences
in views on a range of complex issues and decisions, with the problems
being accentuated by demanding time schedules. There is undoubted
commitment by the range of parties involved to implement the
Government’s policy successfully. Nevertheless, there are also significant
transaction costs involved, both direct and indirect, for all parties.

2. In the 1997-98 Budget, the Government announced the Whole-of-
Government Information Technology Infrastructure Consolidation and
Outsourcing Initiative (IT Initiative). The measure was directed at
achieving long-term improvements in the structuring and sourcing of
information technology (IT) services across agencies to facilitate greater
integration in the delivery of programs and realise significant cost savings.

3. The IT Initiative is based upon a framework in which the
information technology infrastructure and telecommunications (IT&T)
requirements of Commonwealth agencies are gathered into a number of
groups to be offered to the market. The overall strategy is to replace
service delivery by agencies through component procurement with a
service purchasing approach under which an external service provider
(ESP) has end-to-end responsibility for delivering an integrated suite of
services. This framework was expected to produce significant benefits,
including financial savings in ESP charges; reduced tender costs to
Government and industry; increased opportunities for rationalisation and
standardisation between agencies; and efficiency in contract management.
The IT Initiative was also seen as an opportunity to enhance the IT&T
industry in Australia, particularly in regional areas.

4. The focus of this performance audit is on the implementation by
Commonwealth entities of the Government’s policy on IT consolidation
and outsourcing. The extent to which a number of the Initiative’s broader
objectives are achieved will take some time to assess. At the
commencement of this audit in March 1999, only four of the originally
planned eleven tenders had been completed. Nevertheless, there are
some important lessons to be learnt from experience to date, even though
it is still too early to make a complete assessment of the overall impact of
full implementation.

11



5. In anticipation of savings being realised from whole-of-
Government IT consolidation and outsourcing, reductions were made to
the forward estimates of Budget-funded agencies in the 1997-98 Budget.
The reductions totalled $37.9 million in 1998-99, $87 million in 1999-00,
and on-going annual reductions in agency budgets of $99.2 million from
2000-01. The Budget reductions were based on the conclusions of a 1997
evaluation of IT consolidation and outsourcing conducted jointly by the
(then) Office for Government Information Technology (OGIT) and
Department of Finance (DOF). If specific tender processes result in savings
in excess of these reductions, the additional savings are retained by
agencies. If the tender processes result in lower savings, agencies must
fund the difference internally. In 1997, the Government estimated that
the IT Initiative would result in savings of approximately $1 billion over
seven years.'

6. As at June 2000, six of the twelve? major tenders now planned
under the IT Initiative had been completed, with five resulting in executed
Agreements. Full services had commenced under three of those
Agreements. These were for the provision of IT&T services to Cluster 33,
the Australian Taxation Office (ATO) and Group 5% The total value of
the three contracts is $732 million, comprising $157 million® for Cluster 3,
$487 million® for ATO and $88 million” for Group 5. The Department of
Employment, Education, Training and Youth Affairs (DEETYA) and
Employment National (EN) tender (DEETYA/EN) was discontinued on
11 June 1998. These were the four tenders reviewed in this audit.

Audit approach

7. The objectives of the audit were to examine the administrative
and financial effectiveness of the implementation of the IT Initiative, with

1 Media Release, Minister for Finance and Administration, 67/97, 7 November 1997.

2 Eleven tenders were originally planned. Twelve major tenders will now be held due to the
discontinuation of the 1998 DEETYA/Employment National (EN) tender, and the planned re-
tendering of the non-EN services as part of Group 11.

3 Cluster 3 comprises the Department of Immigration and Multicultural Affairs (DIMA); the Australian
Electoral Commission (AEC); IP Australia; Australian Surveying and Land Information Group
(AUSLIG); Australian Government Analytical Laboratories (AGAL); lonospheric Prediction
Services; DOFA for the Electoral Offices System (EOS) ; and former bureau customers of
DOFA, including the National Crime Authority (NCA).

4 Group 5 comprises the Department of Industry, Science and Resources (DISR); the Department
of Communications, Information Technology and the Arts (DoCITA); the Department of Transport
and Regional Services (DoTRS); the Department of the Prime Minister and Cabinet (PM&C); and
the Australian Competition and Consumer Commission (ACCC).

5 In 1998-99 prices.
6 In 1999-2000 prices.
7 In 1999-2000 prices.
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Consolidation and Outsourcing Initiative



Audit Summary

the focus being on the first four tenders conducted as outlined in
paragraph 6. Accordingly, the audit assessed:

¢ the effectiveness of the overall planning and implementation of the IT
Initiative, taking into account the tendering, contracting and monitoring
processes undertaken in respect of Cluster 3, DEETYA/EN, ATO and
Group 5;

* the extent to which those latter processes have contributed to the
achievement of the objectives of the IT Initiative; and

* the extent to which the Commonwealth’s interests have been adequately
protected within this context.

8. The focus of the audit was on the overall management of the
implementation of the IT Initiative by the Office of Asset Sales and IT
Outsourcing (OASITO); the tendering process of the first four major
tenders completed—Cluster 3, DEETYA /EN, ATO and Group 5 (including
the application of the evaluation criteria set out in the relevant Requests
for Tender (RFT) and the assessment of tenderers against the particular
Government objectives as set out in the RFT); and on the management
by the relevant agencies of the resulting Agreements. All four tenders
considered by the audit were either completed or already in tender
evaluation at the time of a December 1998 letter in which the Prime
Minister advised all Portfolio Ministers that ‘as a general Government policy,
outsourcing of IT infrastructure services should proceed unless there is a compelling
business case on a whole-of-Government basis for not doing so’.

Overall conclusion

9. Implementation of the IT Initiative has involved significant effort
on the part of OASITO and participating agencies. It involves the
tendering of an unprecedented volume of business to industry in a limited
period of time. Shortfalls in expected industry capacity and participation
have been a significant factor in the need to revise and extend the
implementation schedule. Implementation of the Initiative by OASITO is
now expected to be completed in 2001, some two years after the initial
date; and to cost nearly three times as much as was originally budgeted.

10. The outsourcing Agreements considered in this audit have
operated for relatively short periods and their longer-term effectiveness
in delivering the expected service and financial benefits will be
determined over their five year terms. The extent to which those benefits
have been realised by agencies in their initial implementation phases has
been variable. Considerable progress has been achieved across a number
of areas of importance to the Cluster 3 agencies, albeit with significant
service delivery difficulties for extended periods. Operational services
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were generally delivered to expected levels by the ATO ESP as from
handover in late June 1999, but there were significant levels of service
instability following the handover to the Group 5 ESP in July 1999.

11. In each tender reviewed, the successful tenderer: offered the
lowest price by a clear margin compared to that of other tenderers; was
assessed as either preferred or comparable in terms of service and risk;
and proposed industry development (ID) commitments that were assessed
as adequately meeting the Government’s ID objectives as set out in the
RFTs. In each case, the tender evaluation reported actual and/or potential
service benefits from the solution proposed by the successful tenderer,
and identified a level of savings expected to accrue from outsourcing.

12. Australian National Audit Office (ANAQO) considers that the
financial evaluation methodology applied in these tenders did not allow
for two key factors which, in ANAQO’s view, were material to the
assessment of savings arising from outsourcing the relevant IT&T services.
The evaluations did not consider the service potential associated with
agency assets expected to be on hand at the end of the evaluation period
under the business-as-usual case, or the costs arising from the
Commonwealth’s guarantee of ESP’s asset values under the outsourcing
case. Consequently, the savings realisable by agencies from outsourcing,
as quantified in each tender evaluation, were overstated. Adjustments
identified by ANAO resulted in material changes to the savings reported
in the ATO and Group 5 financial evaluations. At the point of selection of
the Group 5 preferred tenderer, these adjustments resulted in no savings
being identified at either the agency level, or after the application of
notional competitive neutrality (CN) adjustments. That said, it is important
to note that the Government’s objectives in pursuing the IT Initiative
were broader than the achievement of savings, as outlined in paragraphs
2 and 3 above.

13. The Cluster 3, ATO and Group 5 Agreements cover the provision
to agencies of a range of IT&T services and associated equipment. In
respect to the provision of that equipment by the relevant ESPs, the
Commonwealth has entered into a series of finance lease transactions,
rather than operating leases as was envisaged. Under these finance leases,
substantially all the risks and benefits of ownership of the relevant assets
have been retained by the Commonwealth.

14. Agency budgets and forward estimates were reduced at the
inception of the IT Initiative to take account of the savings envisaged
from the IT Initiative. Agencies were required to deliver the
predetermined level of savings or, alternatively, fund the budget
reductions from other agency sources. Because of changes which have
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occurred in agency cost structures since the Government’s decision, and
during the course of the letting of tenders and their evaluation, it is not
possible to measure, with precision, the extent of actual savings released
or contributed by the IT Initiative. However, after excluding savings
identified in respect of services not considered in the calculation of agency
Budget reductions®, the aggregate relative savings in agency cash outlays
projected under the Cluster 3, ATO and Group 5 tender evaluations
represented about four-fifths of total reductions to those agencies’
budgets for the relevant five year periods and lines of service. However,
there were marked differences in the level of budget savings realised in
the tender evaluation at the agency level. Further, analysis by the Cluster 3
Contract Management Office (Cluster 3 CMO) suggested that cost savings
were realised by Cluster 3 agencies in the first year of operation at about
80 percent of the rate forecast in the tender evaluation for the
corresponding period and costs.

15. Based on the experience of Cluster 3, ATO and Group 5, ANAO
concluded that key areas on which agencies should place particular focus
in order to enhance the efficiency and effectiveness of IT outsourcing
arrangements include:

* identification and management of “‘whole-of-contract’ issues, including
retention of corporate knowledge, succession planning, and industrial
relations and legal issues;

* the preparation for and management of, including expectations from,
the initial transition to an outsourced arrangement, particularly where
a number of agencies are grouped under a single Agreement;

* putting in place a management regime and strategy that encourages
an effective long-term working relationship with the ESP, while
maintaining a focus on contract deliverables and transparency in the
exercise of statutory accountability and resource management
requirements;

¢ defining the service levels and other deliverables specified in the
Agreement so as to unambiguously focus the management effort of
both the ESP and agencies on the aspects of service delivery most
relevant to agencies’ business requirements; and

* the ESP’s appreciation of, and ability to provide, the performance and

8 That is, voice telecommunications and applications development and maintenance services. The
costs and potential savings associated with these services were not considered in the 1997
DOF/OGIT Evaluation on which the reductions to agency forward estimates made in the 1997-98
Budget were based. Inclusion of these services in the competitive tender process under the IT
Initiative is optional for agencies.
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invoicing information required by agencies to support effective contract
management from both a performance and accountability viewpoint.

Initiative management

16. The original timetable for the IT Initiative required
implementation to be completed by June 1999, but only four of the eleven
major tenders originally planned were completed by that date. Initial
planning for the IT Initiative drew on advice received from industry
participants in the OGIT/DOF evaluation phase regarding intended
participation in the IT Initiative. However, industry interest in
participating in tenders under the IT Initiative, and its capacity to absorb
the volume of tendering activity being undertaken, has varied from that
originally expected. This has been a significant factor in the need to revise
and extend the implementation schedule for the Initiative in order to
improve the competitive environment for each tender. A revised
implementation schedule extending the Initiative to December 2000 was
announced in December 1998. As at June 2000, at least four of the
remaining tender processes were unlikely to be completed by December
2000.

17. This extended timeframe has resulted in a mis-match between
the timing of competitive tendering processes under the IT Initiative and
the reduction of agency budgets in anticipation of savings being generated
through outsourcing. For some agencies, budget reductions will have
been in effect for up to two years before the competitive tendering process
is complete.

18. The experience gained through the implementation of the IT
Initiative has highlighted the importance of on-going market surveillance
to support the strategic planning of IT tendering activities. Experience
also suggests that, within the policy context, there are areas in which the
structure of agency groupings could be enhanced to better support agency
business requirements, including in terms of the relative size, business-
focus, funding arrangements and security requirements of grouped
agencies. Such recognition and flexibility might also provide greater scope
for enhancing business performance, as well as achieving the expected
whole-of-Government benefits. Overall performance is likely to be
enhanced where strategies are complementary and action is mutually
supportive of required outcomes.

19. As at May 2000, six major tenders had been completed, and
considerable preparatory and/or evaluation work had been undertaken
by OASITO and relevant agencies on a number of other tenders.
Contracts representing the provision of about $1.2 billion in IT&T services
over five years had been executed, with the Group 1 tender in tender
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evaluation and the Group 9, 10, 11 and Defence portfolio tenders at
various stages of preparation and RFT development. The expected costs
to OGIT/OASITO of implementing the IT Initiative have increased nearly
threefold over the $13 million originally budgeted. Estimated overall
Initiative implementation costs to May 2000 amounted to at least $40.38
million, or about 3.4 percent of the value of contracts awarded to that
time. This was comprised of direct costs to OGIT/OASITO of $33.17
million (including advisers’ fees and expenses of $25.78 million), and
agencies’ direct costs of participating in the Cluster 3, DEETYA /EN, ATO
and Group 5 tenders of $7.21 million. These implementation costs include
costs incurred by OASITO for other tenders completed or in progress or
preparation as at May 2000, but excludes participation costs incurred by
agencies involved in tenders other than those considered in this audit.

20. Payments to the Strategic Adviser to the IT Initiative accounted
for over 60 per cent of OGIT/OASITO’s total expenditure on advisers to
May 2000. For the period June 1996 to June 1998, the Strategic Adviser
was paid fees and expenses of $7.18 million to provide services in respect
of the development and implementation of the IT Initiative. These
assignments were not competitively tendered by OGIT, with the reasons
for this not being documented. The then incumbent Strategic Adviser
was re-appointed for six months to 31 December 1998 following a
competitive tendering process undertaken by OASITO in May 1998. Fees
were to be paid at the rate of US$85,000 per month (A$1.7 million per
annum) for a partner-level adviser and US$65,000 per month
(A$1.08 million per annum) each for two other advisers. The six-month
engagement has been extended on a number of occasions, with additional
full-time advisers added, and was still in operation in July 2000.

Tender outcomes

21. In each tender reviewed, cost savings and ID were identified as
the Commonwealth’s primary objectives. The Cluster 3, ATO and Group 5
RFTs stated that the Commonwealth would not award a contract unless
it were satisfied that the preferred tenderer would deliver a substantial
and acceptable level of cost savings based on an assessment against the
criteria specified in the RFT. The terms ‘cost savings’, ‘substantial” and
‘acceptable” were not specifically defined.

22. The manner in which the requirement for cost savings was
expressed in the RFTs meant that it was a key factor to be applied in the
evaluation process. There was potential for the Prime Minister’s December
1998 policy statement to be interpreted and applied in the evaluations in
train at the time, that is ATO and Group 5, in a manner inconsistent with
the selection preconditions set out in the respective RFTs. In those
circumstances, there is a heightened need for the factors considered in
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any decision to award a contract in respect of a tender process to be
appropriately documented/recorded. However, it is unclear to ANAO
from the available evaluation documentation whether the December 1998
policy statement was considered in the ATO and Group 5 evaluations,
and if so, how. ANAO considers that the transparency and accountability
of the decision making process in the ATO and Group 5 tenders would
have benefited from improved documentation/recording of the respective
evaluation Committees’ conclusions and advice as to whether the
preconditions stipulated in the RFT had been satisfied by the
recommended preferred tenderer, and the factors considered in reaching
that conclusion. Future IT outsourcing tender processes would also be
enhanced by incorporating into the tender planning process consideration
of the means by which tenderers will be ranked in terms of the best
combination of identified criteria.

Financial evaluation methodology

23. The financial evaluation undertaken in each tender reviewed
identified the direct financial savings to agencies from outsourcing by
comparing the projected cash flows associated with tenderers’ bids with
the projected baseline of business-as-usual cash outlays by agencies over
a five year evaluation period. After the savings in agency cash outlays
attributable to each tenderer had been calculated, notional CN
adjustments were added to the agency cost baselines. These adjustments
related to costs faced by private sector providers (and therefore reflected
in their prices) that public sector agencies were not subject to, such as a
requirement to earn a commercial rate of return on capital and the
payment of wholesale sales tax and payroll tax. Together with the direct
agency financial savings, the notional CN adjustments were then reported
as post-CN savings.

24. ANAO examined the methodology used to assess the financial
value to the Commonwealth of entering into the outsourcing
arrangements consistent with Government policy. Using a variation of
that methodology, which the ANAO considers necessary to more
accurately reflect the savings arising from the outsourcing transactions,
ANAO derived different levels of savings (see Figure 1). The variation
applied to the treatment of end-of-period assets in calculating direct
financial savings to agencies; and to the rate of return on assets imputed
to agency costs in calculating the notional CN savings.
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Figure 1
Comparison of tender evaluation and ANAO analysis of financial and
notional competitive neutrality savings at selection of preferred tenderer

Direct financial cost savings to agencies at selection of preferred tenderer  é:

Cluster 3 ATO 2 Group 5
Nominal NPV:  Nominal NPV Nomina NPV
$m $m $m $m $m $m
Tender evaluation agency 62.03 49.94 60.44 47.10° 096 0.17
financial savings (A)
Less ANAO estimated adjustments (See Figure 7.3):

* Fair market value of agency 383 (267) (1876) (1277) (549 (374
end-of-period assets*

« Costof net Commonwealth obligation 260 179 (1285 (875 (262F (1.78f
for end-of-period ESP assets®

Estimate of revised agency 60.80 49.06 28.83 2558 (7.15) (5.35)

financial savings  (B)

Estimated financial savings variance (123) (088 (3161 (2152 (811 (652

©=A-®B)
Revised agency financial
savings as % of cost baseline 2718% 276% 51% 56% (7.3%) (6.8%)

Notional savings at selection of preferred tenderer after competitive neutrality (CN)
adjustments:
Cluster 3 ATO ? Group 5
Nominal NPV  Nominal NPV Nomina  NPV*
$m $m $m $m $m $m
Tender evaluation notional 95.24 77.08 95.06 74.74 8.30 6.02
post-CN savings
Less ANAO estimated adjustments (see Figure 7.4)

- Agency financial savings variance (123) (088 (31.61) (21.52) (811 (552
(see Cabove)

- Exclude retum applied to tumover (2239) (1827) na na na na

-+ Asset risk premium reduction’ (208) (1500 (9990 (795 (L47) (1L1H)

Estimate of revised notional 69.54 56.43 53.46 4527 (1.28) (0.65)

post-CN savings

Note 1: Net present values (NPV) calculated at a discount rate of 8 percent.

Notes 2 to 6: See Notes 2 to 6 Figure 7.3

Note 7: Revised rate of return calculation based on Commonwealth bond rate plus a 3 percent
risk premium. Consistent with the methodology applied in the tender evaluations, a nominal
rate was applied for Cluster 3 and the ATO, and a real rate for Group 5.

Note 8: The analysis in this table does not include the cost to Commonwealth agencies of
implementing the IT Initiative (see Figure 3.1).

Source: Cluster 3, ATO and Group 5 IT Services Evaluation Reports & cost models and ANAO
analysis
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25. The Cluster 3, ATO and Group 5 Agreements cover the provision
to agencies of a range of IT&T services and associated equipment. ANAO
analysed the contractual arrangements in the Cluster 3, ATO and Group 5
Agreements for dedicated equipment leased to agencies by the respective
ESPs, and concluded that the economic substance of the transactions is
that, in each case, the leases constitute finance leases rather than operating
leases.

26. Under these finance leases, tenderers’ capital risk on assets is
substantially transferred to the Commonwealth such that, in normal
circumstances, they are not exposed to financial losses on relevant assets.’
This is reflected in lower lease pricing within the evaluation period than
would otherwise have been tendered, but the ATO and Group 5 financial
evaluations did not include due recognition of the costs associated with
the Commonwealth’s contractual obligations in respect of those leased
assets. The Commonwealth exposure arises from the probable financial
costs of technical obsolescence of IT assets and diminished service
potential, which are not borne by the tenderers. The methodology applied
in the Cluster 3 evaluation overstated this cost to the Commonwealth.
The evaluation methodology applied in each tender also did not include
due recognition of the residual value of agency assets at the end of the
evaluation period. Consequently, the direct financial savings from
outsourcing achievable by agencies, in comparison to retaining internal
delivery, were overstated.

27. ANAO identified estimated adjustments to the quantified financial
savings reported in each tender to account for the service potential
associated with agency assets expected to be on hand at the end of the
evaluation period under the business-as-usual case, or the costs arising
from the Commonwealth’s guarantee of ESP’s asset values under the
outsourcing case.!” The aggregate effect of those adjustments indicated
that the direct cost savings to agencies reported at the selection of
preferred tenderer were overstated in the Cluster 3 tender by an
estimated $1.23 million or 2 percent ($0.88 million in net present value
(NPV) terms), and $31.61 million or 52 percent (NPV $21.52 million) for
the ATO. At the same stage, the Group 5 tender evaluation projected
direct cost savings to Group agencies of $0.96 million (NPV $0.17 million)
over five years. The estimated adjustments identified by ANAO result
in a projected 7.3 percent net cost of $7.15 million
(negative NPV $5.35 million) to the Group agencies from outsourcing
rather than financial savings (see Figure 1).

9 Refer DASFLEET Sale, Audit Report No.25 1998-99, p.4 and pp 49-54.

© In view of IT assets’ high rate of obsolescence, ANAO’s analysis was based on the assumption
that fair market value of agency and ESP assets would represent half their estimated net book
value at the end of the evaluation period.
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28. The notional savings in each tender after the application of CN
adjustments were also overstated. The largest component of the CN
adjustments made in each tender related to the calculation of a return on
agency assets. To calculate the notional return required in each case,
OASITO applied a weighted average cost of capital (WACC) for the IT
outsourcing industry. The WACC applied incorporated an allowance for
equity capital return. However, in view of the Commonwealth’s
underwriting of tenderers’ capital risk on dedicated assets (as discussed
in paragraphs 25 and 26) and the commensurately reduced lease pricing
offered by tenderers as a result of the lower risk profile, ANAO considers
that the CN rate of return adjustment applied to the agency cost baseline
should have reflected a lower rate of return requirement. This would
have provided a more soundly-based comparison with the conditions on
which the tenderers’ pricing was based. Revised indicative CN
adjustments for a required rate of return on agency assets calculated by
ANAO based on the Commonwealth bond rate plus a 3 percent risk
premium! significantly reduced the notional CN savings attributed to
each tender. The Cluster 3 notional CN savings were also significantly
overstated due to the application of the WACC to total agency costs
rather than to assets (see Figure 1).

Budgetary cost savings

29. For a variety of reasons, it is difficult to draw direct parallels
between the savings identified in the individual tender processes, and
the reductions made to agency forward estimates in the 1997-98 Budget
in anticipation of savings being realised from whole-of-Government IT
consolidation and outsourcing. This difficulty increases with the passage
of time between the announcement of the IT Initiative and the conduct
of each tender. In particular, the financial evaluations conducted did not
quantify the extent to which agencies may have improved internal
efficiency in preparation for the tender process. They also included
services not considered in the calculation of the agency budget reductions
applied in respect of the IT Initiative, particularly voice
telecommunications and applications development and maintenance
services.

30. After excluding projected savings identified in respect of those
services, the aggregate relative savings in agency cash outlays projected
in the Cluster 3, ATO and Group 5 tender evaluations represented about
four-fifths of total reductions to those agencies” budgets for the relevant

& This is the typical target rate of return for low risk businesses identified by the Productivity
Commission.
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five year periods and lines of service. Total agency cash budget
reductions over the relevant five year periods exceeded projected relative
agency savings in cash outlays under the respective Agreements by
$24.6 million. However, there was significant variability in the extent to
which the direct agency savings calculated in the context of the Cluster
3, ATO and Group 5 tenders corresponded with the reductions to agency
budgets.

31. Expected savings for Cluster 3 were over one and a half times
the reductions to agency budgets. Analysis by the Cluster 3 CMO
suggested that cost savings were realised by Cluster 3 agencies in the
first year of operation at about 80 percent of the rate forecast in the
tender evaluation for the corresponding period and costs. For the ATO
and Group 5 agencies, the relative savings in cash outlays expected to be
achieved through the outsourcing Agreements (compared to continuing
internal service delivery) were significantly less than the reductions
applied to agency budgets (representing 51 percent and 3 percent of the
budget reductions respectively).'? This analysis considered the estimated
savings in relative agency cash outlays under the contracted pricing before
the application of notional CN adjustments, and should be viewed in the
light of the qualifying factors identified above.

Industry development

32. In each case, the successful tenderer has made contractual in-scope
ID commitments as to the proportion of service charges that will relate
to high Australian value added activity, and the minimum proportion of
service charges that will be paid to small to medium enterprise (SME)
subcontractors (ranging from 6 percent under the Group 5 Agreement to
26 percent for ATO). Each ESP has also committed to a series of out-of-
scope ID initiatives, including commitments regarding minimum levels
of strategic investment, exports and regional employment.

33. The Cluster 3, ATO and Group 5 Agreements require the relevant
ESP to provide an annual report to the Department of Communications,
Information Technology and the Arts (DoCITA) on its achievement
against its ID commitments. The first annual report of the Cluster 3 ESP
in June 1999 reported that all targets for both in-scope and out-of-scope
commitments had been either met or exceeded, with significant over-
achievement reported in strategic investment and employment. DoCITA
has continued to improve its procedures and practices for ID monitoring,
including audit requirements of ESPs” annual reports.

2 In the case of the ATO, $3.6m in expected cash outlays for contracted sales tax-related costs
were not included in the calculation of savings for tender evaluation purposes. Those costs have
been included by ANAO for the purposes of comparing relative cash savings expected to be
achieved under the outsourcing Agreement with the cash budget reductions.
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Agency implementation

34. The initial contract management effort required in respect of the
Cluster 3, ATO and Group 5 Agreements has exceeded the expectations
of many agencies, with the increased management effort and transaction
costs occurring at both the operational and senior executive levels. Many
of these latter costs resulted from the need for senior management to
focus on the delivery of the relevant services to an extent not previously
experienced in order to address initial service delivery problems. These
transaction costs are not fully captured in the overall reported costs of
managing the Agreements. Within the multi-agency groups, the transaction
costs incurred by smaller agencies in relation to the value of services
received were considerable in comparison to the larger agencies.

35. A stabilisation period can be expected following outsourcing, but
it has taken longer than expected to obtain the anticipated level of cost
and performance visibility and, in some areas, to achieve contracted levels
of service. The experience of Cluster 3 and Group 5 highlighted that
both agencies and tenderers underestimated the complexity involved in
simultaneously transitioning to an outsourced provider the delivery of
IT infrastructure services to a number of agencies. In each of the tenders
reviewed, a number of factors contributed to difficulties in initial service
delivery following handover to the ESP. These particularly related to
aspects of the knowledge-transfer processes undertaken and included
low levels of agency staff transferring to the ESP, and the effectiveness
of aspects of the due diligence and transition processes.

36. The transfer of responsibility for the outsourced services to the
ESP appears to have proceeded with the fewest initial problems in the
case of the single agency ATO Agreement. However, the areas in which
service delivery disruption did occur were areas of high end-user impact
such as help desk services. In the multi-agency groups of Cluster 3 and
Group 5, there has been considerably more disruption to service delivery,
with significant shortfalls in the provision of contracted service levels
during the first year of each Agreement. This impacted, to varying
degrees, on productivity in the relevant agencies. The complexity of the
changes made to the Cluster 3 infrastructure in the first year of the
Agreement, and the level of agency and ESP resources devoted to
implementing them in a limited timeframe, appear to have contributed
to the significant service delivery difficulties Cluster agencies experienced
at various times during this period. The disparate size, priorities and
business requirements of Cluster agencies have also contributed to service
difficulties. There have been subsequent improvements in the level of
service delivered by the Cluster 3 ESP.
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Service credits

37. The Cluster 3, ATO and Group 5 Agreements provide for the
payment of service credits to the agencies by the respective ESP where
contracted service levels are not met. Each Agreement also provides the
relevant agencies with a discretion as to whether to impose service credits
accrued as a result of the ESPs’ contractual non-performance. All service
credits accrued by the ATO ESP to June 2000 ($1.1 million) were imposed
by the ATO, representing about 1.5 percent of service charges paid.
Group 5 agencies had imposed all service credits accrued by the ESP
between July and December 1999. Totalling some $960,000, these service
credits were significant, representing an average of about 18 percent of
relevant service charges.

38. The approach adopted to the application of service credits in
Cluster 3 has differed from that taken by the ATO and Group 5. The
Cluster 3 Management Committee (Cluster 3 MC) elected to provide the
ESP with an initial three month grace period during which it would not
be liable to pay service credits. The Cluster 3 MC subsequently agreed
to a revised regime that significantly reduced the ESP’s exposure to
service credits in respect of its performance in 1998-99. The intent of the
arrangement was to provide the ESP with incentive to achieve contracted
service levels and its Year 2000 (Y2K) compliance obligations, while giving
due consideration to ‘extenuating circumstances’ identified by the ESP.
The ESP subsequently fulfilled its Y2K obligations within the required
timeframe, but did not achieve minimum service levels specified under
the revised service credit regime.

39. All service credits provided for under the revised regime were
subsequently imposed by the Cluster, being $2.4 million in service credits
for services delivered in 1998-99. This represented about 6 percent of
invoiced service charges between October 1998 and June 1999. However,
under that arrangement, at least $1.3 million in service credits
representing resources contractually-available to the Commonwealth
were not imposed in 1998-99, and a lower minimum level of service for
business-critical services than that required under the original contract
was agreed for a period of time. ANAO considers that, given the resource
management obligations arising under section 44 of the Financial
Management and Accountability Act (1997), enhanced documentation of
the value-for-money analysis undertaken by Cluster agencies as the basis
for agreeing to the initial service credit moratorium and subsequent
service credit arrangement, and of the Cluster’s monitoring of
achievement of that value-for-money, would have improved the
transparency of decision-making on this matter. As noted above, there
has been improvement in the level of service delivered by the ESP since
that time.
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Security and privacy

40. ANAO identified differing approaches between agencies in respect
of recommended preparatory steps for the security aspects of outsourcing
IT infrastructure. There was scope for improvement in the extent, and
timing, of attention to these issues in the Cluster 3 and Group 5 tenders.
As at August 2000, full security certification of the Cluster 3 network
had not yet been obtained in line with the contractual requirements. A
factor in the extensive delay appears to have been an inadequate
appreciation at the time of executing the 1998 Agreement of the effort
and resource commitment entailed by both parties in obtaining the level
of sign-off being sought. The ATO and Group 5 Agreements set out a
framework of security obligations on the ESP, and provide for the audit
and inspection of compliance with those obligations, but do not include
specific contractual obligations for the ESP to obtain external security
certification of its systems. Neither Agreement identifies which party is
responsible for the costs associated with obtaining external security
certifications or assessments where agencies consider this appropriate.

41. The Privacy Commissioner’s Guidelines in relation to outsourcing
contracts provide that monitoring by agencies of ESPs” compliance with
privacy requirements should be undertaken on a regular basis. Shortly
after the ATO Agreement commenced in June 1999, the ATO Internal
Audit Branch commenced audits of the ESP’s compliance with its privacy
requirements but had yet to complete this important task during the
period of audit fieldwork. In commenting on the proposed audit report,
the ATO advised ANAO in August 2000 that its Internal Audit Branch
had completed its reports into Privacy, Security and Access, and that ‘the
actions to address the issues identified are being implemented.” Group 5 and
Cluster 3 were yet to develop a strategy for monitoring the respective
ESPs” compliance with its privacy obligations.

Invoicing

42, The provision by ESPs of accurate and appropriately substantiated
and detailed invoices has proven to be an area of difficulty under each
of the Agreements reviewed, particularly in the initial phases of service
delivery. The experiences of Cluster 3, ATO and Group 5 agencies
highlighted that the ability of the ESP to provide the invoicing data
required to support agencies in satisfying their statutory obligations and
internal budgetary requirements is an area on which agencies involved
in future IT outsourcing agreements will need to place particular focus.
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Improvement opportunities

43. ANAO made 20 recommendations identifying opportunities for
improvement in the management and ongoing implementation of the
whole-of-Government IT Initiative. Specific areas for improvement
include:

* on-going strategic oversight and evaluation of IT outsourcing by
Commonwealth agencies;

* enhancing the transparency and accountability of tender processes and
evaluation outcomes as they relate to tender planning and the
presentation to the decision-maker of comprehensive information on
recommended outcomes;

¢ the financial evaluation method adopted to reflect the agreed financial
value to the Commonwealth from the proposed arrangements,
including the appropriate treatment of end-of-period assets; and

* overall contract management, including the governance arrangements
for the management of discretionary service credits; monitoring of
ESP’s performance and contractual obligations; management of security
and privacy obligations; and the adequacy of invoicing arrangements.

Agency responses

44. Under section 19 of the Auditor-General Act 1997, the proposed
audit report was issued to relevant Commonwealth agencies for comment
in late July 2000. Other parties having a special interest in the report
were also provided with the report or relevant extracts for comment.
The Department of Employment, Workplace Relations and Small Business
(DEWRSB) commented that it ‘supports in-principle the recommendations of
the audit report’. The Department of Defence (Defence) response
commented that ‘the report is fully consistent with the experience of DSD’s
Information Security Branch in supporting IT outsourcing initiatives, in
particular the Cluster 3 and ATO exercises’.

45. The Department of Finance and Administration (DOFA) provided
a formal whole-of-government response to the section 19 proposed report
on 24 August 2000 which covered the following agencies and statutory
authorities: DIMA, AEC, IP Australia, DOFA, OASITO, ATO, DISR,
PM&C, DoCITA, ACCC and DoTRS.
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46. The DOFA whole-of-government response commented that:

[The Report] provides only a limited view that does not reflect the
overall quality and rigour of the tender processes and the
implementation/transition efforts undertaken for each service
agreement. In relation to contract management, the Report focuses
heavily on process and documentation and, consequently, encourages
an overly process-oriented and literal approach to contract management
that may not produce the best service delivery and value for money
outcomes for the Commonuwealth. It also fails to provide a balanced
assessment of the effectiveness of the various processes undertaken.

47. In response to the DOFA response ANAO observes, as per
paragraphs 4 and 8, that the focus of the audit was on the overall
management of the IT Initiative by OASITO; the tendering process of
the four tenders completed at the time the audit commenced; and on the
management by the relevant agencies of the resulting Agreements. The
quality of the processes used in pursuit of the IT Initiative’s objectives
impacts on the quality of the outcomes that can be achieved, as illustrated
in this report. The development and management of complex legal
relationships, such as those established under the IT Initiative which
involves the projected expenditure of over $730 million in public monies
for the first three contracts, requires a structured approach to ensure
that the Commonwealth’s legal, commercial and operational interests are
effectively protected, the accountability requirements of the public sector
are met and the expected outcomes are delivered.

48. The audit identified significant scope for improvements which
would enhance, in future tenders, the effectiveness of the various
processes examined by the audit, including in relation to overall
management and evaluation of the IT Initiative, tender evaluation and
management of the Agreements. As also noted in paragraph 4, it is too
early to make any assessment of the overall impact of full implementation.
The significant effort on the part of OASITO and participating agencies
in the tendering processes and the limited timeframes involved were
acknowledged specifically in paragraph 9.

49. DOFA’s whole-of-government response agreed or agreed with
qualification with 16 recommendations and disagreed with four
recommendations. Defence and the Privacy Commissioner agreed with
Recommendations 18 and 19 respectively.
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Recommendations

Set out below are the ANAQO's recommendations. ANAO considers that agencies
should give priority to Recommendations, 1, 3, 5, 8, 12, 13, 14, 17 and 18.

Recommendation
No.1
Para. 2.25

Recommendation
No.2
Para. 2.48

Recommendation
No.3
Para. 2.66

ANAO recommends consideration of the advantages
to the Commonwealth of having a specific agency
assigned responsibility for the conduct and
coordination of market surveillance and analysis to
support and inform strategic planning by agencies
for the re-tendering of outsourcing Agreements
following completion of the initial implementation
of the IT Initiative.

Agree: DOFA whole-of-government response

ANAO recommends that, as part of the management
of Commonwealth IT outsourcing contracts, relevant
agencies institute a framework to support the
identification of opportunities to enhance the
synergistic benefits available from the composition
of agency groupings, either during the initial
contract term, where cost-effective, or in the future
re-tendering of the outsourcing agreements.

Agree: DOFA whole-of-government response

ANAOQO recommends that:

a) OASITO and DOFA agree a timetable for the
finalisation and implementation of an evaluation
strategy for assessing whole-of-Government
outcomes achieved under the IT Initiative;

b) relevant agencies develop an evaluation strategy
for consistently assessing and reporting outcomes
achieved under IT outsourcing arrangements
from the perspective of agency groups and
individual agencies; and
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Recommendation
No.4
Para. 3.29

Recommendation
No.5
Para. 4.9

Recommendations

c) OASITO considers further enhancing its lessons
learned processes through the development of
mechanisms for the collection, distribution and
maintenance of documented lessons learned
material, together with appropriate request for
tender and contractual material, arising from
previous IT outsourcing tender processes to assist
agencies undertaking subsequent processes.

Agree: DOFA whole-of-government response

ANAO recommends that, where appropriate, OASITO
improve its management of the Strategic Adviser
consultancy for the remaining duration of the IT
Initiative by defining key deliverables and
milestones required to be delivered by the Strategic
Adviser.

Agree with qualification: DOFA whole-of-
government response

ANAO recommends that, in future IT outsourcing
tenders, relevant agencies ensure that a
comprehensive brief confirming the contractual
arrangements negotiated with the preferred
tenderer, including updated analysis of cost savings,
industry development commitments and satisfaction
of evaluation criteria, is provided to the relevant
Ministers in support of any recommendation to enter
into the final contract.

Agree: DOFA whole-of-government response
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Recommendation
No.6
Para. 4.26

Recommendation
No.7
Para. 4.52

Recommendation
No.8
Para. 4.61

ANAO recommends that agencies ensure that
consultancy agreements developed for the provision
of probity auditing services in future IT outsourcing
tenders stipulate:

(a) that a comprehensive probity plan is to be
finalised before the commencement of the tender
process;

(b) the nature of any sign-offs and reports to be
provided by the probity auditor to the decision-
maker; and

(c) that the scope of the probity auditor’s services
include provision of a formal sign-off to the
decision-maker prior to the execution of the final
contract.

Agree: DOFA whole-of-government response

ANAO recommends that, when conducting financial
evaluations involving uneven cash flows over time,
relevant agencies account for the time value of money
in net present value terms, consistently applied in
the evaluation outcomes presented to the decision-
maker.

Agree with qualification: DOFA whole-of-
government response

ANAO recommends that, for future IT outsourcing
tenders, relevant agencies enhance transparency and
accountability of decision making in the tender
process by incorporating into the evaluation planning
process consideration of the means by which
tenderers will be ranked in terms of the best
combination of value for money/cost savings and
industry development criteria.

Disagree: DOFA whole-of-government response
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Recommendation
No.9
Para. 5.22

Recommendation
No.10
Para. 5.62

Recommendation
No.11
Para. 6.65

Recommendations

ANAO recommends that, in future IT outsourcing
tenders, relevant agencies consider the release of a
draft Request for Tender for industry comment to
assist in the development of IT offerings that will
maximise competitiveness and support the
achievement of cost-effective outcomes.

Agree: DOFA whole-of-government response

ANAO recommends that, in future IT outsourcing
tenders, relevant agencies enhance the transparency
and accountability of decision making by
documenting explicit consideration of the extent to
which tenderers comply with all evaluation criteria
and preconditions identified in the Request for
Tender.

Agree: DOFA whole-of-government response

ANAO recommends that relevant agencies ensure that
future IT outsourcing agreements complement the
Government’s whole-of-Government
telecommunication policy by stipulating a
requirement that:

a) relevant services be provided to agencies in
accordance with whole-of-Government
telecommunications arrangements, including that
services must be procured under a whole-of-
Government Head Agreement supported by
appropriate reporting arrangements; and

b) all telecommunications services be procured in
the name of the Commonwealth unless otherwise
agreed in writing by the Office for Government
Online.

Agree: DOFA whole-of-government response - Part
(a)

Agree with qualification: DOFA whole-of-
government response - Part (b)
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Recommendation
No.12
Para. 7.17

Recommendation
No.13
Para. 7.31

Recommendation
No.14
Para. 7.44

ANAO recommends that, in order for the evaluation
to identify the true financial value to the
Commonwealth of future IT outsourcing tenders,
relevant agencies include, at a minimum, the
estimated fair market value of agency residual assets
that provide service potential beyond the evaluation
period.

Disagree: DOFA whole-of-government response

ANAO recommends that, in conducting future IT
outsourcing tender evaluations, relevant agencies:

a) identify the risks and benefits relating to
ownership of assets that will be borne by each
party under the proposed leasing arrangements
in order to properly identify the economic
substance of the transaction; and

b) inform the decision-maker of the financial
implications of the proposed operating or finance
equipment lease arrangements prior to execution
of the final contract.

Agree with qualification: DOFA whole-of-
government response

ANAO recommends that, for future IT outsourcing
tenders, relevant agencies properly account in the
financial evaluation for any residual end-of-term
Commonwealth obligations arising from
underwriting tenderers’ asset risk associated with
the outsourced services.

Disagree: DOFA whole-of-government response
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Recommendation
No.15
Para. 7.78

Recommendation
No.16
Para. 8.78

Recommendation
No.17
Para. 9.38

Recommendations

ANAO recommends that, to ensure competitive
neutrality adjustments are consistent with the
conditions on which tenderers’ pricing is based,
OASITO, in consultation with DOFA, review the
methodology to be applied in future IT outsourcing
tenders for the calculation of adjustments for the
required rate of return on agency assets in situations
where the Commonwealth underwrites the asset risk
of tenderers.

Disagree: DOFA whole-of-government response

ANAO recommends that, to assist in the verification
of external service providers’ reported performance,
its compliance with contractual obligations, and as
an aid to effective contract and resource
management, relevant agencies consider the
formulation and implementation of an independent
review and evaluation program as soon as
practicable in the term of an IT outsourcing
arrangement.

Agree: DOFA whole-of-government response

ANAO recommends that, in managing IT outsourcing
agreements, relevant agencies develop procedures
for the conduct and documentation of the processes
followed in evaluating options for the use of
contractually-available service credits to facilitate
effective delivery by the external service provider
of contracted services.

Agree with qualification: DOFA whole-of-
government response
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Recommendation
No.18
Para. 9.70

Recommendation
No.19
Para. 9.80

Recommendation
No.20
Para. 9.99

ANAO recommends that, where appropriate in
outsourcing IT infrastructure services, agencies
develop, in consultation with Defence Signals
Directorate, an integrated security architecture
strategy that addresses operational security issues,
identifies the necessary security safeguards and the
required timetable for their implementation by the
external service provider.

Agree: Defence and DOFA whole-of-government
response

ANAOQO recommends that, in implementing IT
outsourcing arrangements, relevant agencies develop
a specific strategy for monitoring external services
providers’ compliance with contractual privacy
obligations.

Agree: Privacy Commission and DOFA whole-of-
government response

ANAO recommends that, in future IT outsourcing
processes, relevant agencies:

a) ensure that the capacity of tenderers to provide
the invoicing information and associated
documentation required to support the approval
of Commonwealth payments and agency
budgetary purposes is appropriately assessed
during the tender evaluation and transition
phases;

b) specify in the outsourcing Agreement threshold
invoice requirements that must be met before
payment can be made; and
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c) consider including in the transition milestones
and deliverables required to be met in order for
the external service provider (ESP) to receive full
payment of transition fees, a requirement that
the ESP demonstrate adequate capacity to
provide invoicing that will satisfy the specified
threshold requirements.

Agree: DOFA whole-of-government response—Parts
(a) and (c)

Agree with qualification: DOFA whole-of-
government response—Part (b)
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1. Introduction

This chapter discusses the objectives of the IT Initiative, progress achieved in its
implementation, the roles and responsibilities of agencies and OASITO in the
conduct of tender processes and the objectives, scope and focus of the audit.

Background

1.1 In the 1997-98 Budget, the Government announced the Whole-of-
Government Information Technology Infrastructure Consolidation and
Outsourcing Initiative (IT Initiative). The measure was directed at
achieving long-term improvements in the structuring and sourcing of
information technology (IT) services across agencies to facilitate greater
integration in the delivery of programs and realise significant cost savings.

1.2 It was anticipated that a successful process of consolidation and
outsourcing would lead to improved service delivery by integrating
services to common client groups through consolidation of IT
infrastructure; rationalisation and standardisation across agencies;
economies of scale from integration of data centre processing
requirements; cost-effective technical and user support across mainframe,
mid-range and desktop/network platforms; improved management of
IT services; and market leverage from larger volumes.” The Government
also identified an opportunity to enhance the growth and competitiveness
of the Australian information technology and telecommunications (IT&T)
industry through the IT Initiative, particularly in regional Australia.

1.3 The focus of this performance audit is on the implementation by
Commonwealth entities of the Government policy on IT consolidation
and outsourcing. The extent to which a number of the Initiative’s broader
objectives are achieved will take some time to assess. At the
commencement of this audit in March 1999, only four of the originally
planned eleven tenders had been completed.

1.4 The 1997-98 Budget Papers stated that efficiencies would be
obtained by consolidating the Commonwealth’s IBM and IBM-compatible
data centres, and outsourcing IT infrastructure services across all Budget-
funded agencies subject to the outcome of competitive tendering
processes.' IT&T services agencies were required to include in competitive

B Budget Measures 1997-98, Budget Paper No.2, p 161.

% Agencies with Running Costs below $10 million in 1998-99 and agencies operating IT systems or
services concerning national security were excluded from the scope of the measure.
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tenders (‘in-scope services’) were all mainframe services, midrange
systems, distributed and desktop operations, support services and data
networks. The inclusion of voice telecommunications services' and/or
applications development and support in tenders was to be optional for
agencies.

1.5 A survey conducted by the Australian Bureau of Statistics of the
resources devoted to IT&T goods and services by general government
organisations identified that some 58 percent of IT&T-related expenditure
within the Commonwealth in 1993-94 was directed at third-parties. Under
the IT Initiative, this percentage will increase markedly, essentially through
the provision of managed services to agencies, and the ownership and
financing of assets by external service providers (ESP).

IT Initiative framework

1.6 The IT Initiative is based upon a framework in which the IT
infrastructure and telecommunications requirements of agencies are
gathered into a number of groups to be offered to the market. Tenderers
must, at a minimum:

* tender to act as Prime Contractor or procurement agent for all services
identified in the relevant Request For Tender (RFT); and

* propose an industry development plan (ID Plan) consisting of industry
development (ID) commitments relating to the performance of the
Services Agreement (‘in-scope commitments’) and commitments not
relating to the performance of the services (‘out-of-scope
commitments’).!

5 In the 1996-97 Budget context, the Government required all Commonwealth departments and
budget-dependent agencies to use mandated whole-of-government agreements for
telecommunications carriage services. Under the Whole-of-Government Telecommunications
Initiative, telecommunications carriers negotiate Head Agreements that provide a purchasing
framework of telecommunications services in which the Commonwealth operates as a single
purchaser of telecommunications services. This is intended to enable the pricing provided by a
telecommunications carrier to one agency to be available to other agencies. The Office for
Government Online (OGO) is responsible for whole-of-government telecommunications policy
and the negotiation of whole-of-government Head Agreements with telecommunications suppliers.
The telecommunications services provided under the IT Initiative are required to be supplied in
accordance with the whole-of-government telecommunications policy. Mandatory reductions
were made to agency forward estimates in the 1996-97 Budget in anticipation of savings expected
to be obtained through whole-of-Government telecommunications arrangements.

B Qut-of-scope commitments are not required to be proposed by SMEs tendering as Prime Vendor,
but where SMEs chose to propose such commitments, they were evaluated in the same manner
as for other tenderers.
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1.7 The overall strategy is to replace service delivery by agencies
through component procurement with a service purchasing approach
under which an ESP has end-to-end responsibility for delivering an
integrated suite of services. This framework was expected to produce
significant benefits, including financial savings in ESP charges (due to
economies of scale and more vigorous price and performance
competition); reduced tender costs to Government and industry;
increased opportunities for rationalisation and standardisation between
agencies; and efficiency in contract management.

1.8 This expectation was based upon the findings of the ‘Evaluation of
Consolidation and Outsourcing’ (the OGIT/DOF Evaluation)' jointly
undertaken between August 1996 and March 1997 by the (then) Office
for Government Information Technology (OGIT)"® and the (then)
Department of Finance (DOF)."” The OGIT/DOF Evaluation compared
the existing and projected ‘business as usual” IT infrastructure costs of
agencies with the costs estimated to arise under a whole-of-Government
consolidation and outsourcing model based on the integration and
aggregation of services between platforms and agencies.?

1.9 The estimated costs under the consolidation and outsourcing
model were based on indicative prices provided by a number of ESPs in
response to a Request for Information (RFI), together with the assumed
impact of transition, retained and contract management costs. ESPs were
provided with agency data except where it was designated as in-
confidence. The report of the Evaluation, presented for consideration in
the 1997-98 Budget context, identified significant financial and other
benefits for agencies in outsourcing IT infrastructure under whole-of-
Government arrangements.

7 In the 1996-97 Budget, the Government agreed to a scoping exercise and initial market test to
evaluate the costs, benefits and risks associated with the consolidation and outsourcing of
Commonwealth IT infrastructure under a whole-of-government approach, including mainframe
data centres, midrange and desktop/network computing platforms. The consolidation and
outsourcing of IBM-compatible mainframe data centres was agreed to in-principle, subject to the
outcome of the evaluation and a competitive process.

B OGIT was responsible for implementation of the IT Initiative until November 1997, when
responsibility was transferred to the (then) Office of Asset Sales, which became the Office of
Asset Sales and IT Outsourcing (OASITO). In October 1998, OGIT became OGO.

¥ The Department of Finance was reorganised in October 1997 to form the Department of Finance
and Administration (DOFA).

® Agency costs were measured across 63 agencies, estimated to represent 95 percent of in-
scope IT infrastructure expenditure, using questionnaires and a standard costing methodology
which incorporated full costs borne by agencies in accrual terms.
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Budget savings

1.10 In anticipation of savings being realised from whole-of-
Government IT consolidation and outsourcing, reductions were made to
the forward estimates of Budget-funded agencies in the 1997-98 Budget.
These reductions were $37.9 million in 1998-99, $87 million in 1999-00,
and on-going annual reductions of $99.2 million from 2000-01.?! Based on
the conclusions of the OGIT/DOF Evaluation,? the reductions were
described as estimates of the minimum net savings agencies could be
expected to achieve through the consolidation and outsourcing of IT
infrastructure. The OGIT/DOF Evaluation reported that, as the estimated
savings were based upon the average of vendor pricing estimates from a
non-competitive RFI process and other assumptions considered
conservative, it could be expected that they would be considerably
improved upon in any well run and open competitive tendering process.

1.11 In the implementation of the IT Initiative, if specific tender
processes result in savings in excess of the Budget reductions, those
savings are retained by agencies. If the tender processes result in lower
savings, agencies must fund the difference internally. In 1997, the
Government estimated that the IT Initiative would result in savings of
approximately $1 billion over seven years.”

Agency roles and responsibilities under the IT Initiative

1.12  The 1997-98 Budget Paper No.2 stated that, whilst agencies were
not required to consolidate or outsource IT infrastructure in the absence
of a sound business case, they were expected to:

* apply a competitive tendering process to those services and achieve
levels of efficiency and performance equivalent to those indicated in
the OGIT/DQOF Evaluation; and

* achieve savings.*

2 This excluded savings from the Defence portfolio as a decision had not been made as to whether
those savings would be returned to the Budget. Estimates Memorandum 1997/24 advised agencies
that savings were being recovered over a staggered time frame to allow for completion of
competitive tendering processes.

2 The OGIT/DOF evaluation concluded that, when fully implemented, consolidation and outsourcing
could be expected to achieve aggregate net annual savings for agencies overall of at least
22 percent for mainframe data centres and 15 percent for midrange and desktop/network
environments. This was based on the average pricing provided by vendors in response to the
RFI. For agencies with mainframe environments, apart from the (then) Department of Social
Security (DSS) and Health Insurance Commission (HIC), the savings were based on the average
indicative prices obtained from the vendors in respect of those agencies. For DSS and the HIC,
savings were based on the average percentage savings projected for all other agencies in the
evaluation.

Media Release, Minister for Finance and Administration, 67/97, 7 November 1997.
Budget Measures 1997-98, Budget Paper No.2, p 161.
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1.13  Responsibility for developing the framework for implementation
of the IT Initiative, and for the overall management and coordination of
tender processes, rested with OGIT until November 1997. Responsibility
for the IT Initiative was then transferred to the Office of Asset Sales,
which subsequently became the Office of Asset Sales and IT Outsourcing
(OASITO).®

1.14 In December 1998, OASITO advised the Minister for Finance and
Administration of a number of problems that had emerged in the
implementation of the IT Initiative. OASITO advised of a need for greater
clarity as to the underlying intent of the Initiative, as well as the respective
roles to be played by OASITO and the agencies involved in each tender.
On 22 December 1998, the Prime Minister advised all Portfolio Ministers
that ‘as a general Government policy, outsourcing of IT infrastructure services
should proceed unless there is a compelling business case on a whole-of-Government
basis for not doing so’(emphasis added).*

1.15 In January 1999, the Minister for Finance and Administration
issued revised guidance regarding the respective roles of OASITO and
agencies in tender processes. These were broadly consistent with existing
arrangements, but the overall coordination and management role of
OASITO was clarified and strengthened in some key areas, including
the conduct of the financial evaluation (see Figure 1.1).

% The management framework for the IT Initiative encompasses: identification of appropriate agency
groupings; development and implementation of a strategy for the roll-out of tenders; development
of a tendering and contracting ‘template’ for use (with appropriate adaptation) in each tender;
coordination and overall management of each tender process; and development of outsourcing
documentation and guidance for use by small agencies (agencies with 300 or fewer desktops)
not included in the major group tenders.

% Annual Report, Office of Asset Sales and Information Technology Outsourcing, 1998-99, p 31.
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Figure 1.1
Principal agency roles and responsibilities in implementing the IT Initiative

OASITO

Agencies

Strategic planning, including formation of
agency groups and sequencing of tenders.
Manage tender processes.

Monitor tender document quality and assist
agencies to formulate requirements.

Develop a set of financial models; supervise
the population of agency baselines; in
consultation with agencies, adjust tendered

prices, baselines or business case as required.

Joint responsibility with the DoCITA for
implementation of the ID framework.

Advise the Minister on significant proposed
acquisitions, leasing programs or contracts.

Define service requirements within and
subject to the required scope.

develop a cost model under OASITO
supervision using proforma methodology.

Prepare materials for tenderer due diligence.

Formulate and implement strategies to
address human resources transition and
related issues; prepare the agency for
management of the contract.

Evaluate IT services offerings & prepare
reports; participate in negotiations; and
determine whether negotiated outcomes
meet agency service requirements.

+ General guidance and assistance to agencies | * Planand manage transition of responsibility.
participating in Small Agency Program. « Contractmanagement.
« Liaise with agencies after contract signature.

Source: Roles and Responsibilities for Agencies and OASITO in the IT Outsourcing Initiative,
January 1999

Initiative implementation

1.16  As at June 2000, six of the twelve” major tenders now planned
under the IT Initiative had been completed, with five resulting in executed
Agreements involving the provision of about $1.2 billion in IT&T services
over five years (see Figure 1.2). Full services had commenced under three
of those Agreements. These were for the provision of IT&T services to
Cluster 3, the first of the agency groupings under the Initiative, the
Australian Taxation Office (ATO)?* and Group 5, the first of the agency
groups with no mainframe requirements (Figure 1.3 describes the member
agencies of Cluster 3 and Group 5). These are the tenders considered in
this audit, together with the Department of Employment, Education,
Training and Youth Affairs (DEETYA) and Employment National (EN)
tender (DEETYA /EN)?» which was discontinued on 11 June 1998.

7 Refer footnote 2.

2 The scope of services provided to ATO includes mainframe (900 millions of instructions per
second (MIPS)), midrange, desktop network (18,000 personal computers (PC)), data and voice
telecommunications (20,000 voice services) and bulk document printing and dispatch services.

2 DEETYA was reorganised in October 1998 into the Department of Education, Training and Youth
Affairs (DETYA). The employment function was transferred to the Department of Workplace
Relations and Small Business, which became the Department of Employment, Workplace Relations
and Small Business (DEWRSB). DEWRSB and DETYA are to participate in later group tendering
processes.
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Figure 1.2
Major tenders completed under IT Initiative as at June 2000

Introduction

Group Contract signed Term V alue

ESP

Tenders considered in audit:

Cluster 3 31 March 1998 IT-5yrs $157m
Voice—3 yrs
Data—2 yrs

DEETYA/EN Discontinued 11 June 1998

ATO 31 March 1999 IT—5 yrs $487m
Carriage—2 yrs

Group 5 14 April 1999 5 yrs $88m

Other tenders completed to June 2000:
Health Group® 7 December 1999 5yrs $350m

Group 8% 9 March 2000 5yrs $130m

CSC Australia
Pty Limited

EDS (Australia)
Pty Ltd

Advantra Pty
Limited

IBM Global
Services Australia

IPEXITG

Source: ANAO analysis of Service Agreements and OASITO records

¥ Comprises the Department of Health and Aged Care, Health Insurance Commission and some IT
requirements of Medibank Private Limited. Scope of services includes mainframe (1,300 MIPS);
midrange; desktop network (8,000 PC); data telecommunications; and bulk document, card

production and dispatch services.

& Comprises Civil Aviation Safety Authority; Australian Communications Authority; Environment
Australia; Agriculture, Fisheries and Forestry Australia; Public Service and Merit Protection
Commission; Aboriginal and Torres Strait Islander Commission; and Australian Broadcasting
Authority. Scope of services includes midrange and research information systems; desktop
network (7,500 PC); and voice telecommunications (11,000 voice services).
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Figure 1.3
Cluster 3 and Group 5 member agencies

Cluster 3% » Department of Immigration and Multicultural Affairs (DIMA)

» Australian Electoral Commission (AEC)

» |P Australia®

» Australian Surveying and Land Information Group (AUSLIG)

« Australian Government Analytical Laboratories (AGAL)

 lonospheric Prediction Service

» Department of Finance and Administration (DOFA) for Electoral Office
Systems (EOS)

» former DOFA bureau customers, including the National Crime Authority
(NCA)*

Group 5% » Department of Industry, Science and Resources (DISR)
» Department of Communications, Information Technology and the Arts
(DoCITA)
» Department of Transport and Regional Services (DoTRS)
» Department of the Prime Minister and Cabinet (PM&C)
 Australian Competition and Consumer Commission (ACCC)

Source: Cluster 3 and Group 5 IT Services Evaluation Reports

1.17 A Request for Proposal for Group 1, comprising Centrelink and
the Department of Family and Community Services, was released on
28 April 1999. The RFT was released to four pre-qualified tenderers on
15 December 1999, with the tender closing on 13 April 2000. A further
four group tenders were scheduled to be released during 2000, with the
Department of Defence (Defence) tender to follow shortly thereafter.
OASITO advised ANAO that the timing of the remaining tenders would
be determined following a review of the RFT timetable, having regard
to agency program requirements and the need to ensure an orderly release
of business into the market.

2  The scope of services provided to Cluster 3 includes mainframe (250 MIPS), midrange, desktop
network (5200 PC) and data and voice telecommunications (approximately 10,000 voice services).

®  As IP Australia (formerly the Australian Industrial Property Organisation) is not a budget-funded
agency its involvement in the IT Initiative is voluntary. IP Australia decided to tender its mainframe
services only.

#  The former Department of Administrative Services (DAS) operated a bureau service providing
IT&T services to a range of agencies. Following the reorganisation of DAS and the Department of
Finance in 1997, responsibility for the service was transferred to DOFA. DOFA advised its bureau
customers that it did not intend to continue the service beyond 30 June 1998. The services
provided to those customers, including NCA, were included in the Cluster 3 tender.

% The scope of services provided to Group 5 includes midrange, desktop network (4000 PC), data
and voice telecommunications (3,400 voice services) and applications development and
maintenance (for two agencies).
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Objectives of tenders considered in ANAO audit

1.18 This audit considered the first four tenders conducted under the
IT Initiative, Cluster 3, DEETYA/EN, ATO and Group 5. The total value
of the three contracts let is $732 million, comprising $157 million* for
Cluster 3, $487 million*” for ATO and $88 million® for Group 5. All four
tenders considered by the audit were either completed, or already in
tender evaluation, at the time of the Prime Minister’s December 1998
letter.

1.19 In each case, the RFT identified the primary objectives of the
tender as cost savings and ID. The overall objectives of the whole-of-
Government strategy of consolidation and outsourcing were described
as:

a) effective IT&T support of agency business needs and service delivery
requirements;

b) substantial economies of scale resulting in improved efficiency, cost
effectiveness and significant savings to the budget and to agencies;

c¢) improved effectiveness by moving to more standardised operating
environments;

d) more efficient use of processing capacity;

e) improved service levels at lower costs;

f) leveraging access to private sector technology and know how;
g) improved technology solutions; and

h) improved potential for staff career development in an environment
where IT&T is the core business.

1.20  Each RFT identified that the ID objectives the Government desires
to achieve through the IT Initiative are to support growth in the Australian
IT&T industries; promote the international competitiveness of the
Australian IT&T industries; and support employment growth and
development in Regional Australia.”

In 1998-99 prices.
In 1999-2000 prices.
In 1999-2000 prices.

The ID priorities identified for in-scope activities were for the use of products and services with a
high value-added Australian component, maximising opportunities for Small to Medium Enterprises
(SME) to participate and the supply of innovative Australian products in the performance of the
Services Agreement. The ID priorities for out-of-scope activities were for proposals that contributed
to the growth and globalisation of the Australian IT&T industries, particularly growth and development
of SMEs; were supported by commercially sensible business plans aligned with corporate strategies
and plans; did not increase overall price of the services.
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Audit approach

1.21  The objectives of the audit were to examine the administrative
and financial effectiveness of the implementation of the IT Initiative, with
the focus being on the first four tenders conducted. Accordingly, the
audit assessed:

* the effectiveness of the overall planning and implementation of the IT
Initiative, taking into account the tendering, contracting and monitoring
processes undertaken in respect of Cluster 3, DEETYA/EN, ATO and
Group 5;

¢ the extent to which those latter processes have contributed to the
achievement of the objectives of the IT Initiative; and

¢ the extent to which the Commonwealth’s interests have been adequately
protected within this context.

1.22  The focus of this performance audit is on the implementation by
Commonwealth entities of the Government’s policy on IT consolidation
and outsourcing. The extent to which a number of the Initiative’s broader
objectives are achieved will take some time to assess. At the
commencement of this audit in March 1999, only four of the originally
planned eleven tenders had been completed. Nevertheless, there are
some important lessons to be learnt from experience to date, even though
it is still too early to make any assessments of the overall impact of full
implementation. The emphasis of the audit was on the overall
management of the implementation of the IT Initiative by the Office of
Asset Sales and IT Outsourcing (OASITO); the tendering process of the
first four major tenders completed—Cluster 3, DEETYA/EN, ATO and
Group 5 (including the application of the evaluation criteria set out in
the relevant Requests for Tender (RFT) and the assessment of tenderers
against the particular Government objectives as set out in the RFT); and
on the management by the relevant agencies of the resulting Agreements.

1.23  The approach taken in the audit was to review data relating to
the overall IT Initiative and specific tender processes held by OASITO
and its advisers and by relevant agencies. The audit considered the steps
taken in the management of the Initiative, the evaluation of tenders and
in the contract terms negotiated to secure, as far as possible, the stated
objectives. In the case of Cluster 3, the audit considered the management
of the contract since its commencement in July 1998. In the case of the
ATO and Group 5 Agreements, the audit considered the initial transition
phase and the first six months of operation to December 1999.
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1.24  The audit scope did not include a review of the findings of the
1997 OGIT/DOF Evaluation (on which the IT Initiative and associated
reductions to future agency budgets were based), or the agency costing
and baseline data prepared for each tender. The ability to conduct such
an audit was limited by the passage of time and altered circumstances in
the relevant agencies since the data was originally constructed, and by
the resources available. Where, in the course of the audit, ANAO became
aware of particular issues relating to those elements that were relevant
to the efficiency and effectiveness of either the tender processes reviewed
or the overall management of the Initiative, those issues were considered
by ANAO.

1.25 ANAO'’s fieldwork was undertaken between March 1999 and
December 1999. Six issues papers were provided to agencies for comment
in December 1999, a discussion paper in May 2000 and the proposed report
in July 2000. ANAO engaged the Australian Government Solicitor (AGS)
to provide legal advice on a number of matters. The ANAO also engaged
the Boston Consulting Group to provide strategic advice on commercial
practice in IT outsourcing. The audit was conducted in accordance with
ANAO Auditing Standards at a cost to the ANAO of $535,000.
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2. Strategic Planning

This chapter discusses the strategic planning for implementation of the IT
Initiative, the progress achieved, and opportunities for enhancing the ongoing
strategic oversight of IT outsourcing by Commonwealth agencies.

Background

2.1 IT services are crucial to the successful delivery of a myriad of
Commonwealth services and programs including the payment of income
support benefits, border control processing and collection of revenue.
The UK Cabinet Office recently reported that it had seen a variety of IT
procurement approaches used across Government to satisfy a diversity
of requirements, including joint ventures, framework contracts, private
financing initiatives and strategic outsourcing.*’ Public and private sector
organisations in Australia have increasingly outsourced non-core business
activities as a means of improving efficiency. The outsourcing of IT services
can provide a range of benefits that may include cost savings, accessing
new technical solutions, enhanced flexibility of resources and access to
specialist skills.

2.2 The process of outsourcing key business enablers for
Commonwealth agencies, such as IT services, needs to be well-planned
and prudently managed. This requires informed analysis of the basis on
which outsourcing is undertaken; clear understanding of the business
implications arising from outsourcing; well managed evaluation and
selection processes; productive contractual relationships; and the
maintenance of effective long-term control through appropriate exit
strategies.

2.3 The Boston Consulting Group has identified a management
framework that can assist in identifying whether particular activities
should be outsourced, or retained and developed internally (see Figure
2.1). Management’s decision is informed by the relative performance of
in-house supplied services and the level of dependency on IT services
for the achievement of core business outcomes. If performance of an in-
house IT function is unsatisfactory, and the agency has a low dependency
on such services, they are candidates for immediate outsourcing (see
lower left quadrant of Figure 2.1). Where dependency is low, but

©  Review of Major Government IT Projects, Successful IT: Modernising Government in Action, UK
Cabinet Office, May 2000.
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performance high, or vice versa, outsourcing is an option that should be
considered in an organisation’s particular circumstances. Commonwealth
policy is that budget-funded agencies should outsource IT infrastructure
services unless there is a compelling business case on a whole-of-
Government basis for not doing so.

Figure 2.1
Strategic IT business management decision framework

High Immediate Action Not Required Leverage For Growth
* Mayleverage <« Outsourceif |+ Developas * Grow
or outsource distraction core business  independent of
intime grows core business
Relative
Performance * Leverage if high
Of Activity potential
Outsource/Sell Improve (Then Leverage)
Low | ¢ Immediately < Industrial * Threatento * Must retain so
actionable relations risk outsourcebut  focus oninternal
may force prefertoretain ~ improvement (eg
down ‘improve’ re-engineer)
path
Low Dependence On Activity High

Source: The Boston Consulting Group, The Outsourcing Process—A Strategic Framework and
Manual, 1998

Initiative rollout planning

2.4 The IT Initiative involves the tendering of an unprecedented
volume of business to industry in a limited period of time. In such an
undertaking, sound and realistic strategic planning will contribute to
the conduct of efficient and effective tendering processes for both agencies
and prospective tenderers. The capacity of industry and agencies to
absorb the volume of tendering activity proposed is an important
consideration in such planning, particularly to ensure a competitive
environment for each tender. Initial planning for the IT Initiative drew
on advice received from industry participants in the OGIT/DOF
evaluation phase regarding intended participation in the IT Initiative.
However, industry interest in participating in tenders under the
IT Initiative, and its capacity to absorb the volume of tendering activity
being undertaken, has varied from that originally expected. This has been
a significant factor in the need to revise and extend the implementation
schedule for the Initiative in order to improve the competitive
environment for each tender.
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2.5 The original timetable required implementation to be completed
by June 1999, but only four of the eleven major tenders originally planned
were completed by that date. In proposing the IT Initiative in the context
of the 1997-98 Budget, OGIT indicated that, given the importance of
agency flexibility in relation to the structure of clusters, it had not
considered it appropriate to develop a rigid schedule for implementation
of competitive tendering processes. The first RFT, Cluster 3, was released
on 4 November 1997, seven months after the Initiative was announced.
A second group of agencies, Group 5, formed in June 1997, but progress
on that and other tenders was delayed by the need to focus the resources
of OGIT and its advisers on the Cluster 3 tender.* There was also a
significant delay in the engagement by OGIT of the panel of expert
advisers needed to assist agencies in tender preparation activities.

2.6 The need for a more coherent and comprehensive rollout plan
was recognised by OGIT in November 1997, when a number of strategic
issues and external pressures were identified as impacting adversely on
the Initiative’s successful implementation. In particular, OGIT identified
the need for a more sophisticated commercial and strategic approach to
managing the simultaneous market testing of a number of clusters within
a relatively short timeframe.** It was noted that timetable pressures were
becoming critical as savings would be removed from agency budgets
from the end of 1998.

4 The second RFT, DEETYA/EN, was released in February 1998, some ten months after the
Initiative was announced. The Group 5 RFT was released in June 1998, a year after the Group
first formed.

%2 Internal OGIT documentation noted that the approach adopted to that time had been modelled on
the Department of Veterans Affairs and Australian Customs Service outsourcing projects.
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2.7 The first comprehensive implementation plan for the Initiative,
known as the IT Initiative Rollout Strategy, developed by OASITO* in
consultation with the Strategic Adviser* and Industry Development
Advisers engaged to assist in the implementation of the Initiative, was
endorsed in December 1997 by the Minister for Finance and
Administration.® It involved the release of at least eleven major agency
groups* over eighteen months to the first quarter of 1999.%

2.8 In recommending the rollout plan, OASITO noted that it was a
dynamic strategy, particularly in regard to the timing of the release of
tenders, and should be flexible enough to accommodate appropriate
changes required through new or different information concerning
agencies’ technical and business requirements or machinery of
Government or policy changes. The Strategic Adviser noted that the
schedule represented a large volume of business for industry to absorb
in a relatively short period of time, particularly having regard to the
substantial volume of IT outsourcing activity in the wider market.*®

% The strategy document noted that agencies had been consulted to ascertain information concerning
their general technical and business requirements, timing and readiness for releasing an RFT,
and that industry associations were consulted for their views and suggestions on the proposed
grouping strategy.

4 A United States-based firm, Shaw Pittman Potts and Trowbridge, engaged since mid-1996 to
provide strategic advice and technical assistance to the IT Initiative.

% The Strategic Adviser and OASITO drew upon initial planning conducted as part of the OGIT/
DOF Evaluation, and further planning by OGIT following announcement of the Initiative in April 1997,
including the grouping of agencies.

% At that time, seven agencies or portfolios of significance, representing 10 percent of the total IT
expenditure in-scope for the Initiative, had been identified as candidates for inclusion in the major
agency groups but, for various reasons, had not been allocated to groups.

4 Aseparate ‘Small Agency Strategy’ was also developed, under which guidance for the conduct of
individual tender processes was issued to agencies with fewer than 300 desktops.

“®  The Strategic Adviser commented that ‘there is no doubt that industry resources will be stretched
and it is therefore likely that vendors will bid selectively’. However, the Strategic Adviser considered
that the proposed schedule provided vendors with a reasonable basis to manage their resources
and maximise the number of tenders for which they bid.
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2.9 The rollout plan was constructed within the constraints of the
endorsed June 1999 completion date for the IT Initiative. That timeframe
had been based upon initial planning by OGIT, which incorporated an
assumption that the necessary competitive tendering processes could be
completed by 31 December 1998 for mainframe agencies, and 30 June 1999
for other agencies. This was also endorsed as the timeframe for the
application of reductions to agency budgets. At the time of forming that
assumption, OGIT had yet to identify the appropriate number and
composition of clusters, particularly for agencies with no mainframe
requirement. OGIT had consulted with a number of these smaller agencies
to test the feasibility of alternative clustering arrangements, and
indications of industry participation in tenders had been obtained through
responses to the RFI. OASITO advised ANAO that:

Input was sought from industry on a number of occasions, with
substantial material being put forward in response to the RFI conducted
by OGIT. While we acknowledge, in hindsight, the initial timetable
was optimistic, it was based on a presumption of agency cooperation
and claims made by the industry that it could cope with the workload
as long as it was not all put out at once.

2.10 It became apparent during 1998 that the rollout plan was not
effectively supporting implementation of the IT Initiative, having regard
to the limited capacity of agencies and industry to absorb the volume of
tendering activity required, and the need to ensure adequate levels of
competitive pressure for each tender. It had also become apparent that
the June 1999 timeframe could not be achieved in logistical terms.

211 In April 1998, OASITO noted that its experience had clearly
demonstrated that the potential market place had limited resources and
targeted plans to participate in Commonwealth IT outsourcing. It was
acknowledged that it was necessary to re-examine the rollout plan in
that context ‘rather than to assume, as we may have in the past, that there will
be guaranteed competitive market interest for all groupings.” OASITO
recommended that multiple concurrent transactions be avoided where
possible in order to maintain competitive pressure and optimise market
opportunities for small to medium enterprises (SME).* This represented

®  For the purposes of the IT Initiative, an SME is defined as: ‘Small'—a company incorporated in
Australia or New Zealand which together with its Related Bodies Corporate and parent entities
has an aggregate annual revenue of less than A$20 million; or has annual revenue of less than
A$20 million and together with its Related Bodies Corporate and parent entities an aggregate
annual revenue of more than A$20 million and its ultimate holding company is a venture capital
organisation. For ‘Medium’ companies, the revenue thresholds are A$250 million.
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a different approach to that envisaged in the initial rollout plan, which
had called for the release of four mainframe and five non-mainframe
tenders over twelve months in 1998.%°

2.12  In October 1998, the Strategic Adviser advised OASITO that the
existing timetable for the IT Initiative would outstrip industry’s capacity
to bid competitively and needed to be adjusted. Based on an assessment
of the IT Industry, the Strategic Adviser had concluded that industry has
very limited capacity to absorb a series of large-scale, complex and high
risk outsourcing tenders, with even the established multinational vendors
stretched thin in terms of their capacity to bid and safely transition
infrastructure and staff out of the public sector. The Strategic Adviser
also expressed the view that perceptions of agency resistance to
outsourcing were having a significant impact on the level of competitive
interest in the IT Initiative.

2.13  Arevised implementation schedule extending the completion date
for the Initiative to December 2000 was endorsed in December 1998.%" As
at June 2000, at least four of the remaining tender processes were unlikely
to be completed by December 2000.>? In June 2000, DOFA advised ANAO
that, while acknowledging revision to the initial planning undertaken
had been necessary:

DOFA would suggest that this is the largest outsourcing initiative of
its kind ever undertaken by the Commonwealth. The initial timetable
was based on expert advice and the best information available at the
time, including indications from Industry with regard to their
capability to undertake these contracts. As experience was gained, and
new information obtained, revisions to the timetable were necessary.
This type of real-time revision happens with major projects and
initiatives as part of a continuous improvement process.

®  OASITO advised ANAO that one of the significant factors limiting market capacity was the
decision not to participate by a number of large suppliers that had earlier indicated interest in the
IT outsourcing program.

5 The revised schedule took account of the effects of changes to departmental arrangements in
October 1998.

% These were Group 11, Group 9, Group 10 and Defence, for which RFTs were yet to be released
as at June 2000. The future progress of Group 6, involving Department of Foreign Affairs and
Trade was also unclear.
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Implications of extended rollout timeframe

2.14  The reductions to agency budgets identified in the 1997-98 Budget
came into effect in January 1999 for mainframe agencies, and July 1999
for non-mainframe agencies. This was intended to coincide with the
original timeframe for implementation of the IT Initiative. The extended
timeframe needed to complete the competitive tendering processes under
the Initiative has resulted in a mis-match between the timing of those
processes and the reduction of agency budgets in anticipation of savings
being generated through outsourcing. For some agencies, budget
reductions will have been in effect for up to two years before the
competitive tendering process is complete.

2.15 InOctober 1996, agencies were advised that pending consideration
of the outcome of the OGIT/DOF evaluation process, upgrades or
replacement of IT&T facilities were to be minimised and confined to
essential changes to sustain approved service levels.”> The objective of
these arrangements was to protect the benefits able to be obtained
through the implementation of options for consolidation and
standardisation across agencies.”® Agencies were further advised in
July 1997 that, in order to protect the potential benefits from the IT
Initiative, the arrangements remained in place pending completion of
the competitive tendering processes.*

2.16  Inthat environment, delays in the implementation of the Initiative
had the potential to inhibit the capacity of agencies to institute strategic
IT developments in support of business requirements. However, OASITO
advised ANAO that the interim framework established for significant IT
acquisitions had been applied on a flexible and pragmatic basis as the IT
Initiative progressed, so as to allow agencies to pursue strategic directions
and replace/upgrade existing infrastructure on a ‘business-as-usual’ basis,
while seeking to ensure that short term sourcing decisions did not create
‘poison pills” for subsequent outsourcing transactions.

2 Estimates Memorandum 1996/25, October 1996.

% Agencies were advised that, unless there were overwhelming business requirements to be
satisfied, it may be difficult to justify further substantial investments in an incumbent technology or
systems solution that was likely to add to the cost of transition to more integrated, cross-agency
platforms and/or more standardised IT architecture under a whole-of-Government approach,
add to the cost of delivering approved service levels across the outsourcing market or risk a
disproportionate loss in IT capital investment in the event of outsourcing.

% Estimates Memorandum 1997/31, July 1997.
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2.17  OASITO identified a number of instances in which agencies have
implemented major strategic IT developments as well as ‘business as
usual” upgrades and replacements of existing technology during the
outsourcing process within the terms of the interim major acquisition
framework. Examples have included major IT upgrades and new systems
development undertaken by the ATO, Centrelink and the Health
Insurance Commission, and the refresh of desktop networks by two
Group 5 agencies.

2.18 At the same time, another member of Group 5, DoTRS, reported
that it had experienced a delay in implementing strategic IT development.
The successful tenderer took over delivery of IT services to the Group in
July 1999, nearly three years after the initial direction restricting IT
investment, and two years after the Group first formed. In
September 1999, DoTRS noted that it had experienced a three year hiatus
in IT strategic development which was described as having left the
Department with an antiquated network operating system and associated
costs to efficiency. OASITO advised ANAO that DoTRS’ decision to delay
technology upgrades was inconsistent with the approval of similar
upgrades as a matter of course during the IT Initiative.

2.19 In some cases, the delay in implementing the IT Initiative has had
staffing implications, with agencies reporting difficulties in recruiting
and retaining suitable staff due to the extended uncertainty. It is noted,
however, that a number of agencies were already experiencing such
difficulties due to the competitive IT employment market.

2.20 Experience gained in implementing the IT Initiative highlighted
the importance of on-going market surveillance to support the strategic
planning of IT tendering activities. The need for robust analysis of
environmental factors affecting the availability of a competitive market
will continue beyond the initial implementation of the Initiative. By that
time there will be a significant number of IT outsourcing agreements in
operation across the Commonwealth that will need to undergo periodic
re-tendering processes. A key issue for the Commonwealth will be the
ability to promote effective competition in those processes.

221 Comprehensive and coordinated surveillance of the IT
outsourcing market, and of the nature and timing of agencies’ intended
approaches to the market, would assist in enhancing the outcomes
achieved from future re-tendering processes. Co-ordination of the timing
of re-tendering would also be useful in enhancing opportunities to cost-
effectively rationalise or revise agency groupings to meet changing agency
and Government needs. It is currently unclear where responsibility for
an on-going monitoring and coordination role of this nature is intended
to lie.
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2.22 Finding: Implementation of the IT Initiative has involved
significant effort on the part of OASITO and participating agencies. The
IT Initiative involves the tendering of an unprecedented volume of
business to industry in a limited period of time. Although initial planning
drew on advice received from industry participants, industry interest in
participating in tenders under the IT Initiative, and its capacity to absorb
the volume of tendering activity being undertaken, has varied from that
originally expected. This has been a significant factor in the need to revise
and extend the implementation schedule for the Initiative in order to
improve the competitive environment for each tender. The original
timetable required implementation to be completed by June 1999, but
only four of the eleven major tenders originally planned were completed
by that date. A revised implementation schedule extending the completion
date for the IT Initiative from June 1999 to December 2000 was announced
in December 1998. As at June 2000, at least four of the remaining tender
processes were unlikely to be completed by December 2000.

2.23 The extended timeframe needed to complete the competitive
tendering processes under the Initiative has resulted in a mis-match
between the timing of those processes and the reductions to agency
budgets applied in anticipation of savings being generated through
outsourcing. For some agencies, budget reductions will have been effect
for up to two years before the competitive tendering process is complete.

2.24  Experience in implementing the IT Initiative highlighted the
importance of on-going market surveillance to support the strategic
planning of IT tendering activities. The need for robust analysis of
environmental factors affecting the availability of a competitive market
will continue beyond the initial implementation of the IT Initiative, by
which time there will be a significant number of IT outsourcing agreements
in operation across the Commonwealth.

Recommendation No. 1

2.25 ANAO recommends consideration of the advantages to the
Commonwealth of having a specific agency assigned responsibility for
the conduct and coordination of market surveillance and analysis to
support and inform strategic planning by agencies for the re-tendering
of outsourcing Agreements following completion of the initial
implementation of the IT Initiative.

2.26  Agencies responded to the recommendation as follows:

* DOFA whole-of-government response: Agree.
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Agency groupings

2.27  The approach adopted under the IT Initiative is to group agencies
together for the competitive tendering of IT infrastructure. The concept
of consolidating Commonwealth IT infrastructure across agencies to
achieve economies of scale was initially considered in respect to
mainframe data centres in the 1995 Clients First report.>® That report found
that, although a number of Commonwealth agencies were already at, or
close to, an economic size in terms of data centres, there were a number
of smaller sites which could be consolidated. The report recommended
that the consolidation of infrastructure be considered by aggregating
like agencies on the basis of business type.

2.28 The grouping concept was expanded in the 1997 OGIT/DOF
Evaluation, with the incorporation of midrange and desktop/network
computing platforms. The Evaluation reported that responses from
vendors had indicated that the outsourcing of IT services in multi-agency
clusters would result in significant financial savings compared with
separate outsourcing activities by individual agencies. The report of the
Evaluation also noted that it had drawn general conclusions on the future
benefits of a whole-of-Government approach, but acknowledged the need
for additional systematic and rigorous evaluation in support of specific
competitive tendering processes.

2.29  The formation of agency groups for the purposes of outsourcing
IT services has not previously been undertaken on the scale involved in
the IT Initiative. Identifying and forming optimal groups is a complex
task which is further complicated by agency timing and business
preferences, as well as vendor preferences for certain types of business
and opportunities for growth. The primary considerations applied by
the Strategic Adviser and OGIT, and then OASITO, in developing the
eleven agency groups were agency preferences, synergies between
agencies, economies of scale provided by particular groupings, and the
manageability of agency groups.”

% Clients First—The challenge for Government information technology, Report of Minister for
Finance’s Information Technology Review Group, 1 March 1995. The report noted that the
submission to the Review Group from IBM Limited had estimated savings from increased
outsourcing of government information technology services to be in the range of $1 billion over
the subsequent five or six years, based on a net benefit of 20 percent.

5 OASITO advised ANAO that, while changes have been made to the groupings of agencies, the
OGIT/DOF Evaluation and earlier work conducted by OGIT had established the groupings prior
to OASITO assuming responsibility for the IT Initiative in November 1997.
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2.30 The documentation available to ANAO indicated that the analysis
supporting these considerations consisted of desk reviews and discussions
with agencies on potential groupings, having consideration for factors
such as volumes, existing IT infrastructure, general area of business,
geographic location and the timing of future objectives and plans. OASITO
also consulted with industry on a number of occasions, particularly in
regard to the timing of tender processes. There have been a number of
changes to those groups, many relating to changes in agency and
government requirements.

2.31 In recommending the December 1997 Rollout Strategy, the
Strategic Adviser informed OASITO that synergies were generally more
important in outsourcing midrange and desktop/network environments.
This was because outsourcing vendors may be able to achieve savings in
the mainframe environment, despite the absence of obvious synergies,
by migrating operations to a shared data centre that services multiple
public and private sector customers. The OGIT/DOF Evaluation noted
that the benefits of clustering were most apparent in the smaller sites.
This was consistent with the conclusions of the 1995 Clients First report.

2.32 The Strategic Adviser commented that, in the desktop
environment, the degree of geographic concentration and commonality
of operating platforms and applications can have a significant impact on
the cost of service delivery. Synergies could arise from the willingness of
agencies to transition to common or standardised systems. It was also
noted that the results of the OGIT/DOF Evaluation suggested that
agencies would receive more favourable pricing if larger volumes of
business were offered to industry. This was due largely to economies of
scale in the cost of service delivery that vendors could achieve at higher
volumes, and the greater negotiating leverage agencies could have in
contracting for larger volumes of business. It was noted that, in general,
smaller agencies that join agency groups with high aggregate volumes
should benefit the most from economies of scale.

2.33 The Strategic Adviser concluded that the results of the OGIT/
DOF Evaluation indicated that there were significant economies of scale
in the desktop environment through to at least 5,000 personal computers,
after which the benefits of economies of scale begin to level off.® This

% The report of the OGIT/DOF Evaluation noted that specific desktop/network pricing data provided
by two vendors had suggested that direct pricing benefits of fifteen to thirty percent may be
achievable for small agencies from clustering up to a level of around 4000 to 5000 personal
computers. It also noted that improved benefits could still be expected to be achievable for larger
agencies and clusters through the leverage such large volumes can provide in the competitive
tendering process.
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analysis provided a threshold target for the formation of agency groups
with no mainframe requirement. An equivalent threshold was not
established for mainframe volume. ANAO did not identify quantitative
or qualitative analysis of the implications for agencies’ operational
efficiency of achieving mainframe and/or desktop volume thresholds
through the grouping of particular agencies under a single contract.”

2.34  The cost of IT services delivered under a grouping strategy will
not only be a factor of economies of scale, but also of the quality of
service required, and the degree of commonality between the business
requirements of grouped agencies. Comparison in the OGIT/DOF
Evaluation of the indicative pricing provided by vendors in response to
the RFI with agency baseline information highlighted that the level of
savings achieved by agencies through the outsourcing of desktop services
could be expected to be highly variable.”” To the extent that the agency
baseline data used in the Evaluation accurately captured existing agency
costs for comparable levels of service with those reflected in the costs of
other agencies and in the indicative vendor pricing provided, the analysis
suggests that some agencies were operating at highly competitive levels,
with others at a cost disadvantage. To the extent that the cost and price
data used in the Evaluation did not reflect comparable levels of service,
the reliability of savings estimates made on the basis of that data would
be diminished.®

% Although the grouping of agencies to achieve a quantitative threshold will provide economies of
scale effects, it can be expected that there will, on occasion, be competing priorities within a
group of agencies contracted to an ESP under a single contract. The ability and/or readiness of
the ESP to respond appropriately to each agencies’ operational priorities may be affected by the
nature of agency groupings. For example, the experience of smaller agencies within Cluster 3
has been that, although they have a direct relationship with the ESP at the operational level, the
capacity of the ESP to respond to their operational requirements in a timely manner has been
significantly affected at times by the overriding operational imperatives of other, larger Cluster
agencies. The extent to which this may offset economies of scale benefits (in terms of operational
efficiency) will depend upon the extent to which these sort of delays impact on agencies’ end
users. Consideration of this sort of issue could enhance the analysis of quantitative economies
of scale thresholds.

®  The agencies represented in the sample used were described as covering a broad spectrum of
scale, dispersion and complexity of support and network communication requirements.

&  The OGIT/DOF Evaluation Report noted that it appeared that respondents to the RFI initially
expected to offer an ‘industry standard’ level of service, with agencies negotiating individual
requirements after the contract had been let. It also noted that, for the midrange and desktop/
network environments, many agencies did not clearly specify the level of service currently
delivered or required.
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2.35 A number of industry respondents to market research
commissioned by OASITO in March 1998 commented that economies of
scale and consolidation savings were not as readily available in the
midrange and desktop areas, and that it may be difficult to achieve
savings through standardisation where there are multiple agencies
involved. Respondents also commented that some agencies were running
parts of the IT infrastructure at, or close to, best practice.

Effectiveness of agency groupings

2.36  Experience suggests that, within the policy context, there are areas
in which the structure of agency groupings could be enhanced to better
support agency business requirements. For example, although the tender
evaluation identified significant expected savings for Cluster 3 agencies,
it may not be an optimal grouping in some respects. The agencies in
Cluster 3 are quite disparate in their size and business requirements.*

2.37  Cluster 3 includes large, geographically-dispersed, Budget-funded
agencies (such as DIMA and AEC); small, commercially-focused agencies
(such as AGAL, AUSLIG and IP Australia); and, for the first 18 months,
the NCA, which had more stringent security requirements than the rest
of the Cluster.®® These differences have contributed to a range of
operational difficulties for both Cluster agencies and the ESP.*

® This was in part influenced by events during the RFT development stage (when the former
Department of Administrative Services, a significant member of the Cluster, was reorganised to
form DOFA with the former Department of Finance), and by the incentive for agencies, particularly
DIMA and AEC, to join the first tender under the Initiative in order to provide a means to rapidly
address their need to upgrade aging IT infrastructures.

&  Grouping agencies with significantly different security requirements has the potential to increase
costs to the ESP which may, over time, reduce the overall value received by the Commonwealth.
For example, as a former bureau customer of DOFA, the NCA was a member of Cluster 3 for the
delivery of mainframe requirements for just over a year. It represented less than 3 percent of
Cluster mainframe services, but its security requirements necessitated the provision of a dedicated
mainframe site. This removed any capacity for the ESP to create economies through the
consolidation of requirements, and increased the ESP’s management overhead. The security
requirements attaching to the NCA data also precluded the ESP from gaining the access necessary
to render invoices to the NCA based upon actual mainframe usage, with charges being based
upon the usage estimates included in the Cluster 3 RFT. A further example of the operational
implications of grouping agencies with different security requirements was the requirement for
Cluster 3 agencies to operate at a standard level of security for the transfer of data to the Year
2000 testing environment established by the ESP. Because the standard must be set at the
highest level required by a Cluster agency, this created additional operational imposts for agencies
with lower security requirements.

% In June 1999, AGAL commented that the Cluster 3 mix of large and small agencies was probably
not the best outcome for it, noting that the Cluster Agreement attempted to cater for the requirements
of all agencies, and that some of the compromises had resulted in less than optimum coverage for
an individual agency.
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2.38  In August 2000, the Cluster 3 ESP advised ANAO that:

[It] agrees that the Cluster 3 agency grouping may not have been
optimal and believes that the various differences have contributed
significantly to the complexity of the task. Both to the period and
difficulty of transition and to the achievement of some contractual
expectations. This experience has proved to be very difficult for both
agencies and [itself].

2.39  An issue for smaller agencies within a group can be the potential
for the ESP to concentrate its service delivery efforts on the larger
agencies. Concerns expressed by the smaller agencies within Cluster 3
during the first year of service delivery suggested that this was a factor
in the initial implementation of the Cluster. The commercially-focussed
agencies in the Cluster have also expressed concern at various times about
the implications for their commercial arrangements and relationships
arising from service delivery failures by the ESP.®

2.40 Differences in security requirements have also contributed to
operational issues arising under the Group 5 Agreement, where PM&C’s
more stringent security requirements have contributed to the difficulties
experienced by the ESP in implementing its proposed solution.®® The
Group 5 ESP advised ANAO that:

The tender indicated that the security requirements for in-scope services
was the same for PM&C as for all of the other agencies. It was
acknowledged that the higher security PM&C facilities services (eg
their secure LAN) would continue to be operated and maintained by
PM&C. It was not until the Handover Date that it became apparent
that PM&C security provisions for LAN and WAN connections would
need to be of higher security than the other agencies.

% In June 1999, AGAL observed that it is a small agency with very specific requirements that are

not typical of most of the other agencies, particularly the two largest (DIMA and AEC). It also noted
that it operates in a commercial environment and, as such, relies heavily upon IT to provide a
competitive edge. It considered that the current cluster arrangements and the relationship with
the ESP did not necessarily promote this objective. AGAL noted that further deterioration of the
ESP’s performance would lead to it failing to meet its service level obligations, thus placing
contracts with its clients in jeopardy. Similarly, IP Australia advised the Cluster 3 Contract
Management Office in July 1999 that its productivity, and the productivity of its major customers,
were directly impacted by any lack of availability of the mainframe services provided by the ESP.
IP Australia, which funds its operations through receipts earned from customers, considered a
conservative estimate of the cost to it of system unavailability between October 1998 and April 1999
had been over $200,000 (this compares to payments to the ESP in 1998-99 of $596,000).

The IT Infrastructure Security Framework for Outsourcing (the DSD framework) jointly released
by the Defence Signals Directorate (DSD), the Attorney-General’'s Department and OGIT in
August 1997, recommended that agencies being grouped should have similar confidentiality,
integrity and availability requirements.
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2.41 The tenders reviewed in this audit also provided lessons for
consideration in the formation of future offerings to the IT outsourcing
market. The DEETYA/EN RFT was discontinued after the single tender
received was assessed as not offering a cost-effective solution. OASITO’s
March 1998 market research indicated that the low level of interest related
primarily to a lack of growth potential in the package offered, perceptions
of advantage to an incumbent supplier, and uncertainty associated with
the impending implementation of the employment services market.

2.42  Initial planning by OGIT had grouped DEEYTA with the ATO,
but it was subsequently agreed that a new cluster would be formed around
DEETYA, with the ATO forming a later, separate tender. DEETYA had
identified a requirement to have the IT outsourcing issue resolved prior
to the implementation of the Government’s employment services reforms
(which relied heavily on IT infrastructure). DEETYA’s required timing
could not be met within the clustered arrangement with the ATO. In
March 1998, OASITO acknowledged that the decision to establish
DEETYA/EN, with its low growth outlook, as a single group for bidding
was a commercial error.

2.43  As changes in departmental arrangements occur over time, there
will be a need for existing groups to be modified and rationalised to
maintain operational effectiveness.” The emerging use of electronic service
delivery in the public sector will increase the need for agencies engaged
in the delivery of related or complementary services to be able to cost-
effectively integrate those services or exchange data across their IT
infrastructure. Existing groups may not be optimal from that perspective.

2.44  The Cluster 3, ATO and Group 5 Agreements provide the capacity
for the existing agency membership to be changed, and for services to be
removed or added to the Agreement at the convenience of the
Commonwealth. Such changes are subject to the terms of each Agreement,
including termination for convenience charges, equipment lease
termination charges and volume-based thresholds for increasing or
reducing unit pricing. The cost-effectiveness of changing the membership
of a group during the initial outsourcing Agreement will depend upon
individual circumstances, but in many cases it will probably be most cost-
effective to make substantial changes to group membership at the
expiration of existing Agreements.

& The initial grouping of agencies under the IT Initiative, together with the impact of changes in
departmental arrangements, has resulted in at least one portfolio spanning more than one
outsourced provider. Some agencies within the Industry, Science and Resources portfolio are
covered by the Cluster 3 Agreement, the Department itself is included in the Group 5 Agreement,
and other elements of the portfolio will be in separate arrangements (such as Australian Geological
Survey Organisation which was moved to the portfolio during the Group 5 tender evaluation). This
has created operational difficulties in areas that cross the boundaries of the IT infrastructure
services provided under each Agreement, such as human resources.
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2.45 ANAO considers that the effectiveness of Commonwealth IT
outsourcing arrangements would benefit from the application of
coordinated, on-going analysis to identify opportunities to cost-
effectively optimise the composition of existing groups, either during
the initial contract term, where cost-effective, or in the future re-tendering
of outsourcing agreements. In particular, such analysis should consider
the appropriateness and effectiveness of combining agencies of disparate
size and business focus under a single Agreement, and opportunities to
rationalise the provision of IT services to agencies with common portfolio
and/or business requirements. Such recognition and flexibility might also
provide greater scope for enhancing business performance, as well as
achieving the expected whole-of-Government benefits. Overall
performance is likely to be enhanced where strategies are complementary
and action is mutually supportive of required outcomes.

2.46 Finding: Experience suggests that, within the policy context, there
are areas in which the structure of agency groupings could be enhanced
to better support agency business requirements, including in terms of
the relative size, business-focus, funding arrangements and security
requirements of grouped agencies. Such recognition and flexibility might
also provide greater scope for enhancing business performance, as well
as achieving the expected whole-of-Government benefits. Overall
performance is likely to be enhanced where strategies are complementary
and action is mutually supportive of required outcomes. Experience has
also provided lessons for consideration in the formation of future
offerings to the IT outsourcing market. As changes in departmental
arrangements occur, there will be a need for existing groups to be modified
and rationalised to maintain operational effectiveness.

2.47 ANAO considers that the effectiveness of Commonwealth IT
outsourcing arrangements would benefit from the application of
coordinated, on-going analysis to identify opportunities to cost-
effectively optimise the composition of existing groups, either during
the initial contract term, where cost-effective, or in the future re-tendering
of the outsourcing agreements. In particular, such analysis should consider
the appropriateness and effectiveness of combining agencies of disparate
size and business focus under a single IT outsourcing Agreement, and
opportunities to rationalise the provision of IT services to agencies with
common portfolio and/or business requirements. Such recognition and
flexibility might also provide greater scope for enhancing business
performance, as well as achieving the expected whole-of-Government
benefits. Overall performance is likely to be enhanced where strategies
are complementary and action is mutually supportive of required
outcomes.
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Recommendation No. 2

2.48 ANAO recommends that, as part of the management of
Commonwealth IT outsourcing contracts, relevant agencies institute a
framework to support the identification of opportunities to enhance the
synergistic benefits available from the composition of agency groupings,
either during the initial contract term, where cost-effective, or in the
future re-tendering of the outsourcing agreements.

2.49 Agencies responded to the recommendation as follows:

* DOFA whole-of-government response: Agree. Agencies agree to pursue
synergistic benefits between agencies within existing groups or with
other portfolio agencies during the term of the agreements and in any
re-tendering activity.

Evaluation of IT Initiative

2.50 The consolidation and outsourcing of agency IT infrastructure
under whole-of-Government arrangements is a significant Government
initiative which represents a major change in the strategy applied to the
delivery to agencies of important business enablers. It is important,
therefore, that the costs, benefits and outcomes resulting from the IT
Initiative are appropriately evaluated and reported to inform future
management in this area. That requirement relates to outcomes achieved
at both the whole-of-Government level, and by the agencies involved in
each outsourcing arrangement.

2.51  Under the proposal for the IT Initiative approved in the 1997-98
Budget context, it was agreed that the costs and benefits of consolidation
and outsourcing under whole-of-Government arrangements would be
progressively evaluated as competitive tendering for individual clusters
was completed. An evaluation strategy for the Initiative was to be
developed and agreed between OGIT and the (then) Department of
Finance, now DOFA. Based on the documentation provided to ANAO,
as at June 2000 such a framework had not been agreed between DOFA
and the central coordinating agency for the Initiative (OGIT, and then
OASITO).

2.52 In October 1997, DOFA advised OGIT that it considered it
particularly important that an agreed performance monitoring framework
be established as early as possible. This would enable the quantitative
and qualitative measures essential to the assessment and reporting of
outputs and outcomes of the IT Initiative to be agreed, and appropriate
data collection mechanisms to be integrated into the competitive tendering
and business case evaluation processes.
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2.53 DOFA proposed a performance monitoring and evaluation
framework which sought to ensure that consistent and appropriate
qualitative and quantitative performance information was collected and
analysed to enable timely and objective assessment of how well the
objectives for the IT Initiative were being achieved at an aggregate level,
for particular clusters and, in some cases, agencies. It was suggested that
performance measures should focus on the qualitative and quantitative
outcomes from competitive tendering, including financial savings; other
identified and realised benefits from consolidation and outsourcing;
reduced costs of competitive tendering process and downstream contract
management for agencies as a consequence of clustering; and measurable
and realisable industry development benefits.

2.54 In February 1998, OASITO advised DOFA that a simple one-size-
fits-all methodology for data collection and business case evaluation would
not be possible. OASITO advised that its preference was to adopt, in
consultation with DOFA, a simple process during evaluation short-listing
that tracked the IT Initiative’s performance against the core accountability
and reporting requirements. The expected deliverable was to be an IT
Initiative progress report (authored by OASITO and DoFA) provided to
the Minister for Finance and Administration for consideration with the
recommended shortlist.

2.55 Throughout the Initiative, OASITO has provided periodic written
briefings to the Minister regarding the strategic planning for its
implementation, and as covering information to the submission of
evaluation reports and recommendations for individual tenders. These
briefings included advice regarding the extent to which Government
objectives would be satisfied by the selection of the recommended
tenderer. On occasion, OASITO also provided information on aspects of
the Initiative that may benefit from an alternative approach in future
tenders. However, these briefings have not represented an objective
evaluation of the costs and benefits of the whole-of-Government
consolidation and outsourcing strategy underpinning the IT Initiative.
The proposed ‘IT Initiative progress report’, co-authored with DOFA,
has not been developed.

2.56 Implementation of the IT Initiative commenced in April 1997. As
at June 2000, there had yet to be a comprehensive assessment of the costs
and benefits of consolidation and outsourcing under whole-of-
Government arrangements in the terms proposed at the time the Initiative
was approved. OASITO advised ANAO that it would be premature to
undertake a broad assessment of outcomes from the Initiative before a
reasonable number of contracts were in place and transitioned to steady
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state operations. OASITO noted that it was approaching the time when
such a review would be appropriate. In June 2000, DOFA advised ANAO
that it was still its intention to implement a performance evaluation
framework of the nature proposed by it in October 1997, and that it was
currently working with OASITO to finalise an evaluation framework for
the Initiative.

2.57 ANAO notes that the original intention was that the costs and
benefits of consolidation and outsourcing under whole-of-Government
arrangements would be progressively evaluated as competitive tendering
for individual clusters was completed. The IT Initiative is a very significant
Government initiative affecting hundreds of millions of dollars in
Commonwealth expenditure. As such, ANAO considers that there would
be merit in instituting an agreed evaluation framework to enable effective
evaluation of the costs and benefits of the strategy employed under the
Initiative, as was envisaged at the time the Initiative was approved.

2.58 Asa consequence of the initial implementation of the IT Initiative,
there will be an ongoing need to periodically evaluate and re-tender a
large number of IT outsourcing arrangements. In this environment,
ANAO considers that there would also be considerable merit in the
development of an agreed performance monitoring and evaluation
framework to assist in assessing and reporting in a consistent and
comparable manner on the outcomes achieved at the agency level under
each outsourcing contract. This would provide a comprehensive basis
for analysing the costs and benefits of the grouping, contracting and
management strategies employed by each group to identify opportunities
for future enhancement of those strategies.

Lessons learned

2.59 It is also important that the collective knowledge gained through
each tender process is captured and maintained. Internal evaluation
structures can provide a useful means for incorporating improvements
in subsequent transactions. In some respects, this has been an area of
ongoing development as the body of knowledge held within OASITO
and other agencies has accumulated over the course of the IT Initiative.

2.60 The processes in place within OASITO to capture lessons learned
have included internal end-of-project review sessions. The face-to-face
involvement of key advisers in those sessions was seen as an important
mechanism for the development of ongoing expertise and capability
within the Commonwealth. OASITO advised ANAO that, in addition to
making routine process adjustments on a real-time basis, lessons learned
sessions were held for the Cluster 3 project in May 1998, the ATO and
Group 5 projects in May 1999 (which formed part of a broader review
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and planning session involving executives from OASITO, Group 5 and
the ATO), and Group 8 in February 2000.

2.61 ANAO noted that, in carrying out assets sales, OASITO generally
incorporates into its agreements with key advisers, a contractual
requirement for a transaction report to be prepared within 30 days of
the completion of the assignment. The transaction report is in the nature
of an evaluation of the lessons learned that will facilitate ongoing
improvements in subsequent assignments. OASITO advised ANAO that
given the involvement of the Strategic Adviser and Legal Adviser in these
interactive continuous improvement processes, it was unnecessary to
require separate written reports from the advisers to the IT Initiative.

2.62 However, it appears that there are still opportunities for the
effectiveness of the lessons learned processes undertaken by OASITO to
be further enhanced. In May 2000, the Group 5 Contract Management
Office (Group 5 CMO) advised ANAO that, based on its informal
discussions with, and the questions received by it from, agencies involved
in tenders conducted after Group 5, there was some evidence that the
existing lessons learned processes were not producing the desired
outcomes.

2.63 The Group 5 CMO considered that, given the limited resources
available within OASITO and the strong incentive for participant
agencies/groups to optimise the outcomes of their individual tender
processes, there would be some merit in OASITO formally recording the
lessons learned at the end of each tender process, and making those
records available to participants in subsequent tenders. The Group 5 CMO
also recommended that processes be put in place to ensure that significant
changes to RFTs were carried through, or at least openly considered, by
later groups. It was suggested that a simple way to do this would be to
provide future groups with a ‘library’ of previous RFTs and contracts,
including their schedules (with prices deleted as appropriate).

2.64 Finding: Under the proposal for the IT Initiative approved in the
1997-98 Budget context, it was agreed that the costs and benefits of
consolidation and outsourcing under whole-of-Government arrangements
would be progressively evaluated as competitive tendering for individual
clusters was completed. As at June 2000, OASITO and DOFA had yet to
agree an evaluation framework for the comprehensive assessment of the
costs and benefits of consolidation and outsourcing under whole-of-
Government arrangements in the terms envisaged at the time the Initiative
was approved. ANAO considers that there would be merit in instituting
an agreed framework to enable effective evaluation of the costs and
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benefits of the whole-of-Government strategy employed under the
Initiative, as was envisaged at the time the Initiative was approved. ANAO
considers that there would also be considerable merit in the development
of an agreed performance monitoring and evaluation framework to assist
in assessing and reporting in a consistent and comparable manner on the
outcomes achieved at the agency level under each outsourcing contract.

2.65 OASITO has undertaken a range of processes directed at ensuring
the collective knowledge gained through the tender processes conducted
is captured and maintained. Those processes have included internal end-
of-project reviews and lessons learned sessions which included the
involvement of key advisers. The experience of some agencies suggests
that there are opportunities for the effectiveness of the lessons learned
processes undertaken by OASITO to be further enhanced.

Recommendation No. 3
2.66 ANAOQO recommends that:

a) OASITO and DOFA agree a timetable for the finalisation and
implementation of an evaluation strategy for assessing whole-of-
Government outcomes achieved under the IT Initiative;

b) relevant agencies develop an evaluation strategy for consistently
assessing and reporting outcomes achieved under IT outsourcing
arrangements from the perspective of agency groups and individual
agencies; and

c) OASITO considers further enhancing its lessons learned processes
through the development of mechanisms for the collection,
distribution and maintenance of documented lessons learned material,
together with appropriate request for tender and contractual material,
arising from previous IT outsourcing tender processes to assist
agencies undertaking subsequent processes.

2.67 Agencies responded to the recommendation as follows:

* DOFA whole-of-government response:

— Part (a): Agree. DOFA and OASITO will review the scope of the
proposed evaluation strategy for assessing whole-of-Government
(WOG) outcomes under the IT Initiative. The review of scope would
focus on those areas where ongoing WOG monitoring can be most
effective.

— Part (b): Agree. The respondents support efforts to make use of
monitoring and reporting provisions in service agreements to assess
outcomes achieved under IT outsourcing arrangements.
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— Part (c): Agree. OASITO will continue to explore opportunities to
further enhance its existing lessons learned processes through
improved clarity in documenting these processes.
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3. IT Initiative Management

This chapter discusses the cost of implementing the IT Initiative and the
engagement and use of external expert advisers.

Cost of implementing IT Initiative

3.1 The implementation phase of the IT Initiative commenced
following announcement of the Initiative in April 1997. During that phase,
costs were incurred by the coordinating agency (now OASITO), the
agencies involved in each tender process, and other agencies required to
provide particular skills to the process. Under the financial evaluation
model applied in the Initiative, those costs were not included in the
business case analysis for each tender.®® The estimated costs to agencies
of re-tendering at the end of the initial Agreements were included in the
financial evaluation.

3.2 The cost to OGIT and, subsequently OASITO, of coordinating
implementation of the IT Initiative has exceeded the original budget
allocated. In the 1997-98 Budget, OGIT was provided with funding of
$13 million to oversee the implementation of the IT Initiative, including
engaging a pool of specialist advisers. The funding was transferred to
OASITO in November 1997 with responsibility for the Initiative.

3.3 In the 1999-2000 Budget, OASITO received additional funding
for the IT Initiative, increasing the budget for 1999-2000 by $14.8 million
and providing new funding of $9.8 million for 2000-01. This increased
the total budget for OGIT/OASITO’s role in implementing the Initiative
to an estimated $37.6 million. The increased costs of implementing the
IT Initiative have been primarily due to:

¢ the extended timeframe for the implementation of the Initiative;

* greater than anticipated levels of effort on the part of OASITO and its
advisers in each tender process, combined with an expanded role as
set out in the revised roles and responsibilities advised in
January 1999%; and

® OASITO advised that these costs are not included in the business case analysis as they are
sunk costs that will be incurred regardless of the outcome of the process, and have been
incurred as a result of the Government’s policy decision to require outsourcing via competitive
tendering.

® In October 1998, the Strategic Adviser advised OASITO that additional resources would be
required if OASITO and its advisers were to take a more active role in defining and/or approving
agency technical requirements and cost baselines, noting that ‘...key resources have been
stretched thin for most of the Initiative and this represents a significant risk to the success of the
IT Initiative.’
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* use of OASITO’s advisers to a greater extent and for a longer
timeframe than was envisaged at various points throughout the
Initiative.

3.4 As at May 2000, six major tenders had been completed, and
considerable preparatory and/or evaluation work undertaken by
OASITO and relevant agencies on a number of other tenders. Contracts
representing the provision of about $1.2 billion in IT&T services over
five years had been executed, with the Group 1 tender in tender evaluation
and the Group 9, 10, 11 and Defence portfolio tenders at various stages
of preparation and RFT development. The estimated total direct cost of
implementing the IT Initiative to 31 May 2000 amounted to at least
$40.38 million or about 3.4 percent of the value of contracts awarded to
that time.” This comprised OGIT/OASITO running costs of $7.39 million,
advisers’ fees and expenses of $25.78 million and agencies’ direct costs
of participation in the Cluster 3, DEETYA/EN, ATO and Group 5 tenders
of $7.21 million (see Figure 3.1). These implementation costs include costs
incurred by OASITO for other tenders completed or in progress or
preparation as at May 2000, but excludes participation costs incurred by
agencies involved in tenders other than those considered in this audit.

®  These implementation costs include all costs incurred to date by OGIT/OASITO in managing,
and subsequently monitoring, the implementation of the IT Initiative, including development of
project guides, manuals and template documentation that will be re-used in future tender processes;
and establishment of the Small Agency Program and provision of implementation assistance to
agencies within that program. The August 2000 DOFA whole-of-government response to the
section 19 proposed audit report advised that implementation costs incurred to May 2000 also
included liaison and assistance to the Department of Foreign Affairs and Trade, AusAid and
Austrade as they undertake an internal consolidation exercise.
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Figure 3.1
Estimate of IT Initiative implementation costs April 1997 to May 2000

$m $m
OGIT/OASITO (relates to all work undertaken on the 12 planned tenders as at 31 May 2000)
Running cost expenditure! 7.39
Advisers
Strategic Adviser? 15.82
Legal Advisers 5.23
Financial Advisers 2.62
Industry Development Advisers 1.17
Probity Auditor 0.36
Evaluation Adviser 0.12
Other consultants/ESPs 0.46
Total—Advisers 25.78
TOTAL—OGIT/OASITO 33.17
Estimated direct costs—Cluster 3, DEETYA, ATO & Group 5 agencies only? 721
TOTAL ESTIMATED DIRECT COSTS to 31 MAY 2000 40.38

1 OASITO running cost expenditure as at April 2000. This expenditure relates to personnel and
operating costs.

2 Excludes fees and expenses of $1.25m incurred during the 1996-97 Evaluation phase.

3 Includes agencies involved in Cluster 3, DEETYA/EN, ATO and Group 5 tenders only. Excludes
agencies involved in subsequent tenders. Estimates do not include costs incurred by agencies
that have dropped out of tenders part way through. Estimate for Cluster 3 agencies—$2.06m
(does not include DOFA or DOFA bureau customers); DEETYA—$1m, ATO—$2.7m and Group 5
agencies—$1.45m.

Source: ANAO analysis of information obtained from OASITO, DOFA and agencies.

3.5 Payments to advisers to the IT Initiative between April 1997 and
May 2000 totalled some $25.78 million. This excludes payments of
$1.25 million made to the Strategic Adviser during the 1996-97 OGIT/
DOF Evaluation phase, and costs for other advisers incurred but not yet
paid as at 31 May 2000.

3.6 Because the costs incurred by agencies in preparing for and
participating in tender processes are not included in the business case
analysis, many agencies have not routinely recorded those costs. Based
on estimates of personnel involvement and other costs provided by
agencies involved in the Cluster 3, DEETYA/EN, ATO and Group 5
tenders, ANAO estimated the direct implementation costs incurred by
those agencies at $7.21 million. No estimate was made of the
implementation costs incurred by agencies involved in subsequent
tenders.
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3.7 Finding: As at May 2000, six major tenders had been completed,
and considerable preparatory and/or evaluation work had been
undertaken by OASITO and relevant agencies on a number of other
tenders. Contracts representing the provision of about $1.2 billion in IT&T
services over five years had been executed, with the Group 1 tender in
tender evaluation and the Group 9, 10, 11 and Defence portfolio tenders
at various stages of preparation and RFT development. The expected
costs to OGIT/OASITO of implementing the IT Initiative have increased
nearly threefold over the $13 million originally allocated in the 1997-98
Budget. In the 1999-2000 Budget, the total budget for OGIT/OASITO’s
role in implementing the Initiative was increased to an estimated
$37.6 million. As at May 2000, the estimated direct cost to date to OGIT/
OASITO of implementing the IT Initiative amounted to $33.17 million.
Agencies’ direct costs of participating in the Cluster 3, DEETYA/EN,
ATO and Group 5 tenders amounted to an additional $7.21 million. The
estimated total direct cost of implementing the IT Initiative to 31 May 2000
amounted to at least $40.38 million or about 3.4 percent of the $1.2 billion
in contracts awarded to that time. These implementation costs include
costs incurred by OASITO for other tenders completed or in progress or
preparation as at May 2000, but excludes participation costs incurred by
agencies involved in tenders other than those considered in this audit.

Strategic adviser

3.8 The IT outsourcing tender processes conducted by OASITO are
complex, resource intensive activities undertaken within tight timeframes.
OASITO relies heavily on its major advisers and other consultants to
assist it to progress the IT Initiative and each tender process. In these
circumstances, prudent contracting and management practices are
important to ensure accountability and the achievement of value-for-
money. This is particularly important when contracting for advisers with
a pivotal role in the process, such as the Strategic Adviser.

3.9 Since mid-1996, a United States-based firm has been engaged to
provide strategic advice and technical assistance to the IT Initiative. This
engagement has consisted of three main phases: June 1996 to June 1997
(Phase 1); July 1997 to June 1998 (Phase 2) and July 1998 to present
(Phase 3).”' As at 31 May 2000, total costs of $17.07 million”
(US$11.07 million) had been incurred in respect of the Strategic Adviser

“  OGIT was responsible for the management of this consultancy until responsibility for the IT
Initiative was transferred to OASITO in November 1997.

7 Includes $1.25m in fees and expenses in the OGIT/DOF Evaluation phase and payments of
$15.82m for services provided in the implementation phase up to 31 May 2000.
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since June 1996. This comprised an estimated $16.93 million in fees and
$141 000 in reimbursed expenses. Payments to the Strategic Adviser
accounted for over 60 per cent of OGIT/OASITO’s total expenditure on
advisers to May 2000.

Engagement processes

3.10 For the period June 1996 to June 1998, the Strategic Adviser was
paid fees and expenses of $7.18 million to provide services in respect of
the development and implementation of the IT Initiative. These
assignments were not competitively tendered by OGIT, with the reasons
for this not being documented. The Strategic Adviser was initially engaged
by OGIT in mid-1996 (Phase 1) to provide advice on the viability of
“clustering” as a means of achieving cost savings and to review issues
associated with IT outsourcing and internal agency consolidation. The
ANAO was unable to locate any Commonwealth record of the selection
process used to initially identify and engage the Strategic Adviser, nor
was there any evidence of a contract being signed. Subsequently, the
Strategic Adviser was re-engaged, again without competitive tender, to
assist in developing the principles for, and implementation of, the OGIT/
DOF Evaluation conducted between August 1996 and March 1997. In this
instance also, there is no evidence of a written contract between the
parties.

3.11 In June 1997, OGIT prepared an Initiative implementation and
strategy brief which recommended that the incumbent adviser be
appointed as the ‘Outsourcing Consultant’, a role now described as the
Strategic Adviser. The rationale provided for this recommendation
related to assessments regarding the incumbent adviser’s “...unique
international experience’, absence of conflicts of interest and previous
experience on the project, and of the potential implications for the
progress of the Initiative from appointing an alternative firm at that time.
There was no other documentation supporting this analysis.

3.12  There was no documented consideration of the value-for-money
represented by the fees proposed by the incumbent adviser, or of the
rationale for the fee structure, which involved significant monthly fees
of up to US$85 000 per individual per month. The brief to the Minister
recommending the engagement did not identify the scale of costs
involved. Nor did it make it clear that this was a sole source appointment.

3.13 A contract for the provision of strategic advice and assistance by
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the Strategic Adviser was signed by OGIT on 3 July 1997 (Phase 2),
representing the first written agreement for this consultancy. The contract
covered the period 1 July 1997 to 30 June 1998. It specified three personnel
who would undertake the consultancy work on a fixed-price quotation
basis. The fees were US$85,000 per month for each of two”™ of the
personnel and US$65,000 per month for the third. Other personnel were
to be used as mutually agreed on an hourly fee basis.

Competitive tender

3.14  On expiration of the July 1997 contract with the Strategic Adviser,
OASITO conducted the first competitive tender conducted in association
with what was, by this stage, a multi-million dollar consultancy role
important to the implementation of a significant Government initiative.
It was conducted as a restricted tender, with seventeen firms provided
with an Invitation to Submit Proposal (ITSP) on 15 May 1998 to provide
strategic advice, project management and technical assistance” to the IT
Initiative for eighteen months from July 1998 to December 1999 (Phase 3).
Candidates were invited to tender for all or part of these services.

3.15 OASITO advised ANAO that it considered that it had conducted
an effective competitive process to the extent that it obtained offerings
from a comprehensive cross section of the consultancy organisations
claiming to have skills in the area concerned. The firms to whom OASITO
sent an ITSP appear to have been largely drawn from its general
consultancy register for asset sale services.”” OASITO’s consultancy
register was based on respondents to national advertisements placed to
garner expressions of interest for future consultancy services. The most
recent advertisement prior to the May 1998 competitive tender was placed
in September 1997 by the (then) Office of Asset Sales (OAS), prior to the
transfer of responsibility for the IT Initiative to OAS, and so was targeted
at firms with expertise relevant to asset sales. OASITO advised ANAO
that additional IT-focused firms were also on the consultancy register.

® Copies of the contract made available to ANAO were signed by OGIT but not by the Strategic
Adviser.

™ The continued need for the services of one of these consultants was to be reviewed on or before
1 October 1997. That individual remained with the consultancy until June 1998.

® In addition to strategic advice, the incumbent Strategic Adviser had been providing, in conjunction
with other advisers, technical assistance to the implementation of the IT Initiative. This included
assistance in the development of tender documents and agency cost baselines. The Strategic
Adviser had also been performing the role of lead negotiator.

® An initial list of nine potential bidders developed in May 1998 was described as also including
organisations that had made direct representations to OASITO. The organisations to which this
reference applied were not identified and it is not known whether those organisations remained on
the final list of potential bidders.
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However, the process used by OASITO to identify such firms for inclusion
on the register, and their experience in the specialist field under
consideration, was not documented. OASITO also advised ANAO that
the inclusion of a number of major consulting firms in the tender was
intended to provide access to international IT outsourcing expertise.”

3.16  Potential candidates for the Strategic Adviser consultancy were
given ten business days after receipt of the ITSP to respond, with the
proposals to be developed on the basis of the limited information
provided in the ITSP and other publicly available information on the
Initiative. The appropriateness of this timeframe should be considered
in light of the provision within the ITSP reserving the right of the
Commonwealth to make its selection on the basis of the written
submissions provided. Responses were received from ten firms. OASITO
prepared a summary of the proposals and provided it to Tender Evaluation
Committee (TEC) members” for discussion. Based on these discussions,
six firms were shortlisted for interview.

3.17 The incumbent Strategic Adviser’s fee proposal was stated in
United States dollars and reflected the fee structure existing under their
previous contract.” The fees proposed for the eighteen month period
under consideration were A$6.5 million, some A$2 million (44 percent)
higher than those proposed by the next ranked respondent.®

3.18 The TEC considered the next ranked respondent to represent a
relatively lower cost/higher risk approach, but one which did not have
its confidence even if all key nominated personnel were available. The
TEC recommended that the most cost-effective solution for the IT
Initiative would be to engage the incumbent Strategic Adviser for a six
month period between 1 July 1998 to 31 December 1998, and then on a
specific task engagement basis as individual needs arose from
1 January 1999 to 31 December 1999. In making that assessment, the TEC
noted that tasks faced by the Initiative over the ensuing six months would
present serious problems if high quality strategic and technical resources
were not available to the end of 1998.%

7 OASITO had advised its Minister in February 1998 that it was ‘... giving thought to how we might
adequately test the market for [the Strategic Adviser’s] skills for the period after 30 June 1998,
without risking losing the services of [the Strategic Adviser] if such a test fails to locate a satisfactory
alternative.’

The TEC was chaired by OASITO and included two business representatives.

One of the eleven selection criteria against which the proposals were assessed related to “...the
capacity to offer daily charge rates that recognise the volume and regularity of work involved.’ The
ANAO notes that the monthly charge rates applying in respect of the core Strategic Adviser
personnel have not changed from those applying to the initial short-term engagement with OGIT
in 1996.

®  Based on an exchange rate of $A1.00/$US 0.60.
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3.19 OASITO signed a contract with the Strategic Adviser on
28 August 1998 for the provision of strategic and technical advice for the
six-month period 1 July 1998 to 31 December 1998. Fees were to be paid
at the rate of US$85,000 per month (A$1.7 million per annum) for a
partner-level adviser and US$65,000 per month (A$1.08 million per
annum) each for two other advisers. The contract also specified that if
further assistance was required after 31 December 1998 in respect of
negotiations with tenderers, those services would be provided on a basis
to be agreed by the Strategic Adviser partner. Fees would be paid based
on an hourly rate of US$375, capped at a daily rate of US$4,500. The six-
month engagement to 31 December 1998 recommended by the TEC has
been extended on a number of occasions, with additional full-time advisers
added, and was still in operation in July 2000.%

Foreign currency risk

3.20 From July 1997, OGIT, and subsequently OASITO, had contracts
in place that specified monthly fees payable in Unites States Dollars.
Contracts requiring foreign currency payments expose the
Commonwealth to foreign exchange risk and reduce the certainty
associated with the cost of the contract. Neither OGIT nor OASITO
explicitly quantified the exchange rate exposure or formally examined
possible ways of managing the associated risk. ANAO raised this issue
with OASITO in December 1999. Although in the Telstra 2 sale OASITO
sought to minimise its exposure to foreign exchange risk, OASITO decided
to maintain an open exposure in relation to payments to the Strategic
Adviser. In the subsequent months the exchange rate deteriorated. In
June 2000, the Government announced that it had established a task force
to re-examine the Commonwealth’s approach to foreign exchange risk
management.®

& The TEC report stated that: ‘On balance, the Committee considered that when confronted with the
huge differential in what was offered by [the incumbent Strategic Adviser] in comparison to other
proposals, and the difficult tasks ahead of the project in the next six months, it would place the
project in too much risk to engage a firm other than [the incumbent Strategic Adviser] during those
six months.’

& Extensions were agreed between the parties in December 1998 (to the end of February 1999); in
March 1999 (to end of June 1999) ,in June 1999 (to end of December 1999). The latest extension
takes the consultancy to June 2000. The extensions were approved on the basis that OASITO
required the Strategic Adviser’s continued services to progress the Group 5, Health Group,
Group 8 and Centrelink projects, and to commence Groups 6 and 11.

& The task force was to examine the recommendations of Audit Report No. 45 1999-2000,
Commonwealth Foreign Exchange Risk Management Practices, including a Commonwealth-
wide risk management policy and the need for consistent and considered risk management
approaches by agencies.
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3.21 Finding: The Strategic Adviser accounted for some 55 per cent
of OGIT/OASITO'’s total expenditure on advisers to 31 May 2000. For
the period June 1996 to June 1998, the Strategic Adviser was paid fees
and expenses of $7.18 million to provide services in respect of the
development and implementation of the IT Initiative. These assignments
were not competitively tendered by OGIT, with the reasons for this not
being documented. On 15 May 1998, OASITO conducted a restricted
tender to provide strategic advice, project management and technical
assistance to the IT Initiative for eighteen months from July 1998 to
December 1999 (Phase 3). The seventeen firms approached by OASITO
were given ten business days to develop and lodge their bids based on
the limited information provided in the ITSP and other publicly available
information on the Initiative.

3.22 The incumbent Strategic Advisers’ fee proposal provided in
response to the ITSP was stated in United States dollars and reflected
the fee structure existing under its previous contract. The fees proposed
for the eighteen month period under consideration were A$6.5 million,
some A$2 million (44 percent) higher than those proposed by the next
ranked respondent. The TEC considered the next ranked respondent to
represent a relatively lower cost/higher risk approach. OASITO signed
a contract with the Strategic Adviser on 28 August 1998 for the provision
of strategic and technical advice for the period 1 July 1998 to 31 December
1998. Fees were to be paid at the rate of US$85,000 per month
(A$1.7 million per annum) for a partner-level adviser and US$65,000 per
month (A$1.08 million per annum) each for two other advisers. The six-
month engagement to 31 December 1998 recommended by the TEC has
been extended on a number of occasions, with additional full-time advisers
added, and was still in operation in July 2000.

Contract management

3.23 The management of the Strategic Adviser by OGIT and,
subsequently, OASITO could have been improved to ensure the
Commonwealth maximised the value obtained from the considerable
expenditure incurred. In August 1997, the Strategic Adviser advised OGIT
that, due to the delay by OGIT in establishing panels of legal, financial
and other experts, Strategic Adviser personnel had been doing substantial
drafting and other work not contemplated as part of the original
engagement. This inappropriate tasking appears to have continued for
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some time.* The proposal developed by OASITO in May 1998 in support
of the need to subject the Initiative’s strategic, project management and
technical requirements to competitive tender acknowledged that:

‘With the experience of the first 8 months of this project it is clear
that there has been overlap in some areas and no cover in others. In the
case of [the Strategic Adviser], we have not used their resources in
the most cost-effective manner. A “fixed-cost” mentality has resulted
in inappropriate tasking leaving insufficient time for [the Strategic
Adviser] to concentrate on strategic issues.’

3.24 In April 2000, OASITO advised ANAO that, while resources were
at times focussed on lower level issues than it would have liked, that
focus had been necessary at that stage of implementation, ‘particularly as
skills transfer was not as advanced as it is today’.

3.25 The effective tasking of advisers, particularly where there is a
standard monthly payment arrangement in place, can be assisted through
the use of clearly articulated deliverables. This also assists in monitoring
the value-for-money obtained by the Commonwealth. Since July 1998,
the contract with the Strategic Adviser has provided the Commonwealth
with the capacity to advise the Strategic Adviser of specific milestones,
timetables and deliverables required from time to time, and requires the
Strategic Adviser to comply with any such reasonable timetables,
milestones or deliverables. Specific milestones or deliverables required
of the Strategic Adviser have not been articulated by OASITO.

3.26 ANAO was advised by OASITO that the Strategic Adviser
undertakes tasks allocated and supervised by OASITO executives on a
daily basis, and that the complex and varied nature of each outsourcing
transaction dictates that varied tasks are undertaken each time. OASITO
advised that the nature of the Strategic Adviser’s role had made it
difficult to formalise in a contract the deliverables and deadlines set on
a daily basis. OASITO further advised that the very high number of
external factors influencing the timing of various project milestones make
it impractical to tie remuneration of advisers to those milestones.

3.27 ANAO considers that, notwithstanding the difficulty in
articulating contract deliverables for a Strategic Adviser engagement, it
could have been expected that there would be greater transparency
regarding the identification and monitoring of the deliverables and
tasking required, particularly given the important role played by the

& In April 1998, internal OASITO documentation noted that, for ‘various historical and resource
reasons’, the Strategic Adviser’s involvement in performing detailed drafting and advisory work in
the implementation of tenders had been much more than originally intended.
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Strategic Adviser and the scale of fees involved. In the absence of defined
deliverables and milestones, the only mechanism available to the
Commonwealth to confirm payment of monthly accounts rendered by
the Strategic Adviser has related to the identification of actual days spent
on the IT Initiative. A system to adjust invoices for known days absent
was agreed between OASITO and the Strategic Adviser in 1998.

3.28 Finding: For sustained periods of time, particularly in the first
year of the IT Initiative, the Strategic Adviser was engaged in tasking
that was not commensurate with the nature of the engagement and
associated fee structure. The effective tasking of advisers, especially
where there is a standard monthly payment arrangement in place, can be
assisted through the use of clearly articulated deliverables. Measurable
deliverables required of the Strategic Adviser have not been clearly
articulated and agreed in writing despite this being permitted under the
current contract. OASITO advised ANAO that the nature of the Strategic
Adviser’s role had made it difficult to formalise in a contract deliverables
and deadlines set on a daily basis. In view of the unprecedented fee
structure for individual personnel in comparison to advisers previously
engaged by OASITO®, together with the duration of the assignment,
ANAO considers that this matter should be addressed as a priority by
OASITO.

Recommendation No. 4

3.29  ANAO recommends that, where appropriate, OASITO improve its
management of the Strategic Adviser consultancy for the remaining
duration of the IT Initiative by defining key deliverables and milestones
required to be delivered by the Strategic Adviser.

3.30 Agencies responded to the recommendation as follows:

* DOFA whole-of-government response: Agree with qualification.
OASITO considers that its management of the Strategic Adviser has
been sound, but will investigate opportunities to establish key
milestones and deliverables where appropriate.

% In January 1998 internal documentation, the OASITO CEO identified the Strategic Adviser as ‘the
most expensive advisers | have ever engaged.’

82 Implementation of Whole-of-Government Information Technology Infrastructure
Consolidation and Outsourcing Initiative



4. Evaluation Framework

This chapter discusses the tender planning, evaluation framework and criteria
established for determining the outcome in each of the tenders reviewed in this

audit.

Tender evaluation structure

4.1

In each tender reviewed a comprehensive tender evaluation and

reporting framework underpinned the selection of preferred tenderer
by the Minister for Finance and Administration in consultation with
relevant Ministers (see Figure 4.1). The IT Services and ID evaluations
were conducted separately, with OASITO having an overall coordination

role.

Figure 4.1

Tender evaluation structure to preferred tenderer stage

—»

MINISTER FOR FINANCE AND ADMINISTRATION (Consulting other relevant Ministers)

T Recommendation of Preferred Tenderer

OPTIONS COMMITTEE
OASITO (Chair), DISR, DoCITA, Independent Panel Members (ATO as relevant)

Rank tenderers (against combination of IT Services and ID criteria where appropriate)
Formulate selection options for consideration by Ministerial decision-maker/s

T

T

INDUSTRY DEVELOPMENT TEAM
ID Advisers, DoCITA

STEERING COMMITTEE

OASITO (Chair), Agency Representatives

Rank tenderers against ID criteria

Determine which tenderers satisfy threshold criteria

Rank tenderers in IT Services evaluation

A
Br /‘e_f ings and Coordinating ?
ad‘gce - role Y EVALUATION COMMITTEE
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Strategic Adviser, Financial Advisers

el;al Adviser, Financial Advisers, OGO
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v

Source: Annual Report, Office of Asset Sales and IT Outsourcing, 1998-99, p.41 and ANAO analysis
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4.2 An Evaluation Committee formed for each tender (chaired by
OASITO and including one or more representatives from each agency)
oversighted and directed the conduct of the IT services evaluation by
specialist teams consisting of agency representatives. The teams were
assisted by advisers engaged by OASITO. The respective Evaluation
Committees drafted the IT Services Final Evaluation Report for review,
comment and ultimate endorsement by a Steering Committee (also
chaired by OASITO with agency representatives).

4.3 Evaluation of tenderers’ ID proposals was conducted by the
Industry Development Evaluation Team, consisting of advisers engaged
by OASITO and representatives from the Department of Communications,
Information Technology and the Arts (DoCITA).* The agencies to whom
the IT services will be provided were not involved in the ID evaluation

4.4 The outcomes of the two evaluations were first combined when
considered by the Options Committee formed for each tender, and
comprising representatives from OASITO, DoCITA, Department of
Industry, Science and Resources (DISR), and invited members from
industry. Other than in the ATO tender, the agencies to whom the IT
services were to be provided were not represented on the respective
Options Committees. The Options Committee for each tender made
recommendations to the Minister for Finance and Administration (and
other Ministers as relevant for particular tenders) regarding the outcome
of the tender process. The decision making framework also provided for
OASITO to brief agency secretaries and CEOs regarding the ID offerings
and the recommendations of the Options Committee.

4.5 It is good administrative practice to ensure that the decision-
maker is fully informed of relevant factors prior to the execution of the
procurement contract. The management structure for the final negotiations
in each tender comprised OASITO in its coordination role, agencies and
Commonwealth advisers. However, the provision of formal sign-offs,
such as by the Probity Auditor and key advisers, did not extend past the
preferred tenderer stage.

% |naddition to participating in the ID evaluations, DoCITA is responsible for monitoring the compliance
of successful tenderers with their ID commitments under the resulting Agreement. These roles
were initially located within the (then) Department of Industry, Science and Tourism (DIST).
Responsibility was transferred to the newly created DoCITA as part of the reorganisation resulting
from the Administrative Arrangements Order 21 October 1998. At that time, DIST was reorganised
into the Department of Industry, Science and Resources (DISR).
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4.6 In the Cluster 3 tender, OASITO provided a written briefing to
the Minister for Finance and Administration which advised that
negotiations with the preferred tenderer had been successfully
completed. However, updated analysis of cost savings and the extent to
which the preferred tenderer satisfied the evaluation criteria was not
provided. In the ATO and Group 5 tenders, a formal written briefing on
the outcome of final negotiations with the preferred tenderer, including
confirmation of cost savings and satisfaction of evaluation criteria, was
not provided to the Minister.*”

4.7 This contrasts with the normal practice of OASITO in undertaking
trade sales where formal advice confirming the overall contractual
position is provided to the decision-maker prior to the execution of the
final contract. For example, in the case of the sale of DASFLEET, prior to
the Minister’s agreement to enter into the contract for the sale, the
Business Adviser re-analysed the bids and confirmed that the preferred
tenderer’s offer as finally negotiated was superior and recommended
that the Commonwealth accept the bid.*® ANAO considers that, in future
tender evaluations under the IT Initiative, it may be prudent for a formal
mechanism to be put in place to provide confirmation to the Minister of
the final contractual arrangements, and associated cost savings and ID
commitments, in a structured manner.

4.8 Finding: The management structure for the final negotiations
comprised OASITO in its coordination role, agencies and Commonwealth
advisers. However, the provision of formal sign-offs, such as by the
Probity Auditor and key advisers, did not extend past the preferred
tenderer stage. The final briefing provided to the Minister for Finance
and Administration by OASITO in support of execution of the Cluster 3
contract did not provide updated analysis of cost savings and the extent
to which the preferred tenderer satisfied the evaluation criteria. In the
ATO and Group 5 tenders, a formal written briefing on the outcome of
final negotiations with the preferred tenderer, including confirmation of
cost savings and satisfaction of evaluation criteria, was not provided to
the Minister.

& In the ATO tender, OASITO advised the Minister’s office by email on 26 March 1999 of the
contractual option ATO had elected to take up in regard to telecommunications services, and an
estimate of the minimum additional costs that would result. The ATO Agreement was executed on
31 March 1999.

® DASFLEET Sale, Audit Report No.25 1998-99, p.4.
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Recommendation No. 5

4.9 ANAO recommends that, in future IT outsourcing tenders, relevant
agencies ensure that a comprehensive brief confirming the contractual
arrangements negotiated with the preferred tenderer, including updated
analysis of cost savings, industry development commitments and
satisfaction of evaluation criteria, is provided to the relevant Ministers
in support of any recommendation to enter into the final contract.

4.10 Agencies responded to the recommendation as follows:

e DOFA whole-of-government response: Agree. ANAO should
acknowledge that, in the two cases in issue, the basis of the outsourcing
business decision did not change between the selection of each
preferred tenderer and contract signing.

Tender evaluation plans

411 Sound administrative practice for ensuring a fair tender process
involves the establishment of, and compliance with, a comprehensive
tender evaluation plan, which should be finalised before the tenders are
opened.® Before the commencement of evaluation in each tender, tender
evaluation plans or guides were jointly developed by OASITO and the
relevant evaluation teams, with separate plans developed in respect of
the IT Services and ID evaluations. The IT Services evaluations assessed
tenderers against ‘service and risk” and ‘cost savings’ criteria. Prior to
commencement of tender evaluation, the evaluation teams identified sub-
criteria to be used in assessing tenderers against the service and risk
criteria set out in the RFT. Tenderers assessed as having major deficiencies
against those criteria were to be excluded from further consideration.

4.12  The IT Services evaluations undertaken in the tenders reviewed
did not employ evaluation methodologies that involved the use of scores
or weightings. It was considered that this would promote an overly
mechanistic approach. The methodology used differed between tenders,
but each was based on the use of word-scales to assess tenderers against
identified sub-criteria. Evaluation teams then applied professional
judgement to identify an overall assessment against the criteria in the
RFT.?°

®  Code of Conduct and Ethics Guideline, Office of Information Technology, New South Wales, p.6.

©  OASITO advised ANAO that these judgements were interrogated for accuracy and fairness by
the Evaluation Committee as it reviewed the detailed Team Evaluation Reports and prepared the
IT Services Evaluation Report.
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4.13 The methodology for each tender also provided for the costing
of residual risks associated with tenderers” proposals for inclusion in the
overall evaluation. The costing of risks was undertaken routinely under
the methodology employed in the Cluster 3 tender.”” However, the
application of the methodology was revised during the tender to give
more emphasis to the role of the negotiation process in addressing and
resolving issues. OASITO advised ANAO that it had become apparent
during the course of the evaluation that evaluators were adopting a
simplistic approach to dealing with issues by defaulting to a risk costing
formula rather than addressing issues through negotiation first.

4.14 In February 1998, the (then) Legal Adviser to the Initiative advised
OASITO of some specific concerns regarding the application of the
evaluation methodology used in the Cluster 3 tender evaluation. The
ATO and Group 5 tenders employed modified methodologies in which
the potential for costing risks was retained but de-emphasised, and
revised word-scales were applied to the evaluation of sub-criteria.
Although a number of adjustments were made to tenderers’ bids during
those evaluations, it was unclear to ANAO from the documentary records
maintained which of those adjustments were intended to address risks
in tenderers’ bids, and which related to errors or other identified gaps
in the pricing provided. OASITO advised ANAO that, in those tenders,
risk issues were either negotiated to a point where they were viewed as
acceptable, or identified descriptively in the Evaluation Reports.”

% The methodology, proprietary to the evaluation consultant engaged for that tender, involved
identifying instances where there was a risk or likelihood of tenderers not satisfying a sub-
criterion or ‘watchpoint’, and costing that risk in terms of either the business impact if the risk
occurred or remedies that could be provided by the tenderer.

2 In July 1998, the Group 5 Steering Committee considered the option of using a weighted scoring
methodology, but viewed it as carrying a risk of mechanistic assessment without professional
assessment of the overall solution, and as not assisting measurement of the costs associated
with risks or shortcomings of tenders. The Steering Committee also considered that the evaluation
methodology employed in the Cluster 3 tender had a number of disadvantages, such as a
tendency to mechanistic reliance on the costing of removing risks at the expense of bringing to
bear professional IT expertise with a broader view of the solution.

% OASITO also advised ANAO that where issues had a direct, quantifiable cost (e.g. where the
tenderer declined to accept responsibility for specific software or hardware items), those costs
were included as adjustments in the financial models.
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Probity plan

4.15 Generally, the appointment of a ‘probity auditor’ to a major
outsourcing undertaking represents a means of independently monitoring
the conduct of the tender process to ensure it is conducted in accordance
with identified probity principles. In some transactions, a “probity adviser’
is also appointed. The “probity adviser role” is distinguished from the
‘probity audit role” in that an auditor independently reviews the conduct
of the process and comments on the probity of those processes. A probity
adviser, on the other hand, provides advice to those conducting the
process on how to deal with probity matters, and may also be engaged
to identify probity issues as they arise.”

416 In October 1997, a Probity Auditor to the IT Initiative was
appointed by OGIT.”® The engagement commenced with the Cluster 3
tender, and was to continue for the term of the Initiative. As an initial
step in conducting a probity audit, a probity auditor would normally
develop a probity plan. This represents good administrative practice
because, by articulating the probity principles to be considered and audit
work to be undertaken by the probity auditor, it enhances the ability to
demonstrate the basis for assessments subsequently provided regarding
the probity aspects of the tender process. A properly prepared probity
plan represents a clearly articulated and objective model for the proper
conduct of the tender process, against which its actual conduct may be
assessed from a probity perspective. The probity plan guides the probity
auditor as to the issues to be examined in determining whether there has
been due and proper conduct.”

4.17 The October 1997 contract with the Probity Auditor set out the
scope of services to be provided. These included a specific requirement
to audit a number of aspects of the tender process, including the
accountability and transparency of the processes adopted; management
of conflicts and potential conflicts of interest; short listing and evaluation
of tenderers” proposals; and selection of preferred tenderer.”

% The South Australian Auditor-General has recommended that there be clear separation between
the roles of the ‘probity adviser’ and ‘probity auditor’ to ensure the probity auditor’s independence
from the actual [tender] process, Electricity Business Disposal Process in South Australia:
Arrangements for the Probity Audit and Other Matters: Some Audit Observations, 1999, Part 3,
p.6.

% The Probity Auditor was engaged under a sole-sourced arrangement. A restricted competitive
tender conducted by OGIT had not resulted in an appointment when conflict of interest issues
could not be resolved.

% South Australian Auditor-General, op.cit.

9 Other services to be provided were confirmation to the Project Directorate and relevant Steering
Committee that the process relating to key Cluster Project milestones satisfied probity standards
applicable to projects of this nature; and providing guidance in advance to OGIT from time to time
as required in relation to the probity process.
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4.18 In November 1997, shortly before responsibility for the IT
Initiative was transferred to OASITO, OGIT requested that the Probity
Auditor provide it with a draft probity plan. The Probity Auditor advised
ANAQO that a draft probity plan was provided to OASITO, however
neither the Probity Auditor nor OASITO was able to provide the ANAO
with a copy of the draft probity plan in the course of the audit. In
commenting on the proposed audit report in August 2000, OASITO
provided ANAO with a probity audit plan identified as prepared by the
Probity Auditor and dated November 1997. The document provided
represented the Cluster 3 Project Plan, identifying stages of the tender
process, major tasks to be completed and their allotted timeframes. The
major tasks identified included a number of points at which the Probity
Auditor’s clearance or final sign-off was to be obtained. The plan did
not identify the independent audit testing that the Probity Auditor
planned to undertake as the basis for providing the required clearances
and sign-offs or the probity principles that would be applied by the Probity
Auditor in forming those assessments.

4.19 The Probity Auditor advised ANAO that, following discussion
with OASITO, it was determined that the resource requirements
associated with the draft probity plan were greater than those considered
appropriate for the IT Initiative. The scope of services to be provided by
the Probity Auditor were subsequently revised, with the specific reference
to an audit role being removed.” A probity plan in respect of those revised
services was not provided.

4.20 OASITO advised ANAO that probity protocols, confidentiality
of information and related matters were given the utmost priority and
embedded in the entire documentation suite used for the various tender
processes. Also, the Steering Committees and Evaluation Teams were
given specific probity briefings.

% The revised services to be delivered included preparation and updating of probity protocols, and
provision of probity briefings to the project teams and agencies; attendance at industry briefings;
reviewing requests for tender, especially in respect of evaluation criteria and disclaimers; provision
of ad hoc advice on issues of probity; attendance at Steering Committee and planning meetings
where process is a major component; addressing conflict of interest issues; planning for parallel
negotiations; reviewing final draft recommendation reports; and attendance at Steering Committee
meetings approving recommendations and at Options Committee meetings.
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4.21  Arecent South Australian Auditor-General’s report on the probity
aspects of tender processes noted that:

...a sign-off should always be agreed in any event when a probity auditor
is engaged. This assists in providing certainty as to the form and
standard of assurance required from the probity auditor at the
conclusion of the [tender] process and avoids the possibility of a
misunderstanding arising between the [Government] and the probity
auditor as to what level of assurance and ‘comfort’ is expected. On the
assumption that a comprehensive probity plan is adopted to cover all
aspects of the [tender] process, this sign-off should be directed at
confirming that there has been compliance with the probity principles
covered in such a plan.*

4.22  The South Australian Auditor-General commented that the form
of sign-off expected to be provided should be included in the contract
for the engagement of the probity auditor. The nature of the sign-off to
be provided by the Probity Auditor to the IT Initiative was not stipulated
and agreed between the Commonwealth and the Probity Auditor prior
to the commencement of the engagement and was not included in the
contract for the engagement. The sign-off to be provided in respect of
the Cluster 3 tender, the first under the engagement, was agreed with
OASITO during the evaluation reporting process. A similar sign-off has
been provided in respect of subsequent tenders. In each tender, the formal
sign-off provided by the Probity Auditor related to the tender process
up to the selection of preferred tenderer. The Probity Auditor provided
no formal sign-off on the probity aspects of final negotiations with the
preferred tenderer.

4.23 Finding: In October 1997, a Probity Auditor to the IT Initiative
was appointed by OGIT. It is good practice for a probity auditor, as an
initial step in undertaking their assignment, to develop a probity plan
for the project. This enhances transparency of the basis for the assessments
they later provide regarding the probity aspects of the tender process.
The Probity Auditor advised ANAO that a draft probity plan was
developed and provided to OASITO, however neither the Probity
Auditor nor OASITO was able to provide the ANAO with a copy of the
draft probity plan in the course of the audit. In commenting on the
proposed audit report in August 2000, OASITO provided ANAO with a
probity audit plan identified as prepared by the Probity Auditor and

®  Electricity Business Disposal Process in South Australia: Arrangements for the Probity Audit and
Other Matters: Some Audit Observations, 1999, Part 3, p.3.
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dated November 1997. The document provided represented the Cluster
3 Project Plan, identifying stages of the tender process, major tasks to be
completed and their allotted timeframes. The major tasks identified
included a number of points at which the Probity Auditor’s clearance or
final sign-off was to be obtained. The plan did not identify the
independent audit testing that the Probity Auditor planned to undertake
as the basis for providing the required clearances and sign-offs or the
probity principles that would be applied by the Probity Auditor in forming
those assessments.

4.24  Following discussion with OASITO, it was determined that the
resource requirements associated with the draft probity plan were greater
than those considered appropriate for the IT Initiative. The scope of
services to be provided by the Probity Auditor were subsequently revised.
A probity plan in respect of those revised services was not provided.

4.25 The nature of the sign-off to be provided by the Probity Auditor
in respect of each tender was not stipulated and agreed between the
Commonwealth and the Probity Auditor prior to the commencement of
the engagement or included in the contract for the engagement. The form
of sign-off provided by the Probity Auditor in respect of the Cluster 3
tender, the first under the engagement, was agreed with OASITO during
the evaluation reporting process. A similar sign-off has been provided in
respect of subsequent tenders. The formal sign-off provided by the
Probity Auditor in respect of each tender related to the tender process
up to the selection of preferred tenderer. The Probity Auditor provided
no formal sign-off on the probity aspects of final negotiations with the
preferred tenderer.

Recommendation No. 6

426 ANAO recommends that agencies ensure that consultancy
agreements developed for the provision of probity auditing services in
future IT outsourcing tenders stipulate:

a) that a comprehensive probity plan is to be finalised before the
commencement of the tender process;

b) the nature of any sign-offs and reports to be provided by the probity
auditor to the decision-maker; and

c) that the scope of the probity auditor’s services include provision of
a formal sign-off to the decision-maker prior to the execution of the
final contract.
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4.27  Agencies responded to the recommendation as follows:
* DOFA whole-of-government response:

— Part (a): Agree, providing it is acknowledged that the probity
framework was developed for Cluster 3 and incorporated in the
Cluster 3 Project Plan prior to release of the RFT. The probity
framework was appropriate and has been applied in all tender
processes under the Initiative. The activities identified in the project
plan are reflected in the Probity Auditor’s Contract Schedule of
Services.

- Part (b): Agree, providing it is acknowledged that the decision
maker was advised of probity auditor Sign Offs at relevant project
milestones and that the signoffs agreed with the probity auditor
were in an acceptable form.

— Part (c): Agree.

4.28 ANAO comment: The recommendation is directed at supporting
the improved application of good practice in future tenders. The probity
plan identified by OASITO as having been provided to it by the Probity
Auditor did not identify the independent audit testing that the Probity
Auditor planned to undertake as the basis for providing the required
clearances and sign-offs or the probity principles that would be applied
by the Probity Auditor in forming those assessments (refer discussion at
paragraphs 4.15 to 4.20). The sign-off provided should be directed at
confirming that there has been compliance with the probity principles
covered in the comprehensive probity plan provided by the probity
auditor. Agreeing the sign-off that will be provided at the time a probity
auditor is engaged would assist in providing greater certainty as to the
form and standard of assurance required from the probity auditor at the
conclusion of the process (refer discussion at paragraphs 4.21 to 4.22).

Evaluation criteria

4.29 The evaluation criteria to be applied in tenders under the IT
Initiative have changed over the course of the Initiative. The
Commonwealth Procurement Guidelines (CPG) state that the evaluation
criteria for any particular procurement should clearly identify the relative
importance of all relevant factors and provide a sound basis for a
procurement decision.'® It is sound administrative practice for that
selection basis to be determined before the tender documentation is
issued, and for it to be communicated to potential tenderers through the
tender documentation, so they have an informed basis on which to decide
whether to tender, and the nature of tender to prepare.

W CPG, March 1998, p.8.
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4.30 The evaluation criteria to be applied in determining the outcome
of the Cluster 3, DEETYA/EN, ATO and Group 5 tenders were identified
in the RFTs provided to potential tenderers. The evaluation criteria and
relative priorities set out in each RFT established a decision-tree as the
basis for determining the outcome of the tender (as seen in Figure 4.2),
and were grouped into three categories:

a) cost savings;

b) industry development (ID); and

C) “service and risk” in relation to delivery of the services.'"
Figure 4.2
Overview of evaluation criteria—Cluster 3, DEETYA/EN, ATO and Group 5
None No
Tenderer satisfies threshold service and risk criteria?
* Yes - eligible tenderers
None No
Eligible tenderer offers substantial and acceptable cost savings?
Yes
Two or more tenderers ¢ One tenderer
¢ For C3, D/EN & G5:
If able to
Which eligible tenderer offers the best combination of differentiate
cost saving & ID? ’
(ATO RFT reserved right to consider differences in service
and risk in determining best combination.) % Y
For ATO
For C3, D/EN & G5 TENDERER
or C3, :
If difficult to differentiate INELIGIBLE
Which eligible tenderer offers the best combination of —)
cost saving and 1D, having regard for differences in
Y services and risk? Y
NO CONTRACT AWARDED SUCCESSFUL TENDERER

Source: ANAO analysis of Cluster 3, DEETYA/EN, ATO and Group 5 RFTs

4.31 Cost savings and ID were identified as the Commonwealth’s
primary objectives in each tender. In each case, the tender documents
established two preconditions to the awarding of a contract. The service
and risk criteria formed threshold criteria that had to be satisfied before
a tenderer was eligible to be considered in terms of cost savings and ID
and, potentially, be selected as preferred tenderer (eligible tenderers).

W This comprises criteria relating to corporate capability; commitment to service and overall risk;
and technical solution.
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4.32  Each RFT also explicitly stated that ‘achievement of substantial cost
savings is a precondition to the award of a contract.” It was stipulated that the
Commonwealth would not award a contract unless the Commonwealth
was satisfied that the preferred tenderer would deliver a substantial
and acceptable level of cost savings based on an assessment against the
criteria relating to cost savings specified in the RFT. This assessment
was to include evaluation of the extent to which tenderers’ pricing and
pricing structure satisfied each of five identified criteria.'® Where more
than one tenderer was assessed as offering substantial and acceptable
cost savings, the Commonwealth would determine the preferred tenderer
on the basis of the best combination of industry development and cost
savings.

Value-for-money

4.33  The CPG stipulate that value-for-money is the essential test against
which agencies must justify any procurement outcome. It is not an
attribute or criterion in itself, but is a basis for comparing alternative
solutions. It is through the consideration of both financial and non-
financial benefits and risks that the value-for-money offered by tenderers
can be best assessed.

4.34 The essential elements of a value-for-money assessment—cost,
service and risk—were incorporated in the evaluation criteria set out in
each RFT. However, under the Cluster 3, DEETYA /EN and Group 5 RFTs,
the Commonwealth could only take account of differences in the service
and risk aspects of eligible tenderers in determining the preferred tenderer
where two or more eligible tenderers were difficult to differentiate in
terms of the best combination of cost savings and ID. In July 1998, the
Strategic Adviser recommended to OASITO that the criteria be changed
to provide that the Commonwealth reserved the right to take account of
service and risk considerations in determining the best combination of
industry development and cost savings.'® The revised provision was
included in the ATO RFT. ANAO considers the revised provision more

2 The criteria were the extent to which a tender’s pricing and pricing structure would: 1) enable
agencies to maximise savings compared with the cost of continuing to provide the services
themselves and, in two of the tenders, the cost of other tenderers; 2) ensure that prices for the
services remained market competitive throughout the term; 3) provide predictable charges with
no unanticipated price increases over time; 4) provide ‘gain-sharing’ arrangements such that the
Commonwealth would receive substantial financial benefits from productivity gains and business
process improvement; and 5) be flexible enough to adapt to agencies’ changing technology and
business needs, including changes arising out of Government administration arrangements and
agency restructuring, strategic planning and re-engineering projects.

8 The Strategic Adviser advised OASITO that the original clause had been designed to ‘.../imit the
agencies’ ability to interfere with the selection process by imposing their preferences based on
‘service and risk’ considerations.’
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fully supported the application of overall value-for-money considerations
in a tender evaluation.

4.35 In March 1999, OASITO advised the Minister for Finance and
Administration of the need to revise the evaluation criteria for future
tenders under the IT Initiative, starting with the Group 8 tender. The
revised criteria were to be ‘value-for-money’ (in place of cost savings)
and industry development (ID).!* OASITO noted that this approach
would align the IT outsourcing projects to the intent of the Prime
Minister’s December 1998 letter and made the approach consistent with
the CPG. OASITO advised ANAO that the ‘substantial savings’
precondition had been omitted from all RFTs published after the Prime
Minister’s letter. The RFTs for the tenders considered in this audit were
all released prior to the Prime Minister’s letter.

4.36  Finding: Tender objectives were addressed during the Cluster 3,
DEETYA/EN, ATO and Group 5 tender evaluation processes by
predetermined evaluation criteria and a structured approach to ranking
against individual criteria. Cost savings and ID were identified as the
Commonwealth’s primary objectives. The tender documents established
two preconditions to the awarding of a contract. The service and risk
criteria formed threshold criteria that had to be satisfied before a tenderer
was eligible to be considered against the cost savings and industry
development criteria, and therefore to, potentially, be selected as
preferred tenderer. Each RFT also explicitly stated that ‘Achievement of
substantial cost savings is a precondition to the award of a contract.”

Evaluation of cost savings and industry development

4.37 In the tenders reviewed in this audit, the purpose of the financial
evaluation was to provide the relevant Ministers with the information
necessary to determine whether the threshold requirement for substantial
savings had been satisfied and, if so, to rank tenderers in terms of the
cost savings evaluation criteria set out in the respective RFTs.

% In recommending the revision, OASITO noted that: The previous evaluation criteria concentrated
heavily on cost savings to the detriment of other value-for-money considerations. OASITO went
on to report that: From an agency perspective, the evaluation was centred on the cost saving
element with little regard for other value offerings and other potential benefits. ANAO notes that,
in commenting on the draft Cluster 3 RFT in September 1997, the (then) Department of
Administrative Services (DAS) queried whether, rather than ‘substantial overall cost savings’,
the principal objective of the tender should be identified as value-for-money which would take into
account service extensions and improvement etc. ANAO considers that articulating the criteria
in this form in the first instance may have assisted in obviating the potential for behaviour of the
type identified by OASITO. Articulating the criteria in the form recommended by DAS would have
been consistent with the CPG requirement regarding value-for-money existing at the time.
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4.38 A common means used by both private and public sector entities
to analyse capital investment decisions is discounted cash flow (DCF)
analysis. The DCF technique of net present value (NPV) provides a
common measurement point where financial evaluations seek to compare
unequal cash flows over a number of years. It involves consideration of
the following issues:

* Discount rate: which accounts for the opportunity cost of capital and
the length of time before the cash flows are received/paid;

e Incremental cash flows: under a DCF, incremental cash flows for a
proposal should be evaluated by considering all of the cash inflows
and outflows induced by the investment decision in question.!®® For
example, because the costs associated with voluntary redundancy
payments to existing agency personnel arise only as a consequence of
a decision to outsource the provision of the services, they should only
be included as a cost associated with the outsourcing option; and

* Residual value of assets: which is included, generally at fair market
value (FMV) or deprival value, as it represents a component of value
generated by the identified cash outflows that lies outside the
stipulated evaluation period. The inclusion of end-of-period asset
adjustments enables the analysis to make valid comparisons between,
say, an agency owning an asset compared to an ESP leasing an asset to
the agency.'*

4.39  Given the five year time period used for tender evaluations under
the IT Initiative, a properly structured analysis involving DCF would
provide the decision-maker with the necessary comparative information
to make a considered decision on whether to proceed to outsourcing
under a particular tender in the tender field, and be able to compare the
tender costs with baseline in-house costs. Under this approach, if the
present value of cash flows involved in outsourcing is less than the present
value of agency provision of IT services, then outsourcing would have a
positive NPV to the Commonwealth.

% Capital Investment & Financial Decisions, Fourth Edition, Haim Levy and Marshall Sarnat, 1990,
p. 104.

1% An alternative presentation of this analysis is the use of the equivalent annual charge approach
in comparing purchase versus leasing of assets with unequal lives. This approach involves
discounting the expected cash flows, including residual value, to a present value, and then
determining their equivalent annual charge over the asset’s life.
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4.40 Ideally, the analysis would fully capture the commercial risk
exposures that arise should the contract be terminated during the contract
period (for breach or convenience); as well as the implications associated
with scenarios that may arise in the contractual out-years—namely,
whether agencies continue with the existing vendor, move to a new
supplier or bring the services back in-house. It is preferable for the
quantification of the commercial risks from events that may occur during
the period of the contract and upon its expiration to be explicitly
incorporated in the financial analysis. However, in the event that this
proves difficult, it would be advisable to present a range of possible
outcomes reflecting various assumptions to the decision-maker to inform
his/her decision.

OASITO financial evaluation framework

4.41 The financial evaluation conducted in each tender reviewed by
ANAO was based upon three models developed by OASITO in
consultation with its Strategic Adviser and Financial Advisers, and
approved by DOFA, to support the whole-of-Government framework of
the IT Initiative. The three models were the:

* Cost Model—a template provided to agencies for the identification of
the baseline ‘business-as-usual” costs of continuing to provide the in-
scope services in-house. The methodology required that, to the extent
the in-scope service requirements (as defined by agencies in the tender
documentation) varied from existing internal practices or volumes as
covered by existing funding, then appropriate adjustments were to
be made to future cost projections of continued in-house provision;

* Price Model—provided to tenderers to prepare the detailed pricing
required by platform and agency; and

* Savings Model—used to compare agency baseline costs with the prices
proposed by each tenderer, and to compare tenderers’ proposals with
each other. This included sensitivity analysis of the effect of volume
and inflation adjustments on tenderers” bids. The model included
adjustments for new costs incurred by agencies as a consequence of
outsourcing (eg. voluntary redundancy payments and contract
management costs), and reduced costs arising from the decision to
outsource (eg. payments received from tenderers for the purchase of
agency assets and the value of agency accommodation able to be
released for other uses). The result of this comparison was a model of
the projected cash savings (or premium) provided by each tenderer
for each year and line of service, by agency and for the group overall.

97



4.42  After the savings in agency cash outlays attributable to each
tenderer had been calculated, notional competitive neutrality (CN)
adjustments were added to the agency cost baselines. These adjustments
related to costs faced by private sector providers (and therefore reflected
in their prices) that public sector agencies were not subject to, such as a
requirement to earn a commercial rate of return on capital and the
payment of wholesale sales tax'”” and payroll tax, and were then reported,
together with the financial savings identified, as notional post-CN
savings. In February 2000, OASITO advised ANAO that the CN
adjustments were calculated by the Financial Evaluation Team in each
tender. However, ANAO notes that the Group 5 IT Services Final
Evaluation Report stated that, in accordance with OASITO guidelines,
adjustments for CN are an OASITO responsibility. The Group 5 Financial
Evaluation Team reported that it had ‘noted’” the CN adjustments
proposed by OASITO.

Presentation of net present values

4.43 In December 1997, DOFA advised OASITO that, for the purposes
of the comparative financial evaluation of tenders under the IT Initiative,
a real discount rate of 8 percent should be used. The basis for this
suggestion was that 8 percent is a well established benchmark discount
rate in the budget-dependent sector and is reflective of the Capital Asset
Pricing Model (CAPM) framework as it relates to general government
activity and to rates of return in the Australian corporate sector. However,
DOFA also recommended that OASITO apply sensitivity testing using
discount rates of 10 percent and the current Treasury long term bond
rate.

4.44 Ineachtender reviewed, the projected cash savings were analysed
in NPV terms applying the range of discount rates suggested by DOFA.
However, OASITO advised ANAO that the financial evaluation
methodology applied in each case was a cash based methodology, not a

w7 Under the Sales Tax (Exemptions and Classifications) Act 1992 , government bodies are exempt
from sales tax where they buy goods for their own use. That exemption can apply to goods bought
or leased by an IT outsourced provider only where an eligible long-term lease exists with the
government body. In each of the tenders reviewed, the evaluation was conducted on the basis
that the successful tenderer would not be subject to sales tax in respect of dedicated equipment
used in the delivery of the services (primarily desktop equipment). Tenderers were asked to
provide pricing both inclusive and exclusive of sales tax, with the exclusive pricing used to
calculate projected savings. Because an ATO ruling on the applicability of sales tax exemption
can only be sought once a Services Agreement is in place, this pricing was contingent upon such
exemption being subsequently obtained by the successful tenderer. In support of any application
to the ATO for an exemption ruling, the successful tenderer requires a Statement of Intent from
the government body stating its intent to use the equipment in exempt circumstances in relation
to an eligible long-term lease.
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DCF methodology. The financial evaluation methodology adopted in the
Cluster 3, ATO and Group 5 tender evaluations did not capture end-of-
evaluation-period residual values of agency assets. This issue is discussed
further at Chapter 7.

4.45 OASITO advised ANAO that the methodology applied was for
the primary savings to be calculated on a cash basis, with NPV analysis
only applied as a sensitivity to test whether tenderer rankings changed
in NPV terms using different discount rates. OASITO further advised
that:

The analysis presented to the decision maker was the result of an
undiscounted cash analysis of tenderer proposals against the cost
baseline. The common measurement point is cash. Figures presented
as NPV were the results of sensitivity analysis. It should be noted
that, consistent with the Commonwealth budgetary processes, the
savings estimates developed as part of the initial OGIT/DOF scoping
study, the budget reductions taken from agencies at the commencement
of the Initiative and the publicly announced savings figures for each
of the tender processes reviewed in this audit have all been calculated
in actual (undiscounted) dollars over the relevant evaluation periods.

446 However, ANAO notes that there appears to have been some
confusion as to whether evaluation conclusions were based upon
undiscounted or NPV savings estimates. The Cluster 3 Evaluation
Committee and ATO Financial Evaluation Team both reported that the
ranking of tenderers in respect of the cost savings criteria was based on
the tenderers’ respective NPV savings. There has also been inconsistency
in the presentation of undiscounted and NPV savings estimates in the
tender evaluations reviewed. All savings figures presented in the Cluster
3 IT Services Final Evaluation Report and briefings to the Minister for
Finance and Administration were presented in both undiscounted and
NPV terms, using an 8 percent discount rate.

4.47 The ATO Financial Evaluation Report identified savings in
undiscounted and NPV terms, using the range of discount rates suggested
by DOFA. But the NPV savings presented in the Executive Summary of
the ATO IT&T Services Final Evaluation Report used an 8 percent discount
rate only. The brief by OASITO to the Minister for Finance and
Administration covering the ATO Options Committee preferred tenderer
recommendation specified undiscounted savings figures, but identified
an 8 percent discount rate in the presentation of those figures. This
somewhat misleadingly suggested that at least some of the figures
presented were in NPV terms. In contrast, in the Group 5 tender, the
Minister was provided with no NPV analysis of the projected savings.

99



The Group 5 IT Services Evaluation Report noted that an analysis had
been performed on NPV prices which showed no difference in the ranking
of tenderers on price.

4.48  Given the five year evaluation period, it is appropriate for savings
estimates to also be presented in accordance with the DCF technique of
NPV as this provides a common basis for comparison of the unequal cash
flows and asset lives incorporated in the agency cost baselines and
tenderers’ prices. Therefore, ANAO considers that a consistent approach
to the presentation of undiscounted and discounted financial evaluation
outcomes would enhance the clarity and completeness of the information
provided to the decision-maker in future tenders under the IT Initiative.

4.49 Given the inconsistent approach to the presentation of NPV
savings in the tenders reviewed, ANAO has applied a discount rate of
8 percent in the presentation of net present values. In April 2000, OASITO
advised ANAO that in July 1999 it had received advice from an accounting
firm recommending that cash flows other than end-of-term asset
realisations be discounted using a risk free real rate of return. OASITO
advised that the April 2000 rate was approximately 3.16 percent, and
that such a rate had been used for discounting purposes in subsequent
tender processes. OASITO considered that use by ANAO of a single
discount rate of 8 percent for presentation of NPV savings from the tender
evaluations was inappropriate, and would produce distorted savings
results.

4.50 ANAO notes that 8 percent was the discount rate recommended
by DOFA for use in the comparative financial evaluation of tenders under
the IT Initiative, and was the rate most commonly and prominently applied
wherever the Minister was provided with NPV savings estimates in the
tenders reviewed. At no time during the Cluster 3, ATO or Group 5
tenders was the Minister provided with NPV savings estimates based
upon a 3.16 percent discount rate. Therefore, presentation of NPV savings
using that rate would not be representative of the information on which
the tender outcomes were determined.

4.51 Finding: The Cluster 3 Evaluation Committee and the ATO
Financial Evaluation Team both reported that the ranking of tenderers
in respect of the cost savings criteria was based on tenderers’ respective
NPV savings. In contrast, in the Group 5 tender, the Minister was not
provided with NPV analysis of the projected savings. ANAO considers
that a consistent approach to the presentation of undiscounted and
discounted financial evaluation outcomes in future tenders under the IT
Initiative would enhance the clarity and completeness of the information
provided to the decision-maker.
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Recommendation No. 7

4.52 ANAO recommends that, when conducting financial evaluations
involving uneven cash flows over time, relevant agencies account for the
time value of money in net present value terms, consistently applied in
the evaluation outcomes presented to the decision-maker.

4.53 Agencies responded to the recommendation as follows:

* DOFA whole-of-government response: Agree with qualification.
Financial evaluations calculated the time value of money using a
variety of discount rates to determine the sensitivity of tender
evaluation decisions to inflation and other factors. OASITO is prepared
to expand the discussion of NPV values in the formal reporting
processes, but considers that the methodology adopted in the tender
processes in question was appropriate.

Industry development evaluation framework

4.54 Each RFT stipulated that the highest-rated ID proposal would be
the proposal that, in the Commonwealth’s opinion, offered the most
credible and sustainable ID, and was most likely to achieve the
Government’s identified objectives and priorities. The credibility and
sustainability of tenderers” ID proposals was assessed against the ID
objectives, priorities and desired outcomes through a series of quantitative
and qualitative criteria and using a combination of work and numeric
rating scales. No relative priorities or minimum requirements were
stipulated in respect of those criteria. This was considered a function of
the competitive environment of each tender.

4.55 A threshold issue for the ID evaluation was that the
Commonwealth would only take into account commitments that were
specifically related to the IT services project being tendered and could
not relate to tenderers’ existing ‘business as usual” or ID activities. The
evaluation also assessed the relative strength of the financial ‘sanctions’
proposed by tenderers’ for non-performance of their ID commitments.'

1® |n each case, the RFT stipulated that tenderers would be required to propose sanctions that
clearly demonstrated that non-performance of their ID proposals would be financially
disadvantageous to their organisation. At a minimum, prospective tenderers would be asked to
propose specific dollar amounts to be payable to the Commonwealth in the event that the
commitments were not met within the time frames specified in their proposal.
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Combined cost savings and industry development (ID)

evaluation

4.56 It was the role of the Options Committee formed for each tender
to consider the findings of the IT services and ID evaluation teams, and
to then formulate selection options for consideration by the Ministerial
decision-maker/s. Where appropriate under the terms of the RFT, those
options were required to include consideration of the tenderer that
offered the best combination of cost savings and ID. In none of the tenders
reviewed did the tender evaluation planning articulate the approach that
would be used to determine that combined assessment of tenderers.

4.57  Of the three completed tenders reviewed, Group 5 was the only
one in which the tenderer assessed as offering the most cost savings was
not also ranked highest in the ID evaluation. However, in that tender,
the other two shortlisted tenderers were not assessed as offering any
savings. Therefore, in none of the tenders reviewed by ANAO was there
a need to form combined cost savings/ID rankings in order to determine
the preferred tenderer.'” However, that outcome could not be foreseen
at the commencement of those tenders, and, therefore, cannot be relied
upon occurring in future tenders.

4.58 It is recognised that a degree of professional judgement will be
required in determining the tenderer that offers the best combination of
factors such as cost savings (or value-for-money) in the delivery of IT
services, and unrelated ID commitments. However, sound administrative
practice involves determining the basis on which the winning tenderer
in a competitive tender process will be selected before the tender
documentation is issued, and devising evaluation criteria that will provide
a methodology for distinguishing between tenderers on that basis. No
methodology was determined in the tenders reviewed for forming
tenderers’ combined rating against the tenders’ two primary objectives,
cost savings and ID.

4.59  The absence of an articulated methodology does not necessarily
preclude a decision-maker from dealing fairly with all tenderers in
determining the outcome of a tender. However, the advantage of
following good administrative practice in conducting a tender evaluation

% In Cluster 3, the preferred tenderer was assessed as offering the highest level of savings
(44 percent greater than next ranked) and was ranked first against the ID criteria. In Group 5, the
preferred tenderer was the only tenderer assessed as offering savings, and was assessed as
adequately meeting the Government'’s ID objectives (ranked equal second in ID evaluation). In
the ATO tender, the preferred tenderer was the only tender assessed as offering savings and
was ranked first against ID.
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is efficiency, together with an enhanced ability to show how the process
was conducted so as to defend the decision made. Transparency and
accountability of decision making could be enhanced in future IT
outsourcing tenders by incorporating into the tender planning process
consideration of the means by which tenderers will be ranked in terms
of the best combination of value for money/cost savings and industry
development criteria.

4.60 Finding: The evaluation criteria set out in the respective RFTs
for the tenders reviewed provided that, in specified circumstances, the
preferred tenderer would be based on an assessment of the tenderer
that provided the best combination of cost savings and industry
development. In none of the tenders reviewed did the tender evaluation
planning articulate the approach that would used to determine that
combined assessment. Transparency and accountability of decision making
could be enhanced in future IT outsourcing tenders by incorporating into
the tender planning process consideration of the means by which tenderers
will be ranked in terms of the best combination of value for money/cost
savings and industry development criteria.

Recommendation No. 8

4.61 ANAO recommends that, in future IT outsourcing tenders, relevant
agencies enhance transparency and accountability of decision making in
the tender process by incorporating into the evaluation planning process
consideration of the means by which tenderers will be ranked in terms
of the best combination of value for money/cost savings and industry
development criteria.

4.62 Agencies responded to the recommendation as follows:

* DOFA whole-of-government response: Disagree. The evaluation
planning process is clear and takes full account of Government policy
objectives.

4.63 ANAO comment: A tender evaluation is one part of a tender process
and must be conducted in accordance with that process, especially where
the process to be followed has been notified to the tenderers. The
evaluation criteria set out in the respective RFTs for the tenders reviewed
provided that, in specified circumstances, the preferred tenderer would
be based on an assessment of the tenderer that provided the best
combination of cost savings and industry development. In none of the
tenders reviewed did the tender evaluation planning articulate the
approach that would be used to determine that combined assessment.
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4.64 It is open to the Commonwealth to select the winning tenderer
on any basis it chooses, provided that the Commonwealth deals fairly
with all tenderers in conducting the process. Accordingly, the
recommendation is directed at supporting the establishment of an
appropriate framework for determining the basis on which the successful
tenderer would be selected before the tender documentation is issued,
and for devising suitable evaluation criteria that would provide a sound
methodology for distinguishing between tenderers on that basis. It is
acknowledged good administrative practice for the evaluators to decide
how the criteria would be applied before they consider the tenders. In
this case, it would involve incorporating into the evaluation planning
process consideration of the means by which tenderers would be ranked
in terms of the best combination of value for money/cost savings and
industry development criteria.
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5. Tender Evaluation

This chapter discusses the evaluations undertaken in respect of the four RFTs
considered in this audit, the industry development outcomes reported and the
reporting of tender evaluation outcomes against the published evaluation criteria.

Introduction

5.1 The evaluation processes undertaken for the Cluster 3, DEETYA/
EN, ATO and Group 5 tenders consisted of two principal phases. Key
stages in the tenders reviewed in this audit are set out in Figure 5.1.

Figure 5.1

Key stages in Cluster 3, DEETYA/EN, ATO and Group 5 tenders
Key Stage Cluster 3  |DEETYAEEN Group 5 ATO
Advance Notice to release RFT 29/9/97* 30/1/98 13/4/98 30/6/98
RFT released 4/11/97 23/2/98 1/6/98 7/8/98
Tenders closed 2/12/97 14/4/98 6/8/98 23/10/98
Tenderers 4 1 8 3
Exclusion of ineligible tenderers 20/1/98 26/5/98 30/9/98 n/at
Tenderers in parallel negotiations 3 1 3 2
Tender discontinued n/a 11/6/98 nla n/a
Revised RFT released nla n/a 11/2/99 n/a
Final Evaluation Reports 24/2/98 n/a 22/3/99 9/3/99
Preferred Tenderer endorsed 5/3/98 n/a 25/3/99 12/3/99
Endorsement of final contract briefing 25/3/98 n/a n/a n/a
Contract executed 31/3/98 n/a 14/4/99 31/3/99
Handover of services 1/7/98 n/a 1/7/99 24/6/99
* Draft RFT released

Source: ANAO analysis of OASTIO records and tender evaluation reports

5.2 The Initial Evaluation phase incorporated a formal question and
answer process to eliminate, as far as practicable, any inconsistencies,
ambiguities or uncertainties in each offering. Based primarily upon an
assessment of whether tenderers were considered likely to satisfy
threshold service and risk criteria, a determination was made as to
whether their participation in the tender process should be continued.

0 One tender received was a non-compliant partial offering limited to components of the
telecommunications services. The Final Evaluation Report stated that it was not possible for the
Commonwealth to fully evaluate the partial offering independently from the integrated IT&T service
offerings put forward by the other tenderers, and that the tenderer was therefore advised that the
Commonwealth would not further consider its offering.

105



5.3 The Final Evaluation phase incorporated detailed clarification of
tenders, and parallel tender negotiations. In each tender, this phase
involved multiple re-pricing by tenderers and adjustments to both agency
cost baselines and tenderers” bids. The contractual terms and conditions
each tenderer would accept were also negotiated. Tenderers were ranked
in the IT services evaluation based upon assessment of their final proposals
against the ‘service and risk” and ‘cost savings’ evaluation criteria.
Rankings in the ID evaluation were based upon proposed ID commitments
and associated ‘sanctions’. The findings of each evaluation were referred
to the Options Committee formed for each tender for formulation of
selection options to relevant Ministers.

Service requirements and costing

5.4 Cost savings was a primary objective of the Cluster 3, DEETYA/
EN, ATO and Group 5 tenders. An essential element in accurately
projecting the savings offered by tenderers is the construction of agency
cost baselines that, to the extent possible in a five-year projection,
accurately reflect the costs agencies would incur in delivering internally
the services being sought from tenderers. Such long-term projections are
inherently difficult and complex, particularly in a rapidly changing
environment such as IT&T. The understatement or overstatement of
agency costs, or misalignment in the nature, level or quality of service
reflected in agency cost baselines and tenderers” bids, have the capacity
to distort the outcome of the financial evaluation. As with any projection,
however, the savings identified in the tender evaluations reviewed were
estimates modelled on the information available at the time.

5.5 Each agency was responsible for framing its requirements for
presentation to potential tenderers through the RFT, and for constructing
its projected baseline costs using the cost model provided by OASITO.
The service levels required by agencies have a direct relationship with
the costs involved in delivering those services. Higher service levels will
often result in higher costs due to the requirement to invest in additional
infrastructure and personnel.

5.6 Agencies made various efforts to define existing and required
service standards to support the preparation of the relevant RFT and
cost baselines. Financial Advisers engaged by OASITO reconciled the
completed agency cost models with the information and service
requirements set out in the RFT. The documentation was reviewed from
the perspective of consistency, reasonableness and accuracy, but agencies
remained responsible for determining their cost baselines. In conducting
each reconciliation, the Financial Advisers noted issues for review as
appropriate. A number of agencies also engaged external or internal
parties to review their cost baselines.
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5.7 During each tender, where the financial effect of identified
misalignments between agency cost baselines and RFT requirements was
quantified and substantiated, adjustments were made to either agency
cost baselines or tenderers’” prices by agreement between OASITO and
the agencies concerned. Despite those processes, OASITO expressed the
view over the course of the tenders reviewed, particularly for Group 5,
that differences between the requirements specified in the RFTs and the
service levels previously achieved internally by agencies (as represented
in their baseline costs) meant that the financial comparison was not on a
like for like basis, and could result in an understatement of the savings
available from outsourcing.

5.8 The Group 5 tender evaluation, finalised in March 1999, identified
small financial savings over the five year term for the Group overall.
However, for two of the Group agencies, DoCITA and DoTRS, the costs
under outsourcing were assessed as representing a premium over the
agency cost baseline. OASITO advised ANAO that the savings outcomes
in that tender did not purport to take account of differences in service
quality between the cost baselines of some Group agencies and the RFT
requirements, which it considered to have heavily influenced the reported
outcome by understating the available savings.

5.9 Group agencies disagreed with those concerns. The Group 5 CMO
advised ANAO that the recollection of Group 5 agencies was that
adjustments were made during the tender evaluation to the relevant
agency baseline costs to better align them with the services sought in the
RFT. The Group agencies considered that this should have largely or
wholly negated cost differences due to differences in service standards.'*

5.10 There were a number of additional reviews of Group 5 agency
baselines during the tender evaluation process,'* with the final review
completed just prior to the conclusion of the evaluation. OASITO advised
ANADO that the adjustments made as a result of those reviews did not
resolve its concerns regarding alignment with RFT requirements and the
comparability of internal cost projections and tendered prices.

W The Group 5 IT Services Final Evaluation Report noted that: Considerable efforts have been
made, with the assistance of OASITO, to ensure that as far as possible there is comparability
between the services provided by tenderers and those covered in agency cost baseline models.
The quality and nature of the services are not always identical between the services provided by
the tenderers and those in the agency cost baseline models.

12 The first began in September 1998, approximately one month after the agencies provided sign-off
on the final version of the Cost Model. Evaluation of tenders (received 6 August 1998) had
commenced following that sign-off.
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511 The Group 5 agencies advised ANAO that, in the absence of an
ability to provide a basis for those concerns, and given that the agencies
had cooperated in good faith with OASITO to review baselines and service
levels and make financial adjustments to compensate for mismatches, the
Group considered OASITO’s claim to be unbalanced.

5.12  Although other potential misalignments were identified in various
reviews, they were unable to be quantified and/or fully substantiated.'*
This was partly due to the nature of available documentation. An external
consultant engaged by OASITO reported that the Group 5 agencies did
not have in place systematic reporting and measuring tools to measure
existing service delivery and substantiate whether they were meeting
the service levels in the RFT. However, a number of Group 5 agencies
did not agree that they could not adequately substantiate their historic
service delivery. An independent consultant engaged by DoCITA to
review that agency’s baseline in the light of OASITO’s concerns concluded
that the information was available to support service levels and the level
of work identified in the RFT."*

3 OASITO advised ANAO that a very conservative approach had been adopted in the preparation
of the cost baselines and evaluation of offers to avoid any overestimation of savings, and that
many potential financial adjustments were set aside as a result of the inability to quantify adjustments
with certainty. In contrast, the Group 5 CMO advised ANAO that the Group agencies did not see
such evidence during the preparation of their baselines and the evaluation of tenders. The Group
advised that evaluators, with the active involvement or initiative of OASITO, pursued all identified
issues that may have impacted the savings estimate in either direction in order to achieve a
reliable estimate.

4 Although acknowledging that the supporting material was by necessity anecdotal, and that there
was an underlying risk of under- and over-statement of workload or performance, the consultant
noted that DoCITA attempted to be conservative in setting performance indicators to address this
risk. The consultant was, in general, confident about the reasonableness of those indicators.
However, the consultant was less confident about the identification of in-scope activity (which
was reflected in the cost baseline) and out-of-scope activity (which was not). The consultant was
concerned that some personnel costs that DoCITA had assessed as out-of-scope were more
appropriately in-scope, which would have the effect of understating the agency baseline costs.
The Group 5 CMO advised ANAO that, although the Group has not maintained its own independent
records of the financial evaluation, the evaluation team members recall that a substantial adjustment
to the DoCITA baseline (several FTE) was made on the presumption that some in-scope staff
costs may not have been included. DTRS, the other agency for whom savings were not apparent,
reported that it conducted a series of surveys of its in-house IT performance over defined
periods, and also looked at historical data and systems logs where available. From this combined
information it analysed and extrapolated results to develop its annual service level requirements.
The Department reported that there were only a couple of service levels relating to Help Desk
services where it had no technology to measure its existing performance and had, therefore,
based the service level in the RFT on anecdotal evidence.
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5.13  The external consultant engaged by OASITO to conduct the final
review of Group 5 baselines identified a number of areas in which the
construction of agency cost baselines could be improved in subsequent
tenders, including the use of independent consultants to develop the
cost baseline or, at a minimum, staff from outside the immediate area
under consideration; review of baselines by independent IT and financial
management specialists; and reviewing agency service levels against
industry benchmarks.

5.14 Addressing these issues in the tenders reviewed was resource-
intensive for all parties and contributed to delays in the tender process.
This experience highlighted that the efficiency and effectiveness of IT
outsourcing tender processes in which cost savings are identified as a
primary objective and evaluation criterion will be enhanced to the extent
that, in preparing for the tender process, agencies establish reliable and
independently verifiable information about the service levels achieved
under the existing internal service delivery models, their comparability
with industry standards, and the resources applied in providing those
services.

5.15 The August 2000 DOFA whole-of-government response to the
proposed audit report noted that:

When constructing five, six and seven year cost projections, agencies
are required to estimate how internal costs will perform over those
periods with, in some cases, very limited internal historical data as a
guide. OASITO assists by providing industry benchmarks and price/
performance trend data where this is available. It is not surprising
that differences of view on these matters may emerge and be the subject
of debate during the course of the tender process. This should be
acknowledged as an important contributor to a robust evaluation
process.

5.16 Finding: Over the course of the tenders reviewed, particularly
Group 5, OASITO expressed the view that differences between the
requirements specified in the RFTs and the service levels previously
achieved internally by agencies (as represented in their baseline costs)
meant that the financial comparison was not on a like for like basis, and
may be resulting in an understatement of the savings available from
outsourcing. There was disagreement by agencies regarding the validity
of those concerns, particularly given the large number of reviews that
were undertaken of the agency baselines during the tender evaluation
process.
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5.17 Where the financial effect of identified misalignments between
agency cost baselines and RFT requirements was quantified and
substantiated, adjustments were made to either agency baselines or
tenderers’ prices by agreement between OASITO and the agencies
concerned. Although other potential misalignments were identified in
various reviews, they were unable to be quantified and/or fully
substantiated. Addressing these issues in the tenders reviewed was
resource-intensive for all parties and contributed to delays in the tender
process. This experience highlighted that the efficiency and effectiveness
of IT outsourcing tender processes in which cost savings have been
identified as a primary objective and evaluation criterion will be enhanced
to the extent that, in preparing for the tender process, agencies establish
reliable and independently verifiable information about the service levels
achieved under the existing internal service delivery models, their
comparability with industry standards, and the resources applied in
providing those services.

RFT consultation

5.18 Agencies may also be able to improve the efficiency and
effectiveness of the tender process by obtaining early comment from
potential tenderers to assist in the drafting of the technical and service
specifications to be included in the RFT. The CPG state that, in the case
of information technology requirements, agencies must make requests
for tender available to potential tenderers in draft form for at least one
month to allow for comment before finalisation."® A draft RFT was
released in regard to the Cluster 3 tender, and draft technical material
for the DEETYA /EN tender was released with the advance Notification
to Industry.

519 OASITO advised ANAO that minimal comments were received
from industry and that feedback from the participants at the conclusion
of the tendering process suggested that the marginal benefits from
releasing the material in draft form did not justify the time and effort
involved. However, ANAO also noted that, in providing feedback on
the Cluster 3 tender process, the Cluster agency representatives reported
that the process of a draft and final RFT was generally supported and
that industry comment on the draft RFT was useful. No draft RFT was
released for the ATO and Group 5 tenders. Particularly in the case of the

5 CPG, July 1997 p.42 (current at the time the Cluster 3 RFT was released), and CPG: Core
Policies and Principles, March 1998, p.8 (current at the time ATO and Group 5 RFTs were
released).
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Group 5 tender, it may have been useful to obtain industry comments on
the requested service levels at an earlier stage given the extensive
discussion during the tender process between agencies, OASITO and
tenderers regarding the comparability of the service levels requested
with industry standards.

5.20 OASITO advised ANAO that, since the DEETYA/EN tender, it
had discussed the advantages and disadvantages of releasing draft
material, and that a decision had been taken by agreement with agencies
on a case by case basis. In December 1998, the Strategic Adviser advised
OASITO that, by releasing draft technical documentation, industry would
be given an opportunity to raise concerns about major issues in a less
formal process than applies once the RFT is released. The Strategic
Adviser noted that this approach had been adopted for the Health Group
tender. DOFA advised ANAO in August 2000 that a similar approach had
also been adopted in the Group 8 tender.

5.21 Finding: Agencies may often be able to improve the efficiency
and effectiveness of the tender process by obtaining early comment from
potential tenderers to assist in the drafting of the technical and service
specifications to be included in the RFT. The CPG state that, in the case
of information technology requirements, agencies must make requests
for tender available to potential tenderers in draft form for at least one
month to allow for comment before finalisation. A draft RFT was not
released in regard to the ATO and Group 5 tenders.

Recommendation No. 9

5.22  ANAO recommends that, in future IT outsourcing tenders, relevant
agencies consider the release of a draft Request for Tender for industry
comment to assist in the development of IT offerings that will maximise
competitiveness and support the achievement of cost-effective outcomes.

5.23  Agencies responded to the recommendation as follows:

* DOFA whole-of-government response: Agree. OASITO and Group
Agencies will continue to determine, for each tender process, where
the release of draft tender material in advance of the RFT release, is
warranted. This decision has been taken in each tender process run
under the IT Initiative to date.
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Industry development tender outcomes

5.24  The ID objectives the Government desires to achieve through the
IT Initiative are to:

a) support growth in the Australian IT&T industries;

b) promote the international competitiveness of the Australian IT&T
industries; and

¢) support employment growth and development in Regional Australia.

5.25 In each tender, the ID commitments proposed by the successful
tenderer were assessed as adequately meeting the Government’s ID
objectives as set out in the RFT. In two tenders, Cluster 3 and ATO, the
successful tenderer was assessed as the first-ranked tenderer in the ID
evaluation. The circumstances applying in each of the tenders reviewed
meant that it was not necessary for the preferred tenderer to be
determined on the basis of a combined cost savings/ID assessment.
However, the successful tenderer was required to contractually commit
to the levels of ID activity proposed in its tender response. Those activities
relate to both the delivery of the IT services (‘in-scope commitments’),
and to ID activities unrelated to the delivery of the IT services (‘out-of-
scope commitments’).

5.26  Ineach case, the successful tenderer has made contractual in-scope
ID commitments as to the proportion of service charges that will relate
to high Australian value added activity (ranging from 69 percent in the
ATO Agreement to 80 percent for Cluster 3) and the minimum proportion
of service charges that will be paid to SME subcontractors (ranging from
6 percent under the Group 5 Agreement to 26 percent for ATO). Each
ESP has also committed to a series of out-of-scope ID initiatives, including
commitments in respect to minimum levels of strategic investment, exports
and regional employment.

5.27  Although the Commonwealth retains the right under the Cluster
3, ATO and Group 5 Agreements to pursue a number of remedies in
respect of non-performance of contractual obligations, including
termination of the Agreement and suing for damages, the principal
remedy established in respect of ID non-performance is payment by the
ESP of agreed amounts where it does not fulfil its annual ID commitments.
These amounts are referred to as ‘sanctions’ in the ATO and Group 5
Agreements, and ‘liquidated damages” in the Cluster 3 Agreement. Figure
5.2 sets out a number of the ID commitments over five years under the
Cluster 3, ATO and Group 5 Agreements in respect of which the relevant
ESP has made a commitment to pay liquidated damages/sanctions for
non-achievement. In some cases, the commitments for liquidated
damages/sanctions purposes differ from individual commitments made.
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Figure 5.2
ID commitments over 5 years for liquidated damages/sanctions purposes
In-Scope Commitments Out-of-Scope Commitments
Australian SME Strategic Level of Total Net
Value Added * Participation 2 Investment °  Exports * Employment *
Cluster 3 80% 24% $39.75m $55m 100 fulltime
equivalent jobs
Group 5 $62.73m $6.87mé $1.2m $29.1m $23.92m in
employment
remuneration’
ATO $285.5m $108.6m?® $27m $64.7m 250 full time
equivalent jobs

Note 1: The percentage and/or quantum of overall service charges that the prime contractor
has committed will relate to Australian value added products and services. ‘Australian
value added’ means the supply price of products and services less the amount spent on
imported products and services.

Note 2:  The minimum percentage and/or quantum of overall service charges that the prime
contractor has committed will be paid to SME subcontractors.

Note 3: The level of strategic investment the prime contractor has committed to make in the
Australian IT&T industry over five years through initiatives unrelated to the delivery of
the contracted services.

Note 4: The level of export revenue the prime contractor has committed to generate over five
years through initiatives unrelated to the delivery of the contracted services. ‘Exports’
means the Australian value added content of IT&T products and services sold to foreign
persons and exported from Australia.

Note 5: The level of net IT&T employment the prime contractor has committed to generate over
five years. ‘Net employment’ means the number of full time equivalent jobs created in
Australia over the relevant period additional to employment numbers in the base period
prior to commencement of the Agreement.

Note 6: Relates to approximately 6 percent of total service charges over five years.

Note 7: ‘Remuneration’ means the average annual cost of employment per full time equivalent
employee.

Note 8: Relates to approximately 26 percent of total service charges over five years.

Source: ANAO analysis of tender Evaluation Reports, Savings Models and OASITO documentation.

Monitoring achievement of ID commitments

5.28 DoCITA is responsible for monitoring achievement against the
ID commitments. The Cluster 3, ATO and Group 5 Agreements require
the relevant ESP to provide an annual report to DoCITA on its
achievement against its ID commitments. The annual report must be
independently audited at the ESP’s expense. The first annual report was
provided by the Cluster 3 ESP in June 1999 for the year ended
31 March 1999.""¢ The ESP reported that all targets for both in-scope and

15 Although the Cluster 3 Agreement commenced on 1 July 1998, the Agreement was executed on
31 March 1998. The ESP’s ID commitments were adjusted to align with the timing differences
where appropriate. A 31 March annual reporting date aligns with the ESP’s internal reporting
period.
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out-of-scope commitments had been either met or exceeded. There was
significant over-achievement reported in respect of strategic investment
and out-of-scope employment.

5.29  Australian Auditing Standards (AAS) provide for three levels of
audit and audit-related services, each of which provides a different level
of assurance."” The Cluster 3 ESP engaged an accounting firm to perform
agreed procedures on specified tables in its first ID annual report. The
accounting firm reported that it had conducted the engagement in
accordance with the AAS applicable to review engagements. Such
engagements provide a lower level of assurance than do audit
engagements.

5.30 InJuly 1999, DoCITA reported that it was satisfied with the scope
of the review engagement, and the results of the review. However, ANAO
noted that DoCITA did not appear to have been aware of the nature of
the engagement until after the annual report was provided to it by the
ESP, nor did there appear to be an adequate understanding of the level
of assurance provided by the nature of the engagement undertaken.

5.31 The type of engagement that will be appropriate in particular
circumstances relates to the nature of assurance being sought. In many
cases, this will also be a cost/benefit assessment, with the cost of the
engagement being affected by the nature of procedures undertaken by
the auditor. In stipulating the requirement for the ESPs” annual ID reports
to be independently audited, the Commonwealth is seeking a particular
level of assurance regarding the information reported by the ESPs.
However, it is the ESPs that engage and pay for the audit engagement.

5.32 A specialist review engagement or agreed procedures engagement
may well be appropriate for the purposes of the Commonwealth in the
monitoring of ESPs” achievement of ID commitments. However, ANAO

w7 ‘Assurance’ being the satisfaction as to the reliability of information provided. The degree of
satisfaction achieved is determined by the nature and extent of procedures performed by the
auditor, the results of the procedures and the objectivity of the evidence obtained, AUS 104,
Australian Accounting Standards. The forms of engagement are Audit where the auditor’s objective
is to provide a high level of assurance through the issue of a positive expression of opinion that
enhances the credibility of a written assertion about an accountability matter; Review engagement
where the auditor’s objective is to provide a moderate level of assurance, being a lower level of
assurance than that provided by an audit, through the issue of a statement of negative assurance
that enhances the credibility of a written assertion about an accountability matter, and Agreed-
upon procedures engagement where the auditor’s objective is to issue a report of factual findings
to those parties that have agreed to the procedures to be performed, in which no conclusion is
communicated and therefore no assurance is expressed, but which provides the user with
information to meet a particular need, and from which the user can draw conclusions and derive
assurance as a result of the auditor’s procedures.
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considers that it would be prudent for the Commonwealth to clarify the
level of assurance it is seeking in regard to ESPs’ ID reporting, and to
ensure that the nature of engagement is agreed with the Commonwealth
prior to its conduct. Following discussion with ANAO regarding this
issue in November 1999, DoCITA commissioned its internal auditors to
review its existing procedures and practices for ID monitoring, including
audit requirements of ESPs’ annual reports. As a result, a procedures
manual was produced in March 2000 for use by the Department in the
monitoring of ID commitments arising from the IT Initiative. The manual
provides that, prior to an ESP commencing the audit of its annual ID
report, it is required to agree the scope of the audit with DoCITA.

5.33 In commenting on the proposed audit report, the Cluster 3 ESP
advised ANAO in August 2000 that:

In regard to Industry Development commitments, [it] has over-
achieved generally. We do not believe that the nature of assurance
provided by independent external review would have been significantly
different, had it been conducted under a different AAS regime.
However, we are certainly happy to agree the scope of future audits of
the annual ID report with DoCITA.

5.34 Finding: In each tender, the ID commitments proposed by the
successful tenderer were assessed as adequately meeting the
Government’s ID objectives as set out in the RFT. In each case, the
successful tenderer has made contractual in-scope ID commitments as to
the proportion of service charges that will relate to high Australian value
added activity (ranging from 69 percent in the ATO Agreement to
80 percent for Cluster 3) and the minimum proportion of service charges
that will be paid to SME subcontractors (ranging from 6 percent under
the Group 5 Agreement to 26 percent for ATO). Each ESP has also
committed to a series of out-of-scope ID initiatives, including
commitments in respect to minimum levels of strategic investment, exports
and regional employment.

5.35  The Cluster 3, ATO and Group 5 Agreements require the relevant
ESP to provide an annual report to DoCITA on its achievement against
its ID commitments. The annual report must be independently audited
at the ESP’s expense. The first annual report was provided by the Cluster
3 ESP in June 1999 for the year ended 31 March 1999. The ESP reported
that all targets for both in-scope and out-of-scope commitments had been
either met or exceeded. There was significant over-achievement reported
in respect of strategic investment and out-of-scope employment.
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5.36  DoCITA has continued to improve its procedures and practices
for ID monitoring, including audit requirements of ESPs” annual reports.
As a result, a procedures manual was produced in March 2000 for use by
the Department in the monitoring of ID commitments arising from the
IT Initiative. The manual provides that, prior to an ESP commencing the
audit of its annual ID report, it is required to agree the scope of the
audit with DoCITA.

Confirmation of subcontractor arrangements

5.37 It is appropriate for the Commonwealth to confirm, prior to
executing the Services Agreement, that the commitments made by the
prime tenderer have been agreed with its nominated subcontractors, and
are supported by appropriate contractual arrangements. In many cases,
the subcontractors will be SMEs that also contribute to the prime
tenderer’s ID commitments. Such confirmation was not sought in respect
of the Cluster 3 Agreement executed in March 1998. In April 1998, the
Strategic Adviser recommended to OASITO that clauses directed at
assisting this process be inserted into future RFTs, including those for
the ATO and Group 5. Clauses were subsequently inserted requiring
confirmation of subcontractor arrangements from both the relevant
subcontractors, and from the prime tenderer.

5.38  Firstly, the Group 5 RFT stated that, as a condition of contract
execution, the successful tenderer would be required to provide a letter
from each SME subcontractor confirming that appropriate contractual
arrangements were in place to assure that entity’s role in the provision
of services under the Agreement on the basis described in the tenderer’s
ID proposal. The ATO RFT included a similar requirement.'®

5.39 ANAO found no evidence of such confirmation having been
obtained by OASITO from SME subcontractors proposed by the Group 5
prime tenderer prior to the execution of the Agreement. OASITO was also
unable to provide ANAO with evidence of such confirmation having been
obtained from SME subcontractors proposed by the ATO prime tenderer.
However, in commenting on the proposed audit report in August 2000,
the ATO prime tenderer advised ANAO that it provided OASITO with a
completed statutory declaration from 11 of its 12 nominated subcontractors

18 The requirement in the ATO RFT was stated in more discretionary terms in that the successful
tenderer ‘may be required’ to provide such a letter. But it was also broader in some ways in that
such letters could also be required of the prime tenderer in regard to any SME patrticipating in
their ID initiatives, whether as a subcontractor or not; and related to SMES’ roles in either the
provision of the Services or participation in relevant ID initiatives. The Group 5 provision related
only to SME'’s roles as described in the 1D proposal.
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prior to the contract execution. Under the statutory declaration, the
nominated subcontractor confirmed it was aware of the relevant contractual
terms and conditions of the Services Agreement and would be entering
into a subcontract with the ATO ESP in the near future on terms that would
not be inconsistent with the Services Agreement.

5.40 Secondly, the ATO and Group 5 Agreements also included a clause
to the effect that the prime tenderer ‘represents and warrants’ that, at
the date of signing of the Agreement, appropriate contractual
arrangements were in place with approved subcontractors specified in
the ID Plan (and any other SME participating in the ID Plan) to assure
those entities” role in the provision of Services or participation in the
relevant ID initiatives on the basis described in the Agreement. Prior to
execution of the ATO Agreement, the successful prime tenderer provided
OASITO with an undertaking in respect of that warranty in which it
confirmed that it expected to have appropriate contractual arrangements
in place with 11of 12 subcontractors prior to execution of the Agreement
on 31 March 1999. OASITO was unable to provide ANAO with
documentation of such confirmation having been obtained from the
relevant prime tenderer prior to the execution of the Group 5 Agreement.

5.41 At the time of executing the Group 5 Agreement on 14 April 1999,
the Group 5 ESP did not have subcontracts in place with the SMEs
identified in its tender for the delivery of applications development and
maintenance (ADM) services, and IT training services. The ESP notified
the Commonwealth that it had completed a contract with the ADM SME
on 2 December 1999, and with a replacement IT training services provider
on 6 January 2000. In commenting on the proposed audit report, the
Group 5 ESP advised ANAO in August 2000 that:

Negotiations with subcontractors were advanced. However, [we] could
not execute subcontracts until the prime contract was signed. After
execution, negotiations stalled with one subcontractor. At all times
[we] proceeded in good faith.

5.42 Finding: There is scope for improvement in the management of
compliance issues associated with confirmation of prime contractors’
contractual arrangements with subcontractors prior to contract execution.
ANAO found no evidence of OASITO having obtained such confirmation
from SME subcontractors proposed by the Group 5 prime tenderer prior
to the execution of the Agreement, despite its provision being a condition
of tender, or of confirmation being sought from the Group 5 prime
tenderer prior to the execution of that Agreement. The ATO ESP advised
ANAO that confirmation was provided to OASITO by 11 of its
12 subcontractors prior to contract execution, but OASITO was not able
to provide ANAO with documentation of that confirmation.
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Evaluation reporting

5.43 The tender documents released to potential tenderers establish
the basis on which the Commonwealth must determine the outcome of a
tender process.'” Good administrative practice is for the evaluation
process to include documented consideration of all evaluation criteria,
including the satisfaction of identified preconditions to the awarding of
a contract. The assessment of each tenderer, and any decision to award a
contract as a result of the tender, must reflect the requirements contained
in the RFT. The quantitative and qualitative elements taken into account
in assessing whether those criteria had been met, or in determining
whether it was still necessary for a criterion to be achieved, should be
clearly identified in the formal evaluation documentation and the advice
provided to the decision-maker.

Documentation of evaluation committee conclusions

5.44 The tender documents released to potential tenderers in respect
of the Cluster 3, ATO and Group 5 tenders stipulated the criteria for
determining the outcome of the tender. These reflected the identified
primary objectives of cost savings and ID, and underlying threshold
requirements in respect to service and risk. Each RFT also stated the
Commonwealth would not award a contract unless it was satisfied that
the preferred tenderer would deliver a substantial and acceptable level
of cost savings based on an assessment against criteria relating to cost
savings specified in the RFT.

5.45 The cost savings evaluation encompassed a group of financial
criteria relating to the extent to which a tenderer’s pricing and pricing
structure would maximise cost savings, maintain competitiveness and
provide predictability, gain-sharing and flexibility. Therefore, the
determination as to whether a particular tenderer had satisfied the cost
savings precondition would require a conclusion to be drawn, based upon
the detailed assessments against each criterion. The terms ‘cost savings’,

19 AGS advised ANAO that: this has become an important issue in recent times as it is now
increasingly more common for tenderers to challenge tender processes conducted by the
Commonwealth and its agencies, as shown in cases such as Hughes Aircraft Systems
International v Airservices Australia (1997) 146 ALR 1 and JS McMillan and others v Commonwealth
of Australia (1997) 147 ALR 419. In the Hughes case the court found that a contract was formed
between a tenderer and the Civil Aviation Authority (CAA) in relation to a tender process, and that
an implied term of this contract (and those involving other public bodies spending publicly owned
funds) was that the CAA must deal with tenderers fairly. The court held, among other things, that
the CAA had breached this ‘pre-contract’ contract with the tenderer by failing to evaluate the
tender in accordance with the methodology set out in the tender documents and the priorities
assigned to the evaluation criteria.
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‘substantial’ and ‘acceptable’” were not specifically defined.’?® In those
circumstances, it becomes a matter of judgement as to whether the
condition has been satisfied in a particular tender.

5.46  The Group 5 tender evaluation identified pre-CN direct savings
to the Group agencies of $0.96 million over five years (NPV $0.17 million),
and notional savings of $8.3 million (NPV $6.02 million) after the
application of CN adjustments. The preferred tenderer was assessed as
acceptable against the other cost savings criteria. In the context of the
Group 5 tender, OASITO was advised by its Legal Adviser in March 1999
that the Commonwealth had a broad discretion under the RFT to
determine what constituted ‘cost savings’ for the purpose of the cost
savings evaluation criteria. The Legal Adviser also advised that the
Commonwealth had a broad discretion to determine what extent of those
cost savings constituted a ‘substantial and acceptable’ level of cost savings
for the purpose of satisfying itself that the cost savings precondition had
been complied with. It was noted that such judgement by the decision-
maker should be based upon some material before the Commonwealth
that could reasonably be said to support a conclusion that the extent of
cost savings was ‘substantial and acceptable’.

5.47 The manner in which the requirement for substantial and
acceptable cost savings was expressed in the Cluster 3, ATO and Group 5
RFTs meant that it was a key factor to be applied in the evaluation process.
In those circumstances, it could be expected that the Committees
responsible for the evaluation would formally address in their advice
and recommendations to the relevant Ministers whether, in their view,
the cost savings precondition had been satisfied by the recommended
preferred tenderer. That was not the case in the ATO and Group 5 tenders.

5.48 The evaluation structure determined for each tender identified
the parties responsible for forming assessments in regard to the evaluation
criteria, and for providing those assessments to the relevant Ministers.
In each case, the tender evaluation plan provided that, based on the report
of the IT Services Evaluation Committee, the Steering Committee would
determine whether each tenderer had satisfied the threshold criteria
identified in the RFT relating to cost savings, and service and risk. The
Steering Committee’s findings relating to the threshold criteria and value
for money rankings were then to be submitted to the Options Committee,
which would also consider the ID Evaluation Report in formulating
selection options for consideration by Ministers.

2 In December 1997 the (then) Legal Adviser to the IT Initiative advised OASITO that the criterion
relating to the achievement of ‘substantial’ cost savings was a potential area of difficulty, noting that
the notion of ‘substantial’ was not defined. The Legal Adviser advised OASITO that it understood
the need for a degree of imprecision here and that it should not cause problems as long as each
of the tenderers was treated in the same way as far as the application of the ‘substantiality’ test.
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549 In each tender, there was a clear conclusion drawn by the
respective Committees as to the adequacy of tenderers’ bids against the
threshold service and risk criteria, and identified ID objectives. Each
tender process also documented the cost savings offered by each tenderer
as quantified by the financial evaluation undertaken, together with an
assessment of the acceptability or otherwise of tenderers’ pricing
proposals against the cost savings criteria relating to on-going
competitiveness, predictability, gain-sharing and flexibility. However, as
noted, the determination as to whether a tenderer had satisfied the
overarching cost savings precondition required that a conclusion be drawn
from the detailed assessments against these individual criteria.

5.50 The Cluster 3 Evaluation Committee formally reported a
conclusion that each of the three tenderers offered substantial cost savings
for the Cluster as a group. However, in the ATO and Group 5 tender
evaluations, the relevant Committees reported no conclusion in respect
of the satisfaction or otherwise of the cost savings precondition. The
documentation prepared by the ATO and Group 5 Evaluation Committees,
Steering Committees and Options Committees, and the documented
advice provided to the Minister by those Committees, did not address
the question of whether the precondition of substantial and acceptable
cost savings stipulated in the RFT had been satisfied. The Group 5
Evaluation Committee reported that the preferred tenderer would
generate ‘modest savings’ of almost $1 million over five years in
undiscounted terms.

5.51 In transmitting the Group 5 Options Committee recommendation
of preferred tenderer to the Minister for Finance and Administration,
OASITO noted that the notional savings were modest, but advised that
those savings did not recognise improved services being obtained by
the agencies such as improved disaster recovery and business continuity,
high guaranteed service levels'?! and enhanced security. OASITO advised
that, in its opinion therefore, the preferred tenderer had met the savings
criteria in the RFT.

2 ANAO notes that service levels provided by ESPs are only effectively ‘guaranteed’ to the extent
that the ESP may be subject to some form of remedy under the contractual arrangement where
a service level is not achieved. This may involve termination of all or part of the contract or
damages. But the more practical day-to-day remedy will be payment by the ESP of service
credits, if agencies elect to apply that discretionary provision. It can be expected that, where a
difficulty in achieving service levels may be experienced, ESPs will apply commercial judgements
regarding the relative costs and benefits of those potential service credits as compared to
investing in additional capability and redundancy that may be needed to more fully ‘guarantee’
achievement of a the specified levels of service.
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Implications of policy statement for tender evaluations

5.52  After the close of the ATO and Group 5 tenders, but before the
completion of the tender evaluations, the Prime Minister clarified
Government policy regarding the IT Initiative.'” In December 1998, the
Prime Minister advised all Portfolio Ministers that ‘as a general Government
policy, outsourcing of IT infrastructure services should proceed unless there was
a compelling business case on a whole-of-Government basis for not doing so.” The
timing of the December 1998 policy statement meant that it had the
potential to introduce a new factor into the environment in which the
ATO and Group 5 tender evaluations, then underway, were being
conducted.

5.53  In March 2000, OASITO advised ANAO that this policy effectively
created a ‘rebuttable presumption’ in favour of outsourcing; that is,
outsourcing is to proceed unless a compelling case against outsourcing is
established having regard to all of the Government’s objectives and the
expected non-financial benefits from outsourcing. In April 2000, OASITO
further advised ANAO that the Prime Minister’s December 1998 letter
arguably minimised the significance of the precondition requiring
substantial and acceptable cost savings before a contract would be
awarded; and that the undefined terms ‘substantial” and ‘acceptable’
should be interpreted in the light of that letter.'®

5.54 It is reasonable to expect that the basis on which the
Commonwealth stipulates that it intends to decide the outcome of a tender
will influence the decision by potential tenderers as to whether to
participate in the tender, and the nature of bids submitted. Subsequently
altering that basis has the potential, in certain circumstances, to give rise
to challenges to the tender process. It would also be inconsistent with
the requirements under the CPG. AGS advised ANAO that:

The requirement to evaluate the tender responses in accordance with
the objectives set out in the evaluation criteria is essentially based on
the need to ensure that all tenderers are treated fairly and equally in
the tender process. This obligation arises from the Financial

2 The Cluster 3 tender was completed prior to the Prime Minister's December 1998 letter.

2 In January 1999, OASITO advised the members of the Group 5 Steering Committee of the
contents of the Prime Minister's December 1998 letter, noting that a key point of the letter was that,
as general Government policy, outsourcing should proceed unless there was a compelling
business case against it on a whole of Government basis. The advice from OASITO also noted
that, in foreshadowing the letter from the Prime Minister at the Steering Committee meeting before
Christmas 1998, OASITO had offered the “private” view that it now considered a Group 5
outsourcing decision to be a virtual certainty, and that agencies should be concerned that they
aggressively pursue the very best outsourcing deal that they can in terms of cost and service
delivery. As at December 1998, savings had not been identified against any of the Group 5
tenderers.
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Management and Accountability Act 1997 (FMA) (and associated
FMA Regulations) and the Commonwealth Procurement Guidelines.
FMA Regulation 9 provides that a procurement approver must not
approve a proposal to spend public money unless they are satisfied
(after reasonable inquiry) that the proposed expenditure is, among other
things, in accordance with the policies of the Commonwealth. The
procurement policies of the Commonwealth are set out in the
Commonwealth Procurement Guidelines (issued by the Finance
Minister under FMA Regulation 7(1)), and Regulation 8(1) provides
that an official performing duties in relation to the procurement of
property or services must have regard to these Guidelines.

Part 2 of the Commonwealth Procurement Guidelines on Open and
Effective Competition provides guidance to procurement officers on
maintaining openness and transparency in the tendering process.'**
This policy essentially places a responsibility on those involved in
government procurement to conduct tendering processes in a fair and
even handed manner, and to allow all tenderers to be equally informed
of the basis upon which their offers will be assessed. In meeting this
responsibility, it is therefore crucial that only the criteria notified to
tenderers in the RFTs are used to evaluate the tenders. If the tenders
are evaluated on any other basis, an unsuccessful tenderer agqrieved
at a decision may have grounds to legally challenge the tender process
and seek compensation.

5.55 In respect to the ATO and Group 5 tenders, AGS further advised
ANAO that:

From a legal perspective, taking specific account of the policy statement
contained in the Prime Minister’s letter in selecting preferred tenderers
should only occur if the content of the policy statement was consistent
with the evaluation criteria originally notified to tenderers in each
RFT or if OASITO was able to amend the RFT process, in a way
which did not treat tenderers unfairly in order to take into account
the new policy statement.

If the content of the policy statement was inconsistent with the
evaluation criteria and was relied upon to select the preferred tenderer,
that would be a departure from the stated criteria to be used for tender
evaluation as set out in each RFT and risks leaving the Commonwealth

2 On page 8 the following Commonwealth policy is outlined: the evaluation criteria for any particular
procurement should clearly identify the relative importance of all relevant factors, and provide a
sound basis for a procurement decision. Agencies should evaluate each offer applying only the
evaluation criteria and methodology notified to bidders in the request for tender documentation.
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open to claims from aggrieved tenderers that the tender process was
not conducted fairly.

Where the policy statement is used to interpret the meaning of an
undefined term in the RFT, such as the term “substantial”, this would
be acceptable as long as the resulting interpretation is still within the
ordinary English meaning of the term.

5.56 ANAO considers that there was potential for the policy statement
to be interpreted and applied in the ATO and Group 5 tender evaluations
in a manner inconsistent with the selection preconditions set out in the
respective RFTs. In particular, the application in the tender evaluation
process of a conclusion that the policy statement had created a ‘rebuttable
presumption’ in favour of outsourcing would appear to be inconsistent
with the RFT requirement that the preferred tenderer pass the positive
test of substantial cost savings.

5.57 In such circumstances, there is a heightened need for the factors
considered in any decision to award a contract in respect of a tender
process to be appropriately documented /recorded. However, it is unclear
to ANAO from the available evaluation documentation whether the
December 1998 policy statement was considered in either evaluation,
and if so, how. ANAO considers that the transparency and accountability
of the decision making process in the ATO and Group 5 tenders would
have benefited from improved documentation/recording of the respective
evaluation Committees” conclusions and advice as to whether the
preconditions stipulated in the RFT had been satisfied by the
recommended preferred tenderer, and the factors considered in reaching
that conclusion.

5.58 Finding: The Cluster 3, ATO and Group 5 RFTs stated that the
Commonwealth would not award a contract unless it was satisfied that
the preferred tenderer would deliver a substantial and acceptable level
of cost savings based on an assessment against the criteria specified in
the RFT. The cost savings evaluation encompassed a group of financial
criteria relating to the extent to which the tenderers’ pricing and pricing
structure would maximise cost savings, maintain competitiveness and
provide predictability, gain-sharing and flexibility. Therefore, the
determination as to whether a particular tenderer had satisfied the cost
savings precondition would require a conclusion to be drawn, based upon
the detailed assessments against each criterion. The terms ‘cost savings’,
‘substantial” and ‘acceptable” were not specifically defined.
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5.59 The manner in which the requirement for cost savings was
expressed in the RFTs meant that it was a key factor to be applied in the
evaluation process. In those circumstances, it could be expected that the
Committees responsible for the evaluation would formally address in
their documented advice and recommendations to the relevant Ministers
whether, in their view, the cost savings precondition had been satisfied
by the recommended preferred tenderer. That was not the case in the
ATO and Group 5 tenders.

5.60 After the close of the ATO and Group 5 tenders, but before the
completion of the tender evaluations, the Prime Minister clarified
Government policy regarding the IT Initiative. In December 1998, the
Prime Minister advised all Portfolio Ministers that, as a general
Government policy, outsourcing of IT infrastructure services should
proceed unless there is a compelling business case on a whole-of-
Government basis for not doing so. In April 2000, OASITO advised ANAO
that the Prime Minister’s December 1998 letter arguably minimised the
significance of the precondition requiring substantial and acceptable cost
savings before a contract would be awarded; and that the undefined
terms ‘substantial” and ‘acceptable” should be interpreted in the light of
that letter.

5.61 There was potential for the policy statement to be interpreted
and applied in the ATO and Group 5 tender evaluations in a manner
inconsistent with the selection preconditions set out in the respective
RFTs. In those circumstances, there is a heightened need for the factors
considered in any decision to award a contract in respect of a tender
process to be appropriately documented /recorded. However, it is unclear
to ANAO from the available evaluation documentation whether the
December 1998 policy statement was considered in the ATO and Group 5
evaluations, and if so, how. ANAO considers that the transparency and
accountability of the decision making process in the ATO and Group 5
tenders would have benefited from improved documentation/recording
of the respective evaluation Committees’ conclusions and advice as to
whether the preconditions stipulated in the RFT had been satisfied by
the recommended preferred tenderer, and the factors considered in
reaching that conclusion.
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Recommendation No. 10

5.62  ANAO recommends that, in future IT outsourcing tenders, relevant
agencies enhance the transparency and accountability of decision making
by documenting explicit consideration of the extent to which tenderers
comply with all evaluation criteria and preconditions identified in the

Request for Tender.
5.63  Agencies responded to the recommendation as follows:

* DOFA whole-of-government response: Agree. All tender processes have
considered the extent to which tenderers comply with all evaluation

criteria.
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6. IT Services Evaluation
Outcomes

This chapter discusses the outcomes of the IT services evaluations for the Cluster 3,
DEETYA/EN, ATO and Group 5 tenders.

Introduction

6.1 The RFT released in respect of the Cluster 3, DEETYA/EN, ATO
and Group 5 tenders identified the objectives of the IT services element
of the tender as being;:

a) effective IT&T support of agency business needs and service delivery
requirements;

b) substantial economies of scale resulting in improved efficiency, cost
effectiveness and significant savings to the budget and to agencies;

¢) improved effectiveness by moving to more standardised operating
environments;

d) more efficient use of processing capacity;

e) improved service levels at lower costs;

f) leveraging access to private sector technology and know how;
g) improved technology solutions; and

h) improved potential for staff career development in an environment
where IT&T is the core business.

6.2 The extent to which a number of those objectives will be achieved
can only be determined over the term of the respective Agreements. The
IT services evaluation process involved the assessment of tenderers’
proposed solutions against threshold service and risk and cost savings
criteria. In that process, the respective evaluation teams formed
conclusions regarding the expected capacity of tenderers to effectively
service agencies’ IT and business requirements. The evaluation also
identified the level of savings projected to be provided by each tenderer.

6.3 In the Group 5 tender, the successful tenderer was preferred when
judged against the service and risk criteria. In the Cluster 3 tender, the
successful tenderer was considered comparable with the second-ranked
tenderer from a service and risk perspective. The technical solution of
the second-ranked tenderer was considered slightly more robust, but
the difference was not viewed as sufficient to justify the payment of a
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significant price premium. In the ATO tender, each of the two compliant
tenderers were assessed as presenting an acceptable level of service and
risk when measured against the criteria set out in the RFT. In the Cluster 3
and ATO tenders, the evaluation teams identified a range of additional
actual and/or potential benefits arising from the contractual arrangements
and the successful tenderers” proposed use of improved technology
solutions.

6.4 Under the IT Initiative, specific financial benefits were expected
to result from the strategy of consolidation and outsourcing due to the
improved potential for economies of scale and efficiencies in support
systems and facilities. A number of the areas in which financial benefits
from outsourcing were identified, in each of the tenders reviewed,
reflected those factors.

6.5 In each case, the successful tenderer offered the lowest price by a
clear margin compared to other tenderers. Each had also indicated a
willingness to enter into gain sharing arrangements'® and, to the extent
that can be reasonably assured in an outsourcing contract, was considered
acceptable in terms of the requirements for a pricing structure that would
remain competitive, predictable and flexible.

6.6 Under the cash-based financial evaluation methodology applied
by OASITO, the aggregate direct cost savings to agencies projected across
the Cluster 3, ATO and Group 5 tender evaluations at the selection of
preferred tenderer were $123.36 million over five years ($97.17 million
in NPV terms). The savings identified in the Group 5 tender at that stage
amounted to a modest $0.96 million or less than one percent of agency
baseline costs (NPV $0.17 million). The Cluster 3 and ATO evaluations
identified savings of $62 million or 28 percent (NPV $49.9 million) and
$60.4 million or 10 percent (NPV $47.1 million) respectively.

125 The successful tenderer in the Group 5 tender was assessed as acceptable in terms of providing
gain-sharing arrangements, but was considered to have provided a shortage of detail on how it
would provide such arrangements. This was identified as an area where the Group may be
exposed to cost risks.
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Comparison with Budget reductions

6.7 In announcing the IT Initiative in the 1997-98 Budget, the
Government applied reductions to agency forward estimates which were
described as estimates of the minimum net savings agencies could be
expected to achieve through the consolidation and outsourcing of IT
infrastructure. However, for a variety of reasons, it is difficult to draw
direct parallels between the savings identified in the individual tender
processes, and the reductions made to agency forward estimates. This
difficulty increases with the passage of time between the announcement
of the IT Initiative and the conduct of a particular tender. The financial
evaluation conducted for each tender did not include quantification of
the extent to which agencies may have achieved improved efficiency and
cost savings internally in preparation for the tender process, or had
projected reduced future costs in anticipation of achieving such
efficiencies.

6.8 The Budget reductions were applied in the context of the cash
budgeting system then in operation in the Commonwealth Budget sector,
and represented an absolute decrease in the budget funding available to
agencies in future periods. However, the bundle of services previously
delivered by agencies through that budget funding may not be
comparable with the bundle of services, and associated costs, sought
under the respective RFTs and considered in the tender evaluation. For
example, the Cluster 3 RFT identified a requirement for a major upgrade
of existing infrastructure during the period of the proposed outsourcing
Agreement.

6.9 In addition, the OGIT/DOF Evaluation, on which the Budget
reductions were based, considered the potential savings from the
consolidation and outsourcing of mainframe, midrange and desktop/
network services. It did not consider the costs or potential savings
associated with voice telecommunications or applications development
and maintenance services.'” The inclusion of those services in the
competitive tender process under the IT Initiative is optional for agencies.
Each tender reviewed in this audit included voice telecommunications
services, and the Group 5 tender included applications development and

2% Compulsory annual reductions were made to agency budgets in the 1996-97 Budget based on an
estimate of the minimum savings which were expected to be generated through the introduction
of whole-of-Government telecommunications arrangements. The net reductions were $7.5m in
1996-97 and some $70m in subsequent outyears. These reductions were in addition to the
reductions subsequently made to agency budgets in respect of mainframe, midrange and desktop
IT services in the 1997-98 Budget under the IT Initiative. See Audit Report No. 9 1997-98
Management of Telecommunications Services in Selected Agencies, pp 31-32.
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maintenance services for two of the five Group agencies. Consequently,
the total savings projected under the Cluster 3, ATO and Group 5 tenders
included savings for services not considered in the original Budget
reductions.

6.10  The savings identified in each tender process were also influenced
by the employee transition approach adopted. The savings estimated in
the OGIT/DOF Evaluation assumed a ‘phased’” employee transition
approach. Under that approach, agencies negotiate with the successful
tenderer for the employment of agency staff, and there is limited ability
for staff to obtain voluntary redundancy payments. However, in each of
the tenders reviewed in this audit, the agencies adopted a ‘clean break’
approach under which employees were able to take a voluntary
redundancy payment and then seek employment with the successful
tenderer if they chose. This approach represented a higher up-front cost
for agencies than the phased approach, and is likely to have reduced the
projected savings for those agencies compared to the savings estimated
by the OGIT/DOF Evaluation.

6.11 OASITO advised ANAO that it considered that the financial
evaluations had produced conservative savings estimates. OASITO noted
examples of areas where additional savings might be generated, but
advised ANAO that it had not pursued those savings with agencies
because it was not considered necessary in order to implement the
Government’s outsourcing policy.'¥

27 For example, OASITO advised ANAO that the agency cost models did not include an allowance
for inflation from the date the costs were captured until the end of the first contract year; whereas
the tendered prices, fixed until the inflation formulae take effect in the second year, included the
effect of inflation until then. OASITO advised that the comparison of prices and internal costs was
therefore not done strictly on a ‘like for like’ basis. OASITO advised that recalculating agency
costs assuming relatively conservative increases in staff costs during the relevant period would
increase the reportable savings for Cluster 3 by $4.3m, $5.4m for ATO and $1.1m for Group 5.
The Group 5 CMO questioned this estimate, noting that OASITO’s estimated additional savings
for Group 5 would mean an increase of well over $10,000 per staff member over the relevant
period. Increases at this rate were considered unlikely given the rate at which public sector
salaries have risen. The CMO also noted that the inflation adjustment after year 1 under the
Group 5 Agreement was likely to increase costs over that likely to be experienced in the agency
business-as-usual case. This was on the basis that IT equipment prices have shown a downward
trend in actual prices, and the CPI adjustment in the Agreement would be likely to outstrip the
conservative growth in public sector wages.
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6.12  Figure 6.1 compares the cash reductions applied to agency budgets
with the estimated relative saving in agency cash outlays under the
respective outsourcing Agreements for the corresponding five year period
and lines of service. The comparison is made before the application of
notional CN adjustments, and after excluding savings projected in respect
of voice telecommunications and applications development and
maintenance services. The aggregate relative savings in agency cash
outlays projected in the Cluster 3, ATO and Group 5 tender evaluations
represented about four-fifths of total reductions to those agencies’
budgets for the relevant five year periods and lines of service. Total
agency cash budget reductions over the relevant five year periods
exceeded projected relative agency savings in cash outlays under the
respective Agreements by $24.6 million. However, there was significant
variability in the extent to which the direct agency savings calculated in
the context of the Cluster 3, ATO and Group 5 tenders corresponded
with the reductions to agency budgets. This analysis should be viewed
in the light of the qualifying factors identified above.

Figure 6.1

Five year comparison of agency Budget reductions to contractual cash
outcome (excluding voice network and applications development &
maintenance)

Estimated savings in cash ~ JAgency cash Budget Cash difference
outlays under Agreement reductions
$m $m $m
Cluster3 55.3 334 219
ATO 39.1t 76.32 (372
Group5 03 9.6 9.3)
Total U7 1193 (24.6)

Notel: The ATO tender evaluation projected direct financial savings to ATO of $42.7 million at final
contract stage (excluding voice network). Due to the CN methodology applied, this did not
include sales tax costs of $3.6m included in the contracted pricing. Although neutral at a
whole-of-Government level, those costs are relevant for the purposes of comparing the
ATO'’s expected cash outcomes under the outsourcing Agreement with the cash budget
reductions and are included in this analysis.

Note2: Excludes Budget reductions of $1.86m applied in 1998-99 prior to contract commencement.

Source: Cluster 3, ATO and Group 5 tender evaluation reports, OASITO documentation and ANAO
analysis

6.13  The cost savings projected over the five year term of the Cluster 3
Agreement were over one and a half times the $33.4 million reduction to
Cluster agency cash budgets for the corresponding period and services.
However, the cost savings expected to be accrued under the outsourcing
Agreement do not represent an absolute decrease over the cash outlays
previously incurred by agencies. This is largely due to the requirement
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for the ESP to implement and support a significantly upgraded IT
infrastructure within a number of Cluster agencies. Analysis by the
Cluster 3 Contract Management Office (Cluster 3 CMO) suggested that,
after normalising the agency cost baseline for actual volumes consumed
under the Agreement, cost savings were realised across the Cluster in
the first year of operation at about 80 percent of the rate forecast in the
tender evaluation for the corresponding period and costs (see
Chapter 8).'%

6.14 In the case of Group 5 and the ATO, the relative cash savings
expected to be achieved by agencies through the operation of the
respective outsourcing Agreements (compared to continuing internal
service delivery) were significantly less than the reductions applied to
agency budgets. Based on the final contracted pricing, excluding voice
telecommunications and applications development and maintenance
services, Group 5 agencies are expected to realise relative cash savings
over the five year term of an estimated $0.3 million. This is about 3 percent
of the reductions to Group agency budgets for the corresponding period
and services, which totalled $9.6 million and also excluded consideration
of voice telecommunications and applications development and
maintenance.

6.15 Reductions to the ATO’s cash budget for the five year period
corresponding to the term of the outsourcing Agreement totalled
$76.3 million and excluded consideration of voice telecommunications.
When voice telecommunications is excluded from the savings identified
in the ATO tender evaluation, the ATO was projected to accrue direct
savings over the five year term of $42.7 million at the final contract stage.
Due to the methodology used to calculate CN adjustments in the ATO
tender, this did not include consideration of $3.6 million in sales tax-
related costs included in the contracted pricing. As this cost represents
an identifiable cash outlay to be incurred by the ATO under the terms of
the Agreement, it is relevant for comparing the tender evaluation savings
with the cash budget reductions applied in the 1997-98 Budget. After
including this cost, the ATO is expected to realise savings in cash outlays
of $39.1 million over the term of the Agreement, or just over half of the
budget reductions.

28 These savings include the reduction in payments from service credits imposed in 1998-99. This
analysis excludes consideration of transitional costs. The savings identified by the Cluster 3 CMO
also exclude DOFA bureau customers.

131



6.16 Finding: In each tender reviewed, the successful tenderer offered
the lowest price by a clear margin compared to other tenderers, and was
assessed as either preferred or comparable in terms of service and risk.
The aggregate cost savings projected across the Cluster 3, ATO and Group
5 tender evaluations at the selection of preferred tenderer were
$123.36 million over five years ($97.17 million in NPV terms). The savings
identified in the Group 5 tender amounted to a modest $0.96 million or
less than one percent of agency baseline costs (NPV $0.17 million). The
Cluster 3 and ATO evaluations identified savings of $62 million or
28 percent (NPV $49.9 million) and $60.4 million or 10 percent
(NPV $47.1 million) respectively.

6.17  For a variety of reasons, it is difficult to draw direct parallels
between the savings identified in the individual tender processes, and
the reductions made to agency forward estimates in the 1997-98 Budget.
This difficulty increases with the passage of time between the
announcement of the IT Initiative and the conduct of each tender. In
particular, the financial tender evaluations conducted did not quantify
the extent to which agencies may have improved internal efficiency in
preparation for the tender process. They also included services not
considered in the calculation of the agency budget reductions, particularly
voice telecommunications and applications development and maintenance
services. After excluding savings projected in respect of those services,
the aggregate relative savings in agency cash outlays projected in the
Cluster 3, ATO and Group 5 tender evaluations represented about
four-fifths of total reductions to those agencies” budgets for the relevant
five year periods and lines of service. Cash budget reductions exceeded
projected relative savings in cash outlays by $24.6 million.

6.18 However, there was significant variability in the extent to which
the direct agency cash savings calculated in the context of the individual
tenders reviewed corresponded with the reductions to agency budgets.
Expected savings for Cluster 3 were over one and a half times the
reductions to agency budgets. Analysis by the Cluster 3 CMO suggested
that cost savings were realised by agencies in the first year of operation
at about 80 percent of the rate forecast in the tender evaluation for the
corresponding period and costs. For the ATO and Group 5 agencies, the
relative savings in cash outlays expected to be achieved through the
outsourcing Agreements (compared to continuing internal service
delivery) were significantly less than the reductions applied to agency
budgets (representing 51 percent and 3 percent of the budget reductions
respectively). This analysis considered the estimated savings in relative
agency cash outlays under the contracted pricing before the application
of notional CN adjustments, and should be viewed in the light of the
qualifying factors identified above.
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Cluster 3 and DEETYA/EN tender outcomes

6.19  Cluster 3 was the first tender conducted under the IT Initiative.
The Cluster 3 Evaluation Committee concluded that each of the three
tenderers offered substantial cost savings, with the first-ranked tenderer
being assessed as providing the lowest-priced bid. On 24 February 1998,
the Cluster 3 Options Committee recommended that the tenderer ranked
first in both the IT services and ID evaluations be selected as preferred
tenderer. The recommendation was endorsed on 5 March 1998. OASITO
advised the Minister for Finance and Administration on 25 March 1998
that final negotiations with the preferred tenderer had progressed
successfully.’” The Services Agreement was executed on 31 March 1998
and services handed over on 1 July 1998. The savings projected for the
Cluster as a whole at final contract were $63.2 million over five years or
29 percent of the Cluster cost baseline ($50.9 million in NPV terms").
Notional savings after the application of CN adjustments, as calculated
by OASITO, were $96 million or 38 percent (NPV $77.8 million)."!

6.20 Tenders closed for the second IT Initiative tender involving
Department of Employment, Education, Training and Youth Affairs
(DEETYA) and Employment National (EN) on 14 April 1998 with only
one bid received. Following consideration of the available options,
OASITO determined that the single bid would be subjected to an
evaluation process in accordance with the evaluation plan. The evaluation
assessed the single bid as being deficient against both financial and
technical evaluation criteria. The Project Steering Committee concluded
that the bid did not satisfy the threshold criteria relating to service and
risk, and that the likelihood of achieving positive savings was sufficiently
remote to make pursuit of concessions through negotiation a cost-
ineffective option. Initial evaluation of the tendered ID offering was that
it did not meet the Commonwealth’s objectives and was inadequate. The
tender process was discontinued on 11 June 1998.

2 The financial evaluation identified that no savings would be available in respect of DIST Head
Office Voice. This position was unable to be improved during final negotiations with the Preferred
Tenderer. This component was excluded from the final Cluster 3 Services Agreement. OASITO
noted that the excluded component represented less than 2 percent of the contract value and
would not result in a negative financial effect on the other agencies.

3 Based on an 8 per cent discount rate.

BL At the time of evaluation, substantial savings were not projected for the DIST agencies included
in the Cluster, AGAL, AUSLIG and IPS. Combined NPV projected savings were $173,611 over
five years, or 2.5 percent. DIST was advised by OASITO on 14 May 1998 that, following review
of the agency cost baselines and redistribution within the Cluster of costs and the proceeds from
the sale of assets, combined NPV savings for those agencies had been recalculated to be $1.9m
over five years, or 23.2 percent.
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6.21 Finding: The tenderer ranked first in terms of both IT services
and industry development was selected as the preferred tenderer for
Cluster 3. The Services Agreement was executed on 31 March 1998 and
services handed over on 1 July 1998. The savings projected for the Cluster
as a whole at final contract were $63.1 million over five years or 28 percent
of the Cluster cost baseline ($50.9 million in NPV terms). Notional savings
after the application of CN adjustments, as calculated by OASITO, were
$96 million or 38 percent (NPV $77.8 million).

6.22 In the DEETYA/EN tender, the Project Steering Committee
concluded that the single bid received did not satisfy the threshold criteria
relating to service and risk, and that the likelihood of achieving positive
savings was sufficiently remote to make pursuit of concessions through
negotiation a cost-ineffective option. The tender process was discontinued
on 11 June 1998.

ATO tender outcomes

6.23  Following parallel negotiations with the two compliant tenderers
in the ATO tender, final pricing offers were received on 4 March 1999.
The Financial Team concluded that, without taking competitive neutrality
into account, only one tenderer would return savings to the ATO. The
first ranked tenderer was assessed as offering savings over a five year
term of $60.44 million or 10.6 percent over the agency baseline (NPV
$47.1 million®?). The direct financial savings to the ATO were overstated
by $3.91 million as the evaluation did not consider sales tax-related costs
that the tenderer had advised were a component of the price bid for

2 TheATO IT&T Services Final Evaluation Report included NPV savings that had been miscalculated
and were overstated. NPV savings calculated using discount rates of 8 percent and 5.74 percent
were reported as $55.96m and $57.16m respectively ($88.02m and $89.9m after CN adjustments).
ANAO calculated the relevant amounts to be $47.1m and $50.42m ($74.75m and $79.8m after
CN).
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contractual purposes.’*®* Adjusting the savings calculated by OASITO for
this component results in the first ranked tenderer offering direct cost
savings to the ATO over the five year term of $56.5 million or 10 percent
(NPV $44 million). This issue is neutral in respect of post-CN savings.
Notional savings after the application of CN adjustments were calculated
by OASITO as $95 million or 19 percent (NPV $74.7 million). The ATO
Options Committee’s recommendation that the first ranked tenderer be
selected as preferred tenderer was endorsed on 12 March 1999.

6.24  The ATO IT&T Services Final Evaluation Report noted that the
savings estimates identified in the evaluation needed to be viewed in
the context of a possible overstatement of ATO voice PABX refresh costs
of $12 million."® ANAO noted that, as the tender did not involve an in-
house bid, this approach may not be consistent with an evaluation of
savings available to the Commonwealth on a like-for-like basis.

6.25 The ATO cost baseline included an amount of $13.5 million over
five years for periodic replacement of PABX equipment based on age.
The ATO Evaluation Report noted that, during re-pricing discussions
with tenderers, it was revealed that tenderers had not included any
provision for PABX replacement, as they considered it unnecessary given
the age and compatibility with industry standards of the existing
equipment. Tenderers had also explained that an ongoing program of
equipment upgrades to maintain industry compatibility was sufficient
and included in their costs.

133 All costs, including tax-related costs, that will be reflected in a tenderer’s contracted pricing should
be included in the tendered price used to calculate direct financial savings to agencies in comparison
to the agency cost baseline. Under CN policy, tax-related costs included in the price tendered by
private sector tenderers should then be added to agency baselines as a notional CN adjustment.
However, the ATO tender evaluation excluded sales tax-related costs from the tenderers’ pricing
used to calculate direct pre-CN savings to the ATO. The ATO RFT required tenderers to provide
pricing both inclusive and exclusive of sales tax. In its tender response, the successful tenderer
advised that, based on taxation advice received, it believed it was unable to receive a sales tax
exemption on hardware not used exclusively by and for Federal Government employees.
Accordingly, $3.91m of sales tax-related costs were included in the sales tax-exclusive pricing
provided by the tenderer. The tenderer was subsequently requested to provide pricing exclusive
of all sales tax. In providing such pricing, the tenderer clearly identified that it was for evaluation
purposes only and could not be offered contractually. That pricing was used to calculate savings
to the ATO before the application of CN adjustments. The CN adjustment then applied added the
residual sales tax costs identified by the successful tenderer to the evaluation-purpose pricing of
both remaining tenderers, and to the agency cost baseline. This approach was contrary to the
purpose of the CN adjustment, and to the approach identified in the Cluster 3 and Group 5 IT
Services evaluation reports. In those tenders, any residual sales tax was included in tenderers’
pricing for the calculation of direct savings to agencies, and then adjusted in the calculation of
notional CN adjustments. The approach adopted in the ATO tender overstated the direct cost
savings realisable to the ATO by $3.91m at the preferred tenderer stage, and $3.6m at the final
contract stage. Although neutral from a Commonwealth perspective, those costs reduce the
direct cost savings realisable by the ATO.

B The report also noted that the savings needed to be viewed in the context of the exclusion from
savings calculations of the end of contract re-purchase of assets charges. (see Chapter 7).
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6.26  On this basis, the Financial Evaluation Team argued that, for
normalisation purposes, the PABX refresh should be removed from the
ATO cost baseline and replaced with a $1.5 million cost for periodic
upgrades. The ATO Evaluation Report noted that OASITO advice was
that such an adjustment could be perceived as a breach of probity as it
amounted to an adjustment of the ATO business-as-usual cost baseline to
adopt a different approach proposed by a tenderer. OASITO advised
ANADO that the tenderer assumed responsibility for delivering the voice
solution that meets the contractual requirements (including service levels)
for the agreed prices; and that the tenderer carries the risk of its
assumptions regarding refresh and maintenance, or other technical
assumptions that have a financial impact, proving to be wrong.

6.27  The ATO Evaluation Report also noted that, in the course of the
bid process, a number of opportunities to deliver additional benefits and /
or savings to the ATO were identified, some of which were related to
the technical solution that an outsourcer with access to worldwide staff
and research can offer. OASITO considered that, if adopted, these
strategies may return additional savings in the order of $15 million. The
ATO Evaluation Report noted, however, that those potential benefits
must be considered in the context of the business and regulatory
environment in which the ATO operates, and that realisation of some of
the benefits may require modification of law, government policy and/or
ATO business practices.'®

6.28 The contracted pricing in the ATO Agreement represented an
increase in costs to ATO over those identified at the preferred tenderer
stage of $22.5 million (NPV $18 million), a 5 percent increase in costs.
The most significant element of this increase related to the final contractual
arrangement negotiated in respect of the delivery of telecommunications
services.

5 The potential benefits identified were not included in the reported savings for a number of reasons.
In some cases, the ATO declined or was unable to accept the proposed alternatives at the time
of the evaluation due to various factors including a lack of technical references, incompatibility
with existing government policy or pre-existing application and hardware commitments, and ATO
preferences in regard to contractual arrangements. Other potential additional savings were
contingent upon the realisation of particular circumstances, the outcomes of which were not
known at the time of evaluation. One of those contingent savings related to a price markup of
$1.1 million that could be avoided by ATO reviewing its policy to collect commercial rent where it
made accommodation available to the ESP. Prior to execution of the Agreement, ATO determined
that it would not require the ESP to pay rent for the use of ATO general office accommodation or
the Bruce Data Centre, generating an additional $1.1 million in savings.
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Telecommunications contractual structure

6.29  The ATO RFT offered tenderers two options on which they could
base the telecommunications aspects of their bids."*® Both tenderers
proposed the option under which it would act as procurement agent for
the services, but the ATO would contract separately with the
telecommunications carriage provider. The savings identified as at
selection of preferred tenderer were based upon the compliant tender
offers received, and included savings for voice and data
telecommunications services of $23.4 million over five years
(NPV $18.3 million).

6.30 The ATO Final IT&T Services Evaluation Report, prepared in
support of the selection of preferred tenderer, noted that it was ATO’s
strong preference to obtain telecommunications services from the prime
contractor under the Services Agreement, possibly using a traditional
subcontractor arrangement.'” Following negotiation with the preferred
tenderer, three options were developed for the telecommunications
contractual structure.

6.31 Five days prior to execution of the Agreement, ATO formally
advised OASITO that it had selected the option under which the ESP
would be prime contractor for all services. Under this arrangement, the
prime contractor would procure carriage services in its own name under
its own contract with the carriage services provider, and bill those services
to the ATO as part of a total ‘bundled” service package. Additional costs
arise under this structure due to the need for the prime contractor to
recover a margin on the fees paid to the carriage provider, applied as a
markup on service fees to ATO. The arrangement also has potential
implications for the effectiveness of whole-of-Government
telecommunications arrangements (see discussion below under Whole-of-
Government telecommunications requirements).

3% Option A: the prime contractor provides all telecommunications services itself (in which case it
must enter into a whole-of-government Head Agreement for those services); or Option B: the
prime contractor procures telecommunications services from a separate supplier under whole-
of-government arrangements, in which case the separate supplier must enter into a separate
Head Agreement.

B ATO had two concerns regarding the compliant proposals from the tenderers. Firstly, due to
carriage and managed voice services being provided by the telecommunications carrier under a
separate contract rather than as a subcontractor, the prime contractor would not have direct legal
accountability for end-to-end service. Secondly, that ATO management of two contractors with
dovetailing service responsibilities could provide difficulty and increase management costs.
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6.32 ATO advised OASITO that this approach minimised any risks
associated with the delivery of IT&T services required to support the
Government’s reform agenda. ATO also expressed the view that this was
consistent with the telecommunications service being provided by the
‘internal service provider’ and placed accountability for the delivery of
end-to-end service with the prime contractor. In contrast, OASITO advised
ANAO that it considers the ‘separate contracts’ option originally
proposed by the tenderer to more closely align with the management
and accountability arrangements that operated within the ATO prior to
outsourcing, whereby ATO contracted directly for telecommunications
carriage services, managed that relationship and carried the risk associated
with integrating the services with other elements of the IT service chain.

6.33  The ATO Services Agreement executed on 31 March 1999 reflects
a traditional subcontractor relationship between the prime contractor
and the telecommunications carrier and, consequently, the contracted
pricing incorporates the markup effect. The information provided to the
Minister for Finance and Administration in support of the selection of
preferred tenderer noted that negotiation of an arrangement for the
provision of telecommunications services that addressed ATO’s concerns
regarding contractual accountability, while also meeting whole-of-
Government policy requirements, remained to be completed.

6.34 OASITO advised ANAO that these increased costs to the ATO
are not relevant to the calculation of the savings attributable to the
compliant tenders received in response to the RFT. OASITO noted that
the decision to enhance the single point of accountability for service
delivery through the adoption of a different contractual arrangement to
that contemplated in the tenderer’s compliant offer represented an
investment by the ATO in a different service delivery model that was
not required by the RFT, and was not therefore included in the savings
calculation.'

6.35 An email was provided to the Minister’s office by OASITO on
26 March 1999 advising of the option ATO had elected to take up. It was
noted that final pricing from the prime contractor had not yet been
received, but that the price impact was at least $14 million above the

3B OASITO further advised that: ‘the savings analysis requires a comparison of costs and prices for
like services that are compliant with the RFT. Agencies are free to invest in different, more
expensive services, but this investment decision cannot be taken into account in determining
‘savings’ for evaluation purposes. Thus, outsourcing can produce savings which are then spent
by agencies on service enhancements, with a net neutral cash flow relative to the business as
usual cost baseline. How agencies choose to spend the savings produced from outsourcing is a
matter wholly outside the savings analysis itself.’
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evaluated solution. This was the estimate provided to the ATO by
OASITO. Based on the contracted pricing, ANAQO’s analysis found that
actual costs to the ATO for voice and data telecommunications services
over the term will be $20.97 million (NPV $16.8 million) higher than those
used in the savings evaluation. This represented a financial cost to the
Commonwealth that was 45 percent greater than the additional costs
identified by OASITO.

6.36 A final written briefing to the Minister in support of the execution
of the Services Agreement and identifying the final contracted pricing
for the ATO outsourcing was not prepared by OASITO.

6.37 Finding: The first ranked tenderer was assessed as offering
savings over a five year term of $60.44 million or 10.6 percent over the
agency baseline (NPV $47.1 million). The direct financial savings to the
ATO were overstated by $3.91 million as the evaluation did not consider
sales tax-related costs that the tenderer had advised would a component
of the price bid for contractual purposes. Adjusting the savings calculated
by OASITO for this component results in the first ranked tenderer
offering direct cost savings to the ATO over the five year term of
$56.5 million or 10 percent (NPV $44 million). This issue is neutral for
post-CN savings purposes. Notional savings after the application of CN
adjustments were calculated by OASITO as $95 million or 19 percent
(NPV $74.7 million). The ATO Options Committee’s recommendation that
the first ranked tenderer be selected as preferred tenderer was endorsed
on 12 March 1999.

6.38 The contracted pricing in the ATO Agreement represented an
increase in costs to ATO over those identified at the preferred tenderer
stage of $22.5 million (NPV $18 million), a 5 percent increase in costs.
The most significant element of this increase, $20.97 million, related to
the final contractual arrangement negotiated in respect of the delivery
of telecommunications services under which the ATO elected for the prime
contractor to fully manage the delivery of telecommunications services
through a subcontract arrangement. As this was a service not envisaged
in the tenderer’s compliant offer, the associated costs were not included
in the tender evaluation savings calculation. A final written briefing to
the Minister in support of the execution of the Services Agreement and
identifying the final contracted pricing for the ATO outsourcing was not
prepared by OASITO.
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Group 5 tender outcomes

6.39  In the Group 5 tender process, it was not until seven months after
the tenders closed in August 1998 that potential savings for the Group
were identified.'* The three shortlisted tenderers were asked to review
their pricing on 13 November 1998, and again on 4 December 1998.
Tenderers were requested to provide pricing against alternatives to RFT
requirements and clarification about the scope and assumptions reflected
in their pricing. In December 1998, OASITO advised the Group 5 Steering
Committee that it had advised all tenderers that, at that stage, there was
no business case to outsource.

6.40 In January 1999, OASITO advised the agencies that analysis of
the bids and agency baselines had highlighted areas where tenderers
had not fully understood or had ‘over-read” some agency requirements,
as well as a number of areas in the agency cost baselines which required
more thorough investigation.'*! On 12 February 1999, the three shortlisted
tenderers were asked to respond to a revised RFT that included revisions
necessary to take account of changes in requirements flowing from the
October 1998 departmental arrangements and other changes since the
release of the June 1998 RFT, as well as changes to service levels and
other requirements agreed to by the Group agencies. Responses were
received on 23 February 1999. The response provided by the successful
tenderer was substantially higher than its previously provided pricing.
Revised pricing received from the successful tenderer on 26 February 1999
reduced its 23 February 1999 pricing by $9.1 million, to a level comparable
with its previously tendered pricing. Tenderers’ responses were then
the subject of further negotiation.

3 |n September 1998, OASITO had expressed concern to the Group 5 Steering Committee that it
was not yet satisfied that a fair and reliable market test was being undertaken because some
bids had widely variable prices while the service level regime was not reflective of service levels
being actually achieved in agencies. Subsequently, the Group agencies agreed to adopt a
revised service level regime. Discussions were held with each agency to again reconcile the cost
baselines with the RFT. The bid of one of the tenderers excluded after the Initial Evaluation phase
was the lowest of those tenders for whom major deficiencies against the cost savings sub-
criteria had not yet been detected and was, at that time, $14.7 million below the Group baseline.
However, the tenderer was assessed as not meeting the corporate capability and commitment to
service and risk sub-elements of the threshold service and risk criteria.

“ Each of the tenderers was advised that its current price was of particular concern to the
Commonwealth.

“  OASITO advised agencies that it did not consider the agency cost baselines to accurately reflect
the existing service levels being achieved by agencies or the service levels being requested of
tenderers. A number of the agencies did not agree with this assessment. OASITO engaged a
consultant to review agency baselines and assist in updating requirements, with a number of
revisions subsequently agreed between agencies and OASITO.
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6.41 No further pricing offers were received from the highest-cost
tenderer. Following a negotiation round with the other two remaining
tenderers, revised pricing was provided by the successful tenderer on
8 March 1999. The other remaining tenderer provided its revised and
final pricing on 10 March 1999. After that pricing round, the successful
tenderer’s pricing was the lowest by $2.9 million, but was some $7 million
higher than the Group cost baseline. Further negotiations were conducted
with the successful tenderer on 12 and 17 March 1999. The tenderer
provided its revised and final pricing on 18 March 1999, reducing its
pricing by $7 million."?

6.42 The successful tenderer was assessed as offering savings over
the five year term of $0.96 million or about one percent of the total Group
cost baseline (NPV $0.17 million). Costs against two of the Group agencies,
DoCITA and DoTRS, were assessed as representing a premium over the
agency cost baseline of $3.78 million or 28 percent'® (negative
NPV $3.2 million) and $2.22 million or 7.9 percent (negative NPV
$1.94 million) respectively. The Group 5 IT Services Final Evaluation
Report, which discussed savings in undiscounted terms, reported that
the preferred tenderer would generate modest savings of almost
$1 million over five years. Notional savings after the application of CN
adjustments, as calculated by OASITO, were $8.3 million or about
8 percent (NPV $6 million).

¥ Final agreement between OASITO and Group 5 agencies on two items that affected savings was
not reached until shortly before the conclusion of the Group 5 evaluation. The two items were the
expected Group 5 contract management costs and the proportion of agency accommodation
able to be released for other purposes. The effect of the agreement increased nominal savings for
the Group over five years by $936,000 compared with a calculation based on earlier cost
estimates made by Group 5 agencies for these items. The Group 5 CMO noted that costs for
these elements had not been finally agreed with OASITO until this stage of the evaluation and
there had been considerable debate prior to this.

4 OASITO expressed the view that, compared to applying current resource levels to IT within
DoCITA over the next five years, DoCITA will receive guaranteed and high quality service,
improved security and disaster recovery as a result of the outsourcing. The Group 5 Final
Evaluation Report noted that analysis had highlighted that the cost baseline for DoCITA was
relatively low both in comparison with IT costs per user for other agencies in the Group and in
comparison with tendered prices. In February 2000, DoCITA advised ANAO that, at the time its
cost model was calculated, the changes in departmental arrangements following the 1998 Federal
election had not been fully implemented to the degree that it was not yet supporting the data
networks for the agencies which had been added to the portfolio. In addition, a number of projects
and reviews were postponed due to the imminent outsourcing. DoCITA advised that it made an
allowance in the cost model for supporting the new networks and reviews, based on its experience
of supporting the ‘very economical’ Banyan environment. However, DoCITA advised that reality
had shown that supporting the new NT operating environments was more costly than the allowance
used in the cost model and that, subsequent to the execution of the Group 5 Services Agreement,
it revised its projected baseline costs upwards by $2 million over the five years. This ‘revised’ cost
model was initiated to provide an indicative guide for producing actual cost comparisons in the
future.
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6.43 The recommendation of the Group 5 Options Committee that the
first-ranked tenderer be selected as preferred tenderer was endorsed
on 25 March 1999. Based on final contracted pricing, the reported pre-
competitive neutrality savings were slightly improved to $2.4 million
(NPV $1.3 million) or about 2 percent of the total Group baseline. A
written briefing confirming the outcome of final contract negotiations
with the preferred tenderer was not provided to the Minister for Finance
and Administration prior to the execution of the Services Agreement.

6.44  Selection of the successful tenderer was contingent upon the board
of the majority member of the joint venture forming the company agreeing
to become a party to the contract, and to be jointly and severally liable
for the delivery of the services.'* The Group 5 Services Agreement
required the successful tenderer to provide, on or before 31 May 1999, a
deed of performance executed by it and its majority joint venture parent
company. Execution of the Deed of Performance was finalised by the
Commonwealth parties on 6 July 1999, 36 days after the required date
and 6 days after the commencement of the Services Agreement. In August
1999, the Group 5 Contract Management Office (Group 5 CMO) advised
the ANAO that the Deed of Performance was the main form of protection
for the Group in the event of a substantial failure by the ESP. The Group 5
CMO advised that the Group believed that the Deed offered good
protection to the Group in such situations and had concluded that an
unconditional financial undertaking was not required from the ESP at
this time.

¥ The successful tenderer is a relatively new joint venture company capitalised at $2000. At the
time of selection, its three parent shareholders were substantial companies. The tenderer had
advised during the evaluation that it would not be able to provide a parent company performance
guarantee. As a new company, it did not provide financial details with the exception of projected
earnings. In those circumstances, the Corporate Evaluation Team had determined that the
successful tenderer should be required to provide a financial undertaking. Although the cost of
this undertaking for the first year was estimated at $240,000, this amount was not considered in
the business case analysis. The Group 5 Steering Committee considered the risk associated
with the non-availability of a Parent Guarantee to be acceptable in the circumstances. OASITO
advised the Minister for Finance and Administration that it viewed this risk with concern and had
raised the issue with the senior joint venture partner. At the time of selection of Preferred Tenderer,
OASITO reported that the joint venture partner had agreed, subject to Board approval, to become
a party to the contract and be jointly and severally liable with the ESP for delivery of services.
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6.45 Finding: In the Group 5 tender, it was not until seven months
after the tenders closed that potential savings for the Group were
identified. The successful tenderer was assessed as offering savings over
the five year term of $0.96 million or about one percent of the total Group
cost baseline (NPV $0.17 million). Notional savings after the application
of CN adjustments, as calculated by OASITO, were $8.3 million or about
8 percent (NPV $6 million). Based on final contracted pricing, the reported
pre-CN savings were slightly improved to $2.4 million or about 2 percent
(NPV $1.3 million). A written briefing confirming the outcome of final
contract negotiations with the preferred tenderer was not provided to
the Minister for Finance and Administration prior to the execution of the
Services Agreement.

Whole-of-Government telecommunications
requirements

6.46  Asignificant part of the value of services offered under the tenders
reviewed related to telecommunications costs, including carriage services.
Voice telecommunications services were incorporated into the IT
outsourcing tender process by agencies on an optional basis. In the 1996-97
Budget context, the Government required all Commonwealth departments
and budget-dependent agencies to use mandated whole-of-Government
arrangements for telecommunications carriage services.

6.47 Under the whole-of-Government telecommunications
arrangements (WOGTA), telecommunications carriers and carriage service
providers are required to negotiate whole-of-Government Head
Agreements with the Commonwealth. Those Agreements provide a
purchasing framework in which the Commonwealth is recognised as a
single purchaser of telecommunications services, such that pricing
provided by a carrier or carriage service provider to one agency is to be
available to other agencies. This is intended to enable individual agencies
to access pricing benefits arising from the purchasing power of the total
Commonwealth demand for such services. Commonwealth agencies are
required to procure telecommunications services in accordance WOGTA.

6.48  The Office for Government Online (OGO) is responsible for whole-
of-Government telecommunications policy and for the negotiation of
Head Agreements with carriers and carriage service providers. Each Head
Agreement includes reporting requirements under which the firm is
required to provide OGO with details of its pricing with Commonwealth
agency customers. This enables OGO to negotiate whole-of-Government
rates with carriers and carriage service providers, and to provide advice
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to agencies regarding the competitiveness of offered pricing. The
telecommunications services provided under the IT Initiative are required
to be supplied in accordance with the whole-of-Government
telecommunications policy.

6.49  The savings obtained from group tendering under the IT Initiative
have outstripped those previously obtained by individual agencies
through whole-of-Government telecommunications pricing. The
aggregated tendering processes undertaken in the context of the IT
Initiative have produced significant pricing improvements over existing
agency costs. However, there has been some diminution in the capacity
of the Commonwealth to obtain those pricing improvements over all
agencies as envisaged under WOGTA. Tenderers are required to agree
that tendered pricing will be made available to agencies with similar
needs to those included in a particular tender. Careful management will
be required to ensure that this ‘picket fencing” does not result in short-
term gains for specific agencies, but a reduction in overall long-term value
to the Commonwealth.

6.50 Another aspect of the interaction between WOGTA and the
outsourcing of IT infrastructure that will require careful management to
ensure the two initiatives remain consistent and complementary is the
nature of the arrangements entered into for the provision of
telecommunications services by the ESP in the context of a comprehensive
IT&T outsourcing agreement.

6.51 Under the ATO Agreement, the ESP provides telecommunications
services to the ATO under the Services Agreement, rather than procuring
them as the Commonwealth’s agent under a separate whole-of-
Government agreement. The ATO RFT required that, where such
arrangements were proposed, the successful tenderer (or its
telecommunications subcontractor) would be required to enter into a
separate Head Agreement with OGIT (now OGO) making the tendered
offering available to Commonwealth agencies with similar needs. This
was to give effect to the WOGTA. The RFT also stipulated that the Head
Agreement, with associated pricing schedules and reporting requirements,
must be finalised and executed before the Services Agreement was signed
unless prior agreement was reached with OGO. Agreement on the ATO
telecommunications arrangement was not reached with OGO prior to
the ATO Services Agreement being executed.

6.52 The ATO ESP did not have a whole-of-Government Head
Agreement with OGO and, under the ATO Agreement, is not required
to enter into one. The ESP’s subcontractor for telecommunications carriage
services does have an existing Head Agreement. However, although the
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services are for the ultimate use of the ATO, it appears that it is the ESP
that is the identified customer of the account of services provided by the
subcontractor. Under the arrangement negotiated by the ATO and
OASITO, the ESP procures carriage services in its own name under its
own contract with the carriage services provider, and bills those services
to the ATO as part of a total ‘bundled” service package.

6.53 As the ESP is not a Commonwealth agency customer of the
subcontractor for the purposes of the Head Agreement, it is unclear
whether the Commonwealth has any standing to require the
subcontractor to provide it with information about the pricing of those
services to support analysis of whole-of-Government pricing. It is also
not clear that the pricing negotiated by the ESP is required to be passed
onto other Commonwealth agencies where appropriate,'*® or how this
arrangement may affect the capacity of the ATO to access whole-of-
Government rates for telecommunications services required during the
term.

6.54  Another potential impact of such arrangements is that the relevant
services are effectively removed from the pool of service volume on which
the pricing discounts available to agencies under whole-of-Government
rates are based. This may result in a dilution of the benefits the
Commonwealth was seeking to obtain through WOGTA.

6.55 As telecommunications requirements and services evolve,
outsourced providers of IT services are increasingly providing
applications and value-added, bundled or managed services that include
a telecommunications carriage component. In that scenario, the ESP may
be considered a carriage service provider for the purposes of WOGTA.
The provision of such services is likely to increase over the course of
long-term IT&T outsourcing arrangements as new requirements are
identified.

6.56 However, where the ESP does not have a Head Agreement with
the Commonwealth in its own right, the telecommunications component
may not be procured and reported under WOGTA. As a result, the
transparency of the pricing underlying those bundled or managed services
to the Commonwealth may be diminished. This would, in turn, diminish
the capacity of OGO to ensure pricing offered to agencies is competitive
with whole-of-Government rates.

¥ Where the ESP has a Head Agreement, or the ESP operate as the agent of the Commonwealth
in procuring the services, and the account is in the name of the Commonwealth, the pricing
provided to the relevant agencies can become the new whole-of-government price for access
by other agencies where it is better than prevailing rates. OGO advised ANAO that, in renegotiating
the Head Agreement with the subcontractor, it is seeking to clarify that the reporting requirements
apply in situations in which a Commonwealth agency is the ultimate customer for the services.
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6.57 ANAO considers that it would be of benefit to the Commonwealth
for future IT outsourcing agreements to require that relevant services be
provided to agencies in accordance with WOGTA, including that services
must be procured under a whole-of-Government Head Agreement
supported by reporting arrangements. Where appropriate, this may
include a requirement that the ESP negotiate a Head Agreement with
OGO where it acts as a telecommunications carriage service provider.
This will assist in ensuring that the operation of IT outsourcing agreements
is, and remains, consistent with the objectives of the whole-of-
Government arrangements for telecommunications.

Telecommunications carriage savings

6.58 Projecting telecommunications carriage costs over a five year
period is difficult given that the market for those services is undergoing
significant change as to both services provided and pricing structures. In
each of the Cluster 3, ATO and Group 5 RFTs, the Commonwealth
recognised the need to be able to take advantage of emerging competition
and the rapid pace of change in the telecommunications market. The initial
term proposed for telecommunications carriage services was considerably
shorter than the initial five year term proposed for the overall Agreement.
Tenderers were asked to propose pricing for those shorter terms, and
pricing options for the remaining term of the IT services Agreement.

6.59  Tender evaluations are normally conducted for the period of the
initial contractual commitment under consideration as this is the period
that provides greatest certainty in regard to projected financial outcomes.
In the Cluster 3 evaluation, the comparative savings offered by tenderers’
bids over the projected agency baseline costs were evaluated for the
initial two and three year contractual terms identified for data and voice
services respectively. However, in the ATO and Group 5 tenders, agency
baselines included five-year projections of telecommunications carriage
costs. These essentially consisted of straight-line extrapolations of
historical expenditure.'*® Tenderers were required to tender prices for
carriage services for two years, and to provide options exercisable by
the Commonwealth for the remaining years of the term.

¥ For three of the four relevant agencies in Group 5, the projected telecommunications carriage
costs over the five years to 2003-04 was a straight-line extrapolation of costs identified in the cost
model for 1997-98. The fourth agency, DoCITA, incorporated a growth factor in its forward
projections. The ATO cost model also shows a straight-line extrapolation of telecommunications
carriage costs from 1997-98 to 2003-04.
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6.60  Savings were identified in the ATO and Group 5 tenders against
telecommunications carriage costs over a five year period, with the second-
year pricing offered by each tenderer extrapolated to the remaining three
years for tender evaluation purposes. OASITO advised ANAO that the
reporting assumption was changed after the Cluster 3 tender as it was
concluded that failure to include a five-year view of telecommunications
benefits of group outsourcing would understate the benefits of the
outsourcing program and fail to reflect the full five year cost of the in-
scope IT services.'”

6.61 ANAO notes that the overall evaluation for each tender was
conducted for a five-year period, being the initial term of the Agreement,
rather than for the additional period for which extension options are
exercisable by the Commonwealth. Under the ATO Agreement, the
contractual term for telecommunications carriage services is two years,
with options for seven one-yearly extensions. In the case of Group 5, the
successful tenderer is contracted to deliver telecommunications carriage
services for five years, but the carriage pricing is for an initial two year
term. The Agreement sets out a process under which the prime contractor
is to undertake market testing of those services every two years. Under
both Agreements, the Commonwealth has the option of continuing with
the initial pricing for the remainder of the five-year term, but has
recognised that shorter decision time-frames are appropriate in the current
telecommunications environment.

6.62  The assumption employed in the ATO and Group 5 tenders was
that the proportional, comparative savings offered by each tenderer over
the agency baseline in year two of the Agreement would remain constant
for a further three years. Given the significant uncertainty attaching to a
five-year projection of agency telecommunications carriage costs in the
current market, a more conservative approach to the identification of
savings arising from those services may have been appropriate. Such an
approach could, at a minimum, involve providing the decision-maker
with cost savings estimates based on both the five-year and two-year
view for telecommunications carriage services or, as in the Cluster 3
tender, reporting savings for the term of the Commonwealth’s initial
contractual commitment.

4“7 ANAO notes that ATO is a single agency group.
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6.63  Finding: The savings obtained from group tendering under the
IT Initiative have outstripped those previously obtained by individual
agencies through whole-of-Government telecommunications pricing. The
specific tendering processes undertaken in the context of the IT Initiative
have produced significant pricing improvements over existing agency
costs. However, there has been some diminution in the capacity of the
Commonwealth to obtain those pricing improvements over all agencies
as envisaged under the whole-of-Government telecommunications
arrangements (WOGTA).

6.64 ANAO considers that it would be of benefit to the Commonwealth
for future IT outsourcing agreements to require that relevant services be
provided to agencies in accordance with WOGTA, including that services
must be procured under a whole-of-Government Head Agreement
supported by appropriate reporting arrangements. Where appropriate,
this may include a requirement that the ESP negotiate a Head Agreement
with OGO where it acts as a telecommunications carriage service provider.
This will assist in ensuring that the operation of IT outsourcing agreements
is, and remains, consistent with the objectives of the WOGTA. Given the
significant uncertainty attaching to a five-year projection of agency
telecommunications carriage costs in the current market, a more
conservative approach to the identification of savings arising from those
services to that taken in the ATO and Group 5 tenders may have been
appropriate.

Recommendation No. 11

6.65 ANAO recommends that relevant agencies ensure that future IT
outsourcing agreements complement the Government’s whole-of-
Government telecommunication policy by stipulating a requirement that:

a) relevant services be provided to agencies in accordance with whole-
of-Government telecommunications arrangements, including that
services must be procured under a whole-of-Government Head
Agreement supported by appropriate reporting arrangements; and

b) all telecommunications services be procured in the name of the
Commonwealth unless otherwise agreed in writing by the Office for
Government Online.

6.66  Agencies responded to the recommendation as follows:
* DOFA whole-of-government response:

— Part (a): Agree. Whole of Government telecommunications
requirements are defined by Office for Government Online (OGO)
in consultation with OASITO. OGO reviews each RFT for IT&T
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services prior to release to ensure consistency with whole-of-
Government telecommunications requirements. ANAOQO’s
recommendation will be implemented to the extent it is consistent
with whole-of-government requirements as advised by OGO.

Part (b): Agree with qualification. The current tendering rules
permit tenderers to propose telecommunications services under two
alternative models, consistent with whole-of-Government
telecommunications requirements as advised by OGO.
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7. Agency Cost Savings
Evaluation

This paper discusses the evaluation of the cost savings offered by tenderers in the
Cluster 3, ATO and Group 5 tenders over the projected agency cost baselines.

Analytical framework

7.1 In each of the tenders reviewed the evaluation criteria set out in
the respective RFT provided that the financial evaluation would play a
central role in determining the outcome of the tender. It would provide
the relevant Ministers with the information necessary to determine
whether the identified precondition for the awarding of a contract of
substantial cost savings had been achieved and, if so, which tenderer
offered the best financial outcome.

7.2 In the absence of in-house bids, the role of the financial evaluation
was to provide the decision-maker with the information necessary to
determine whether the relevant agencies would obtain financial benefit
from making the change to outsourcing their IT infrastructure, as opposed
to continuing with internal service delivery. Therefore, the change to
outsourcing represented the ‘change case’. Where that ‘change case’ did
not satisfy specified preconditions, the RFTs in the tenders reviewed
provided that an outsourcing contract would not be awarded.

7.3 The first order issue for the Commonwealth was the establishment
of the initial base case. That involves the quantification of the incremental
costs that will be affected in the five-year period of the evaluation if the
Commonwealth proceeds to outsource the IT services under a long-term
contract, compared to continuing with agency in-house provision.
OASITO advised ANAO that it had adopted a financial evaluation
methodology which assessed the expected financial effect of outsourcing
on an agency cash flow basis. OASITO further advised that the model
used was not a wider economic model and therefore does not attempt to
capture the broader economic benefits of outsourcing to the
Commonwealth.

7.4 The Cluster 3, DEETYA/EN, ATO and Group 5 tender evaluations
adopted a financial evaluation approach in which the estimated annual
cash costs of continuing agency provision of the relevant services (being
operating costs, labour costs and capital outlays for upgrades or refresh
of capital equipment) were compared with the projected annual cash costs
of an alternative system of delivery by a private sector provider over a
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five year period (being transitional costs and service charges for
equipment and services provided). As noted, OASITO advised that NPV
analysis was only applied to those cash costs to test the sensitivity as to
whether tenderers” rankings change in NPV terms using different
discount rates.

7.5 ANAQO'’s analysis of the financial evaluation methodology applied
in the tenders reviewed, and of the implications of adjustments identified
in the audit, is based on the quantified financial information determined
in the respective evaluation processes. The analysis presents both the
cash (or nominal) savings and NPV savings (the latter brings nominal
savings back to a common measurement point allowing for the five year
period of analysis).

7.6 In each tender, the financial evaluation was undertaken in two
parts. The first involved comparing the prices bid by tenderers to the
cost baseline established for each agency. This part of the evaluation was
the focus of the majority of the effort and resources committed to the
financial evaluations. The outcome was the identification of the direct
financial savings expected to be realised by each agency and the group
as a whole through outsourcing the tendered services (compared to
continued internal delivery), together with an assessment of the
acceptability of tenderers’ pricing proposals.'*

7.7 After the savings in agency cash outlays attributable to each
tenderer had been calculated, notional competitive neutrality (CN)
adjustments were added to the agency cost baselines. The final evaluation
reports prepared in respect of each tender then identified projected
financial savings, as well as notional post-CN savings. The savings after
the adjustment for the application of CN are notional in that they provide
a measure of the savings if resource allocation distortions arising out of
public ownership were eliminated.'” ANAO’s analysis of the financial
evaluations undertaken in each tender reviewed considers firstly the
methodology employed in determining the direct financial savings
projected to be realised by the relevant agencies through the change to
outsourcing. The methodology used in calculating the notional CN
adjustments to agency costs in each tender is then considered in the
second part of this chapter.

¥ In terms of the extent to which they would provide continued market competitiveness, flexibility,
predictability and access to gain sharing over the term.

W  ANAO was unable to verify the accuracy of the CN adjustments calculated for each of the
tenders reviewed due to the absence of complete working papers supporting the calculation of
those adjustments.
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7.8 ANAO notes that the financial evaluation methodology adopted
in the Cluster 3, ATO and Group 5 tender evaluations did not capture all
of the relevant costs. In particular, the methodology applied did not
appropriately recognise end-of-period agency assets, and the costs arising
from the Commonwealth’s obligations in respect to the assets expected
to be used by tenderers in delivering the services.

Agency end-of-period asset values

7.9 In each tender the direct financial savings expected to be realised
by agencies through outsourcing were identified by comparing projected
annual agency cash costs over the five year evaluation period with the
estimated annual cash flows associated with the each tenderers’ bid.
However, the agency and tenderer cash flows were constructed on two
quite distinct bases. A significant component of the costs associated with
the business-as-usual case of continued in-house delivery related to the
periodic acquisition of new or replacement capital equipment.'™ By their
nature, those acquisitions were represented in agency baseline costs by
relatively large, sporadic cash outlays. In contrast, tenderers’ pricing
proposals were based upon constant, lease-based payments for the use
by agencies of equipment supplied by the tenderer.

710 Therefore, the cash flows being compared reflected the
procurement of assets with unequal lives.'™ The residual value of agencies’
assets at the end of the five years represented future service potential
that lay outside the timeframe of the OASITO evaluation analysis, but
which was accrued through the cash flows included in the evaluation.
OASITO’s financial evaluation took account of projected annual cash
inflows and outflows, with the result that the cost of asset purchases by
agencies was charged in its entirety in the year in which it was projected
to be paid. No financial adjustment was made in OASITO’s analysis for
the value of agency assets remaining at the end of the evaluation period.

%0 Expenditure on capital purchase accounted for 15 percent of Cluster 3 baseline costs over
five years, 18 percent for ATO and 35 percent for Group 5.

B In some cases, agencies also proposed to procure equipment during the evaluation period
through leasing. In those cases, the financial evaluation appropriately incorporated a direct
comparison between lease costs in the two sets of cash flows. However, leased equipment is not
reflected in agencies’ projected asset values at the end of the evaluation period, and therefore is
not relevant to the analysis undertaken by ANAO regarding the treatment of agency end-of-
period assets in the financial evaluation.
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711 In order to capture the true financial value of entering into an
outsourcing arrangement in a financial evaluation covering a number of
years, the normal approach is to apply DCF analysis using NPV. For each
available option, the cash flows expected during the evaluation period,
and the residual asset values that provide service potential after the end
of the evaluation period, are discounted to a present value. In such
analysis, the future stream of benefits associated with terminal assets
will normally be valued at fair market value (FMV)'? or at deprival
value's, as opposed to accounting values such as net book value (NBV)."*
The various options available are then compared to identify the option
with the highest NPV. This provides a sound basis for decision-making
by adjusting the period-based analysis for the unequal cash flows and
asset lives in the options under consideration.

712 For example, where the agency cost baseline includes an
expectation that the agency will spend say, $9 million, in the final year of
the evaluation period to purchase assets with a three-year economic life,
the agency cost baseline would be inappropriately inflated as against the
tenderers’ lease prices (as illustrated in Figure 7.1), unless the two years
of service potential yet to be derived from those assets at the end of the
evaluation period was incorporated in the financial evaluation in the form
of residual value.

2 ‘Fair Value' is defined in Statement of Accounting Standard AAS21 Accounting for the Acquisition
of Assets (including Business Entities) as the amount for which an asset could be exchanged
between a knowledgeable, willing buyer and a knowledgeable, willing seller in an arm’s length
transaction.

38 Rather than focusing on market price, the deprival method values assets in terms of the services
or benefits they provide. In short, if an agency were deprived of an asset, what would be the value
of the service or benefits the agency gives up as a result? If an agency would replace the asset
if deprived of it, the asset's value is the cost of replacing the service or benefit, using current day
prices and technology. If the agency would not replace the asset, it is valued at market selling
price.

> Net book value equals historical cost less accumulated depreciation.
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Figure 7.1
lllustration of overstatement of realisable savings where future service
potential of agency assets not recognised in evaluation period

Evaluation period | Cash outlays for
cash outlays asset use beyond
evaluation period
Yr5 Yré Yr7
Cost of equipment with 3 year useful life $9m
Agency equipment purchase $m $0m $om
(cash outlays in business-as-usual costs)
Agency equipment lease $3m $3m $3m
(cash outlays to ESP under outsourcing)
OASITO reported savings from outsourcing $6m na na
Note 1: Financing costs for equipment leasing excluded for illustration purposes

Source: ANAO analysis

7.13  The financial evaluation approach adopted in the Cluster 3, ATO
and Group 5 tenders was not in accordance with normal commercial
practice as the end-of-period value of agency assets under the business-
as-usual case was not included in the evaluation. The OASITO Guidelines
on Financial Evaluation issued in respect of each tender did not include
provision for recognition in the evaluation of the residual value of agency
assets that had future service potential at the end of the evaluation
period.’ Consequently, the direct cost savings from outsourcing
achievable by agencies, in comparison to retaining the existing internal
delivery of the services, were overstated and the true financial value to
the Commonwealth of entering into the outsourcing arrangement was
not revealed by the financial evaluation undertaken.

7.14  ANAO analysed the change to the direct agency savings reported
in the Cluster 3, ATO and Group 5 financial evaluations that would have
accrued from attributing an estimate of FMV to the agency assets expected
to be held at the end of the evaluation period. In view of the high degree
of obsolescence attributable to IT assets, ANAO’s analysis was based on
the assumption that fair market values would only represent half of NBV.
Including an estimate of FMV of end-of-period agency assets on that
basis in the direct agency savings reported at the time of selection of
preferred tenderer results in:

* a 6 percent reduction in reported direct agency savings for Cluster 3

% OASITO advised ANAO that the evaluation of potential savings in the 1997 OGIT/DOF Evaluation
included no end-of-term adjustments for asset values. OASITO also advised that all of the IT
outsourcing evaluations conducted outside of the IT Initiative process had excluded end of term
asset values from the financial evaluation.
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from $62.03 million (NPV $49.94 million) to $58.2 million (NPV
$47.27 million); and

* a 31 percent reduction in the reported direct savings to the ATO from
$60.44 million®™® (NPV $47.1 million) to $41.68 million (NPV
$34.33 million).

7.15 In the case of Group 5 agencies, including the estimated FMV of
end-of-period agency assets results in the project yielding a negative
value of $4.53 million (negative NPV $3.57 million) at the preferred
tenderer stage, representing a cost to the Group agencies from outsourcing
rather than a saving. There was a small improvement in pricing for Group
5 between the selection of preferred tenderer and the final contract, which
results in a reduced negative value of $3.1 million
(negative NPV $2.41 million) after application of the end-of-period asset
adjustment.

716  Finding: The true financial value to the Commonwealth of
entering into the outsourcing arrangement was not revealed by the cash
financial evaluations undertaken in the tenders reviewed in this audit.
The OASITO Guidelines on Financial Evaluation issued in respect of each
tender did not include provision for recognition in the evaluation of the
residual value of agency assets at the end of the evaluation period.
Consequently, the direct financial savings from outsourcing achievable
by agencies, in comparison to retaining the existing internal delivery of
the services, were overstated. In the case of Group 5 agencies, including
an estimate of FMV of end-of-period agency assets at 50 percent of NBV
results in the project yielding a negative value of $4.53 million (negative
NPV $3.57 million) at the preferred tenderer stage, representing a cost
to the Group agencies rather than a saving. There was a small improvement
in pricing for Group 5 between the selection of preferred tenderer and
final contract, which results in a reduced negative value of $3.1 million
(negative NPV $2.41 million) after application of the end-of-period asset
adjustment. Inclusion of the FMV of end-of-period agency assets for the
ATO tender results in reported agency savings being reduced by about
one-third, while on the Cluster 3 tender the adjustment was marginal.

% As noted in Chapter 6, the direct cost savings to the ATO reported in the financial evaluation were
overstated by $3.91m at preferred tenderer stage, and $3.6m at final contract stage, as the
evaluation did not consider sales tax-related costs included in the pricing tendered by the
successful tenderer for contractual purposes. The effect on the post-CN savings as calculated
by OASITO is neutral.
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Recommendation No. 12

717  ANAO recommends that, in order for the evaluation to identify
the true financial value to the Commonwealth of future IT outsourcing
tenders, relevant agencies include, at a minimum, the estimated fair market
value of agency residual assets that provide service potential beyond the
evaluation period.

7.18  Agencies responded to the recommendation as follows:

* DOFA whole-of-government response: Disagree. The methodology
adopted for the implementation of the IT Outsourcing Initiative does
not include this residual asset value. This methodology is consistent
with independent expert advice obtained by OASITO and applicable
Government policy, although some agencies have noted an alternative
approach.

719 ANAO comment: ANAO considers that this is a methodological
issue associated with determining the financial value to the
Commonwealth of adopting an alternative service delivery method.
Accordingly, the analysis presented to the decision maker should capture
the future service potential available to the Commonwealth from agencies’
assets at the end of the evaluation period. No financial adjustment was
made in OASITO’s analysis for the value of agencies’ assets remaining at
the end of the evaluation period. The implication of this is that the direct
cost savings from outsourcing achievable by agencies were overstated in
the evaluation report presented to the decision maker.

Commonwealth capital risk on ESP assets

7.20  The Cluster 3, ATO and Group 5 Agreements cover the provision
to agencies of a range of IT&T services and associated equipment. Under
each Agreement, the ESP is responsible for providing the IT and
telecommunications infrastructure equipment needed to deliver the
tendered services. Significant parts of that equipment, such as desktop
equipment, are dedicated to the delivery of the services and are leased
to the agencies for their use during the term of the Agreement. In each
case, the Commonwealth has substantially underwritten the ESP’s capital
risk on such equipment.

7.21  Under the Cluster 3 and ATO Agreements, the Commonwealth
bears the capital risk for ESP-owned, dedicated assets that become surplus
to the ESP’s requirements. This may be due to the removal of services
from scope by agencies, or through the termination or expiration of the
Agreement. The Commonwealth has contracted to keep the ESP “‘whole’
in respect of its capital investment in dedicated assets no longer required
in that, where the ESP cannot redeploy the equipment, the Commonwealth
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has agreed to pay the ESP any shortfall between the equipment’s NBV
and the proceeds from its sale. In each case, the agencies have the option
to purchase these assets from the ESP at the end of the term or on
termination at their net book value.

7.22  Similarly, the ESP’s capital risk under the Group 5 Agreement is
underwritten in that, in normal circumstances, the Commonwealth has
agreed to pay the ESP the difference between the wholesale FMV of
items of desktop and local area network (LAN) equipment and the total
of all outstanding lease payments (capital and financing costs) on an item
of equipment where the three-year lease is terminated early, or upon
expiration of the outsourcing Agreement. The Commonwealth’s obligation
in respect of other surplus Group 5 equipment that the ESP cannot
redeploy is to pay the ESP any shortfall between its NBV and the proceeds
of sale received by the ESP. Group 5 agencies also have the option of
buying dedicated assets from the ESP at their NBV, or having assets leased
by the ESP from a third party assigned to them.

Finance leases

7.23  Australian Accounting Standard 17 (AAS 17) defines an operating
lease as a lease under which the lessor effectively retains substantially
all the risks and benefits incident to ownership of the leased asset. Where
substantially all the risks and benefits pass from the lessor to the lessee,
the lease is classified as a finance lease, regardless of whether legal
ownership is eventually transferred or not. An entity that enters into a
finance lease for an asset is required to bring this onto its Balance Sheet
as it is the economic equivalent of borrowing to acquire the asset.
Accordingly, Commonwealth agencies that enter into finance leases are
required to record both the asset and the liability to pay the lease
payments on their Balance Sheet.

7.24  AAS17 provides guidelines to assist in determining whether
substantially all the risks and benefits of ownership have passed to the
lessee or not.”” Ultimately, the classification of a lease depends upon its
economic substance, rather than its form. ANAO analysed the contractual

7 The effective passing of substantially all the risks and benefits of ownership is normally assumed
where the following criteria are satisfied: 1) the lease in non-cancellable; and 2) either one or both
of the following tests is met: (a) The lease term is for 75 percent or more of the economic life of the
asset; or (b) at the beginning of the lease term, the present value of the minimum lease payments
equals or exceeds 90 percent of the fair value of the asset. A non-cancellable lease is defined as
a lease which: (a) can be cancelled only with the permission of the lessor or upon the occurrence
of some remote contingency; or (b) the lessee, upon cancellation, is committed to enter into a
further lease for the same or equivalent asset with the same lessor or a party related to the lessor;
or (c) provides that the lessee, upon cancellation, incurs a penalty of a magnitude expected to
discourage cancellation in normal circumstances.
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arrangements in the Cluster 3, ATO and Group 5 Agreements for
dedicated equipment leased to agencies by the ESP in light of the
guidelines set out in AAS 17. For example, an analysis of the Group 5
leasing arrangements in respect of desktop and LAN equipment is set
out in Figure 7.2. That analysis supports the treatment of the arrangement
as a finance lease. The Cluster 3 and ATO Agreements reflect many of
the same essential characteristics as those identified in the Group 5
Agreement for dedicated equipment provided by the ESP and are
considered to also involve finance leases.!*®

Figure 7.2
Analysis of Group 5 desktop & LAN equipment leasing arrangements

Background

The Group 5 Agreement involves the provision of IT and telecommunications equipment, as well
as a substantial level of services associated with their operation and maintenance. Monthly rental
charges for desktop & LAN equipment alone represent approximately 20 percent of total projected
service charges over five years, and are therefore material in comparison to the value of the
expected payments for the service component.

Test 1 |Is the lease non-cancellable?

Where, for convenience, the Group terminates the Agreement or removes services from scope,
it must pay specified termination charges, together with charges for surplus equipment, software
and third party agreements. Where the lease on an item of desktop/LAN equipment is terminated
before the equipment is due to be refreshed (or where the Agreement expires), and the ESP
cannot redeploy the item within the Group, the Group must pay any shortfall between the total of
outstanding lease payments for the item and its wholesale fair market value. Because the
payments for terminating a desktop lease in normal circumstances are linked to the value of the
remaining lease payments, the Group is effectively guaranteeing any outstanding payments to the
ESP. This indicates that the Agreement is non-cancellable and, as such, this criterion of a finance
lease is met.

Test 2 |s the lease term for 75 percent or more of the economic life of the
leased asset?

The initial term of the Agreement is five years, with an option to extend for another two years. The
Agreement requires the ESP to replace desktop equipment in accordance with a three year
refreshment cycle or as otherwise agreed with the Group, and indicates that the useful life of
desktop and LAN assets is 3 years. On that basis, the lease term for desktop and LAN equipment
would satisfy this criterion of a finance lease.

continued next page

% Finance Circular 1993-14 advised agencies that, although finance leases would normally not
involve a borrowing of money by the lessee from the lessor, it is possible that some leasing
arrangements would involve a borrowing of money as they could involve a notional advance of
money from the lessor to the lessee to enable the particular assets to be purchased. Agencies
were advised to seek legal advice if there is doubt about whether a particular leasing arrangement
would involve a notional loan of money from the lessor to the lessee. Section 37 of the Financial
Management and Accountability Act (1987) provides that an agreement for the borrowing of
money by the Commonwealth is of no effect unless the borrowing is authorised by an Act. For this
purpose, borrowing includes obtaining an advance on overdraft.

158 Implementation of Whole-of-Government Information Technology Infrastructure
Consolidation and Outsourcing Initiative



Agency Cost Savings Evaluation

Test 3 Is the present value of the minimum lease payments equal to or more
than 90 percent of the fair value of the assets at the inception of the lease?

Minimum lease payments include rental payments over the lease term, as well as the amount of
any guaranteed residual value® and bargain purchase option.*® Where there is a guaranteed
residual value or bargain purchase option, the present value of the minimum lease payments will
always equal the fair value of the leased assets at the beginning of the lease. If the Group 5
Agreement expires, the Group removes a platform of services or the lease on item of desktop
equipment is terminated early, the Group is obliged to reimburse the ESP for the difference
between all outstanding lease payments and the wholesale fair market value for equipment it
cannot redeploy within the Group. The Group agencies also have the option to_purchase
equipment at written down book value or take over equipment leases, software licences and other
third party arrangements. As such, this criterion of a finance lease is met.

Test 4 Economic substance

Under the Group 5 Agreement, the ESP appears to bear a number of the risks and benefits of
ownership of the leased assets, including the risks of unsatisfactory performance of the assets
and their destruction, damage or condemnation; and the benefits of ability to derive income from the
assets. Some benefits, such as ability to sell at will and to improve or change appear to be shared
between the ESP and the Group. However, the Agreement provides that the Group will retain
control over all equipment used exclusively for the provision of services, and that the Group
guarantees the total lease payments on each item of desktop/LAN equipment on expiration of the
Agreement or where the equipment becomes surplus to the needs of the Group. On that basis, the
economic substance of the transaction is that the Group bears all the risks associated with the
decline in residual value of the assets below fair market value, idle capacity and obsolescence.
These are the most significant risks of ownership.

ANAO conclusion
The Group 5 Agreement is a finance lease rather than an operating lease.

Source: ANAO analysis of Group 5 Agreement for IT&T Services and Industry Development

7.25  ANAO considers that, in framing RFTs for IT outsourcing tenders,
and in the financial evaluation undertaken, there needs to be a proper
assessment of the financial exposures of the Commonwealth arising from
its contractual obligations in respect to tenderers’ assets used in the
delivery of the services. In the tenders reviewed, OASITO did not obtain
appropriate specialist advice, prior to concluding the contract negotiations
and financial evaluation, in order to determine the economic substance
of the equipment leasing transactions. In the tenders reviewed by ANAO,
the Minister for Finance and Administration was not informed that the
economic substance of the equipment leases entered into with the ESP
represented finance leases.

% Guaranteed residual value means that part of the residual value which is guaranteed by the
lessee or a related party (the guarantee amount being the maximum amount that could, in any
event, become payable). (para 21.1 of AAS 17).

% Bargain purchase option means a provision of a lease which allows the lessee to purchase the
leased asset for a price which, in relation to the likely fair value of the asset at the date the option
becomes exercisable, is low enough to make the exercise of the option appear, at the inception
of the lease, to be reasonably assured (para 21.1 of AAS 17).
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7.26  The implications of this is that the Commonwealth has incurred
the risks of asset ownership (where the intention was that those risks
would be transferred to the successful tenderer), but has not taken account
of those risks in the tender evaluation. A similar issue was discussed by
ANAO in the performance audit report on the DASFLEET sale where
the lease arrangement constituted a financing transaction with the
ownership risks retained by the Commonwealth despite the apparent
asset sale.'

7.27  The August 2000 DOFA whole-of-government response to the
proposed audit report stated that:

DOFA does not agree with the ANAQO'’s contention that the service
agreements contain embedded finance leases. Together with OASITO
and some agencies, DOFA has obtained expert advice on this issue
from a number of leading accounting firms, a law firm and a specialist
leasing firm. All of these advisers have concluded that the service
agreements do not contain embedded finance leases. Based on this
advice, DOFA has advised the agencies that on balance, these service
agreements do not inherently give rise to embedded finance leases. The
Australian Bureau of Statistics has indicated that it will follow this
treatment for Government Finance Statistics purposes.

7.28 ANAO comment: ANAO has undertaken a co-ordinated review
of seven major Commonwealth IT outsourcing agreements in order to
form a view as to the appropriate accounting treatment of the relevant
component parts in each case. Of the seven agreements reviewed, ANAO
has formed the view that three involve operating leases, while the
remaining four involve embedded finance leases on certain equipment
(including the three Agreements considered in this audit). DOFA’s views
on the classification of the IT&T Agreements as service agreements that
do not inherently give rise to embedded finance leases is not in
accordance with ANAQO’s assessment of the economic substance of a
number of the transactions (for example, see Figure 7.2 in respect to
Group 5). In all cases, materiality considerations were also applied to
determine whether the lease component should be accounted for
separately in the relevant agencies’ financial statements for 1999-2000.
Nevertheless, ANAO would encourage the agencies involved in the four
Agreements referred to above to have those leases identified as finance
leases in next year’s financial statements.

7.29 The relevant accounting standard states that the passing of
substantially all the risks and benefits incident to ownership from a lessor

%L Finance and operating leases in the context of tender evaluations are discussed further in Audit
Report No. 25 1998-99 DASFLEET Sale, pp49-54.
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to a lessee is normally presumed where both the following criteria are
satisfied: the lease is non-cancellable; and either one or both of the
following presumptive tests are met—the lease term is for 75 percent or
more of the remaining economic life of the asset; or the present value at
the beginning of the lease term of the minimum lease payments equals or
exceeds 90 percent of the fair value of the leased asset at the inception of
the lease. ANAO’s view is that the relevant leases are non-cancellable
and the presumptive tests are met; and that substantially all the risks
and benefits of ownership have been transferred to the Commonwealth.
While ANAO notes the disagreement based on specialist advice received,
it considers that the arrangements accord with the intent and provisions
of the relevant accounting standard. This is not a discretionary decision.

7.30 Finding: Under each Agreement, the Commonwealth has
substantially underwritten the capital risk associated with dedicated
assets used by the ESP in the delivery of the outsourced services such
that the Commonwealth has contracted to keep the respective ESPs whole
in respect of their capital investment in those assets. In each case, the
agencies have the option to purchase these assets from the ESP at the
end of the term at their net book value. ANAO analysed the contractual
arrangements in the Cluster 3, ATO and Group 5 Agreements for
dedicated equipment leased to agencies by the ESP and concluded that
the economic substance of the transactions are that the Commonwealth
bears the ownership risk. ANAO considers that the leases reviewed in
this audit constitute finance leases rather than operating leases as
proposed by OASITO.

Recommendation No. 13

7.31 ANAO recommends that, in conducting future IT outsourcing
tender evaluations, relevant agencies:

a) identify the risks and benefits relating to ownership of assets that
will be borne by each party under the proposed leasing arrangements
in order to properly identify the economic substance of the
transaction; and

b) inform the decision-maker of the financial implications of the
proposed operating or finance equipment lease arrangements prior
to execution of the final contract.

7.32  Agencies responded to the recommendation as follows:
* DOFA whole-of-government response:

— Part (a): Agree with qualification. Based on expert advice from a
number of accounting firms, a law firm and a specialist leasing
adviser, the Finance and Administration portfolio does not agree
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with ANAQ'’s characterisation of certain equipment components of
the IT service agreements. The Australian Bureau of Statistics has
indicated it will follow this treatment for Government Finance
Statistics purposes. OASITO does not accept that the evaluations
have failed to “properly identify the economic substance of the
transaction”.

— Part (b): Agree with qualification. The evaluation reports will
include an explanation of the accounting treatment and any
associated liabilities. However, based on expert advice the Finance
and Administration portfolio disagrees with ANAO’s
characterisation of certain equipment components of the IT service
agreements.

7.33 ANAO comment: Refer to ANAO comment at paragraphs
7.28-7.29.

Implications for evaluation of agency cost savings

7.34  The OASITO Financial Evaluation Guidelines developed for the
Cluster 3, ATO and Group 5 tenders, as originally issued, included
provision for an adjustment representing the cost to agencies of
purchasing, at NBV, the assets dedicated to delivery of the services back
from the ESP at the end of the Agreement. This was to enable the agencies
to either on-sell to an alternative provider or to bring the services back
in-house, and was treated as an increase in the tenderers’ price for the
purposes of the business case analysis.

7.35 The Cluster 3 evaluation included an adjustment to tenderers’
prices for the estimated NBV of tenderers’ assets at the end of the contract
term. This overstated, for evaluation purposes, the financial cost to the
Commonwealth of outsourcing as it did not appropriately recognise the
FMV of those assets, which should have been offset against the NBV
cost. This adjustment related to an assumption about the scenario that
would apply at the end of the contract. It did not represent recognition
of the costs associated with the Commonwealth’s contractual obligation
in respect of tenderers’ assets, or of the nature of the leases under which
the equipment was provided to agencies.

7.36 In February 1999, OASITO concluded that, based on the
clarification of Government policy in the Prime Minister’s December 1998
letter, an assumed buy-back of tenderers’ assets as part of the financial
evaluation was not appropriate and that those amounts would be excluded
from the savings analysis in current and future tenders. The reason
identified for this position was principally that the Government had made
a decision to outsource, as clarified in the Prime Minister’s letter, and it
was therefore unlikely the Commonwealth would be re-acquiring the
assets to bring IT service provision back in-house. The expectation was
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that the initial contract would be extended in accordance with the
extension clauses, or, alternatively, replaced by a new outsourcing contract
following a competitive bid process.

7.37  OASITO advised ANAO that the Commonwealth’s obligation in
regard to ESPs’ assets:

...1s a contingent liability which only becomes payable if the assets in
question are repurchased (which implies insourcing) or disposed of
(which is difficult to envision if agencies are to continue in operation).
OASITO’s view, consistent with Government policy, is that
outsourcing will continue indefinitely, either by means of a contract
extension (in which case the contingent liability will not be crystallised)
or by replacement of another vendor (in which case the assets will be
transferred to the incoming vendor at book value and no liability will
crystallise). Consequently, the most appropriate treatment of this issue
is to exclude the contingent liability from the “base” financial
evaluation, and to model the different liability scenarios in the form of
sensitivity analysis.

7.38  ANAO does not agree that the most appropriate treatment is the
exclusion from the evaluation of Commonwealth financial obligations for
tenderers’ end-of-term assets. The Commonwealth exposure arises from
the probable financial costs of technical obsolescence of IT assets and
diminished service potential, which are not borne by the tenderers. The
transfer of tenderers’ capital risk on assets to the Commonwealth under
the finance lease arrangements entered into is reflected in lower lease
pricing than would otherwise have been tendered. This is because
tenderers are able to identify the residual capital value or lease payments
as a Commonwealth termination obligation rather than seeking to recover
the full capital cost of equipment in the evaluation period.

7.39 ANAO considers that, in recognition of this Commonwealth
contractual obligation, the financial evaluation should include, at a
minimum, an estimate of the difference between NBV'®? and FMV of
tenderers’ dedicated assets at the end of the evaluation period as a cost
of outsourcing. This economic cost will generally apply in some form in
the scenarios likely to arise at the end of the five year contract term.'s®

%2 In the case of Group 5, the residual Commonwealth obligation is in respect of the shortfall
between the outstanding lease payments on surplus desktop equipment, and the wholesale FMV
of the equipment. Therefore, this is the difference that should be captured in the evaluation.

18 Scenarios in which the cost would not arise are in the event of the FMV of the assets being equal
to or greater than the NBV at the end of the period, which is extremely unlikely given the high rate
of obsolescence of IT equipment; or where the ESP redeploys the equipment elsewhere in its
business, which is unlikely for large volumes of equipment. In all other potential scenarios, the
Commonwealth will bear the cost of technical obsolescence and loss of service potential on the
ESP’s assets on hand at the end of the initial contract term, either in the form of an opportunity
cost (as in the business-as-usual case) or as a direct financial cost.
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Omitting this adjustment distorts the evaluation as the Commonwealth’s
financial exposures under the outsourcing option are not fully captured
in the financial evaluation report.

7.40 In analysing the effect of this adjustment, ANAO applied the
assumption that FMV represents 50 percent of NBV, as in the analysis
regarding recognition of end-of-period agency assets. ANAQO’s analysis
indicates that including an estimate of the Commonwealth’s contractual
obligations in respect to tenderers’ end-of-period assets reduces the direct
agency financial savings projected at the selection of preferred tenderer
for the ATO tender by about one-fifth. In the Cluster 3 tender, the direct
agency financial savings would increase by 4 percent over those reported
due to the overstatement of the obligation under the methodology applied
in that tender.

7.41  In the Group 5 tender, including the Commonwealth’s estimated
contractual obligation in respect of the successful tenderer’s end-of-
period assets reduces direct agency savings at the preferred tenderer
stage by a further $2.62 million (NPV $1.78 million).'* This is nearly three
times the direct savings reported at this stage of $0.96 million. This impact
is reduced at the final contract stage, representing a 110 percent decrease
in savings for Group 5 agencies.

7.42  Finding: The transfer of tenderers’ capital risk on assets to the
Commonwealth under the finance leasing arrangements entered into is
reflected in lower lease pricing than would otherwise have been tendered.
This is because tenderers are able to identify the residual capital value
or lease payments as a Commonwealth termination obligation rather than
seeking to recover the full capital cost of equipment in the evaluation
period. In recognition of this Commonwealth contractual obligation, the
financial evaluation should include, at a minimum, an estimate of the
difference between NBV (or total lease payments where appropriate)
and FMV of tenderers’ dedicated assets at the end of the evaluation
period as a cost of outsourcing. The Commonwealth exposure arises from
the probable financial costs of technical obsolescence of IT assets and
diminished service potential, which are not borne by the tenderers. This
economic cost will generally apply in some form in the scenarios likely
to arise at the end of the five year contract term. Omitting this adjustment
distorts the evaluation as the Commonwealth’s exposures under the
outsourcing option are not fully captured in the financial evaluation
report.

1 Calculated as (NBV-FMV) + Residual Outstanding Lease Payments. Residual Outstanding Lease
Payments calculated as Outstanding Lease Payments at end of Year 5-NBV.
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7.43 ANAO’s analysis indicates that including an estimate of the
Commonwealth’s contractual obligations in respect to tenderers’ end-
of-period assets reduces the direct agency financial savings projected in
the ATO tender at the selection of preferred tenderer by about one-fifth.
In the Cluster 3 tender, the direct agency financial savings would increase
by 4 percent over those reported due to the overstatement of the
obligation under the methodology applied in that tender. For Group 5,
including the Commonwealth’s estimated contractual obligation in respect
of the successful tenderer’s end-of-period assets reduces direct agency
savings at the preferred tenderer stage by a further $2.62 million
(NPV $1.78 million). This is nearly three times the direct savings reported
at this stage of $0.96 million. This impact is reduced at the final contract
stage, representing a 110 percent decrease in savings for Group 5 agencies.

Recommendation No. 14

7.44 ANAO recommends that, for future IT outsourcing tenders,
relevant agencies properly account in the financial evaluation for any
residual end-of-period Commonwealth obligations arising from
underwriting tenderers’ asset risk associated with the outsourced
services.

7.45 Agencies responded to the recommendation as follows:

* DOFA whole-of-government response: Disagree. The base financial
evaluation should not include a contingent liability in relation to
dedicated end of term assets. Any contingent liabilities will be disclosed
in the evaluation reports in the form of scenario sensitivity analysis.
This treatment is consistent with expert advice obtained by OASITO
and consistent with Government policy on IT outsourcing.

746 ANAO comment: ANAO does not consider that the most
appropriate treatment is the exclusion from the base financial evaluation
of Commonwealth financial obligations for tenderers” end-of-term assets.
The Commonwealth contractually bears the cost of technical obsolescence
and the loss of service potential on the external service provider’s assets
on hand at the end of the initial contract term, either in the form of an
opportunity cost or as a direct financial cost. Omitting this adjustment
distorts the evaluation as the Commonwealth’s financial exposures under
the outsourcing option are not fully captured in the financial evaluation
report (refer discussion at paragraphs 7.38-7.39).
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Implications for financial evaluation outcomes

7.47  The evaluation adjustments identified by ANAO in respect to end-
of-period agency and tenderer assets result in significant reductions to
the estimated direct agency financial savings from outsourcing projected
in the ATO and Group 5 tenders (see Figure 7.3). Of the two adjustments
identified, inclusion of the estimated end-of-period FMV of agency assets
had the largest impact on the cost savings projected under the evaluation
methodology applied in the Cluster 3, ATO and Group 5 tenders. At the
preferred tenderer stage, this adjustment accounted for 59 percent of
the aggregated reduction in agency cost savings for ATO, and 68 percent
for Group 5.

Figure 7.3
Estimated adjustments to agency financial savings for end-of-period assets
Cluster 3 ATO ? Group 5
Savings Savings Savings
Nominal  NPV*  Nominal NPV*  Nomina NPV
$m $m $m $m $m $m
Tender Evaluation Financial Savings 62.03 49.94 60.44° 47.10° 0.96 0.17
at Selection of Preferred Tenderer
(A)

ANAO estimated end-of-period asset adjustments:

« Estimated FMV of agency end-of-period (383) (267) (18.76) (12.77) (549) (3.74)

assets*

« Estimated cost of net Commonwealth 260 179 (1285 (8.75) (262¢° (1.78°

obligation for end-of-period ESP assets®

Revised estimated financial savings 60.80 49.06 28.83 25.58 (7.15) (5.35)

at selection of preferred tenderer

(B)

Variance due to end-of-period asset (123) (0.88) (31.61) (21.52) (8.11) (552

adjustments (C = (A-B))

Revised savings as % of agency 278% 276% 51% 56% (7.3%) (6.8%)

baseline costs

Tender Evaluation Financial Savings 63.15 50.91 62.45° 48.76° 2.40 1.33

Adjusted for Final Contract Pricing

Less: Variance due to end-of-period asset (123) (0.88) (3161 (2152) (811) (552

adjustments (see C above)

Revised estimated financial savings 61.92 50.03 30.84 27.24 (5.71) (4.19)

at final contract

Note 1: NPV calculated at a discount rate of 8 percent.

Note 2: Direct financial savings to the ATO reported in the tender evaluation of $60.44m (NPV
$47.1m) excluded the effect of telecommunications costs of $20.97m (NPV $16.82m)
arising under the final contract with the successful tenderer. These were additional costs
incurred by virtue of the ATO electing to have the ESP fully manage the delivery of
telecommunications services, an additional service not envisaged in the original compliant
tender bid. continued next page
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Note 3: Direct financial savings to the ATO identified in the tender evaluation were overstated by
$3.91m ($3.6m at final contract stage) due to the incorrect exclusion of sales tax included
in the pricing offered for contractual purposes by the successful tenderer. Although neutral
from a Commonwealth perspective after the application of competitive neutrality, those
costs reduce the direct financial savings realisable by the ATO from those reported in the
financial evaluation.

Note 4: FMV of agency assets calculated at 50 percent of NBV. A FMV at a higher percentage of
NBV would reduce the size of the savings attributable to outsourcing, while a FMV at lower
percentage of NBV would increase savings.

Note 5: FMV of vendor assets calculated at 50 percent of NBV. FMV at a higher percentage of NBV
increases the size of the savings attributable to outsourcing, while a FMV at a lower
percentage of NBV would decrease the savings from outsourcing.

Note 6: Calculated as (NBV-FMV) + Residual Outstanding Lease Payments. Residual Outstanding
Lease Payments calculated as Outstanding Lease Payments at end of Year 5-NBV. This
reflects the estimated disengagement payment identified by the ESP.

Source: ANAO analysis of Cluster 3, ATO and Group 5 savings models and cost models.

7.48 At the preferred tenderer stage, the aggregate end-of-period asset
adjustments identified by ANAO'" reduce the direct cost savings to the
ATO as quantified in the tender evaluation by an estimated $31.61 million
to $28.83 million (NPV $25.58 million), a saving of 5.1 percent of projected
agency business-as-usual expenditure. At the same stage in the Group 5
tender, the aggregate adjustments reduce reported direct agency savings
by an estimated $8.11 million, resulting in a 7.3 percent cost premium of
$7.15 million (negative NPV $5.35 million) to the Group agencies from
outsourcing. At the final contract stage, adjusted direct savings for the
ATO were estimated to be $30.84 million or 5.4 percent
(NPV $27.24 million). At the same stage, the aggregate adjustments result
in an estimated 5.8 percent net cost of $5.71 million (negative
NPV $4.19 million) to the Group 5 agencies from outsourcing rather than
financial savings.

7.49 The Cluster 3 tender evaluation identified significant direct
financial savings to the agencies from outsourcing, amounting to some
$50 million or 28 percent of agency baseline costs. This level of savings
was not materially changed by the application of the end-of-period asset
adjustments outlined in Figure 7.3. As noted, the notional buy-back of
tenderers’ assets in the Cluster 3 financial evaluation related to an
assumption about the scenario that would apply at the end of the contract,
and did not represent recognition of the Commonwealth’s contractual
obligation in respect of tenderers’ assets, or of the future service potential
of agencies’ assets. However, the practical effect was that it provided a
‘de-facto” mechanism for improving the comparability between the

% Comprising an adjustment to take into account the residual value of end-of-period agency assets
and an adjustment to take into account residual end-of-period Commonwealth obligations in
respect of vendor assets.
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purchase of assets in the agency cost baseline and the leasing of assets
from the ESPs. Consequently, the end-of-period asset adjustments
identified in this chapter had a minimal overall effect on the direct agency
cost savings projected in the Cluster 3 tender evaluation.

Change to financial evaluation methodology

7.50  Following discussions with agency evaluation representatives in
the weeks preceding finalisation of the ATO and Group 5 tender
evaluations, OASITO revised the previously advised financial evaluation
methodology for those tenders to exclude the adjustment for end-of-
term purchase of tenderers’ assets. OASITO formally advised the Group
5 Steering Committee three days prior to endorsement of the preferred
tenderer that, after consultation with an accounting firm, it had concluded
that the notional asset purchase at the end of the term was an incorrect
application of the cash analysis view. OASITO advised the ATO Evaluation
Committee in similar terms. The evaluation teams were advised that
OASITO required that the cost of re-purchasing tenderers’ assets be
excluded from the financial evaluation.

7.51  The exclusion of end-of-period assets was raised as an issue with
OASITO by both ATO and Group 5 agency representatives, with the
agency concerns focusing on the ability to validly compare agency capital
acquisition cash flows with the equipment lease costs in tenderers’ cash
flows under the revised methodology.'®® For example, the ATO Financial
Evaluation Report noted that “ATO considers that these costs were included
to provide a normalised costing analysis compared with the business-as-usual
ATO cost baseline. In the baseline costing model the ATO would still retain
ownership of the assets following the end of the evaluation costing period (5 years)’.
Agencies’ arguments were not accepted by OASITO on the basis that it
viewed the end-of-period asset adjustment as only relating to an
assumption about the scenario that would apply at the end of the contract
term (which OASITO viewed as implying re-insourcing'®’), which OASITO
did not consider to be an appropriate assumption in view of Government
policy regarding IT outsourcing (see paragraph 7.35).

% A member of the Group 5 Financial Evaluation Team advised OASITO that: the asset buy back
price needed to be kept in the model if the model, as currently structured, is to validly compare
tenders with business as usual for the Group. Removal of the asset buy back price from the
model would have a significant effect in making outsourcing seem much less costly than it would
really be.

%7 The OASITO Financial Evaluation Guidelines as originally issued for the Cluster 3, ATO and
Group 5 tenders identified that the provision for an adjustment representing the cost to agencies
of purchasing, at net book value, the assets dedicated to delivery of the services back from the
ESP at the end of the agreement also related to enabling the agencies to on-sell to an alternative
provider.
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7.52  The Group 5 Evaluation Committee requested, but did not receive,
a copy of the accounting advice referred to by OASITO.'® In October
1999, OASITO advised ANAO that there was no documentation of its
consultation with any advisers with respect to this matter. OASITO
further advised in March 2000 that the accounting advice had been verbal,
and that it was not considered necessary to obtain written advice at that
point.

7.53 ANAO considers that, given the potentially significant
implications of the exclusion of end-of-period asset values from the
financial evaluation methodology originally advised to agencies, good
administrative practice would have been for OASITO to have obtained
written specialist advice. Providing that advice in a timely manner to the
respective Evaluation Committees responsible for advising the Minister
would have enabled them to form a considered view on the
appropriateness of the change in methodology. Given the potential for
such changes in methodology between and during tenders to affect the
savings identified, ANAO also considers that, in future IT outsourcing
tender evaluations, the reasons for, and effects of, alterations in the
financial evaluation methodology applied should be documented and
made transparent to the decision-maker.

7.54 ANAO considers that the financial evaluation methodology
employed in the ATO and Group 5 tenders could have been materially
improved. The ATO and Group 5 RFTs stipulated that the Commonwealth
would not enter into an outsourcing agreement unless it was satisfied
that the preferred tenderer offered substantial and acceptable cost
savings. The evaluation methodology applied did not provide the relevant
Ministers with analysis that comprehensively identified the
Commonwealth’s financial position in respect of each of the options under
consideration. The materiality of the estimated adjustments'®’ in respect
of end-of-period assets suggests that it would be prudent in future IT
outsourcing tenders for the relevant Ministers to be fully informed of
the assumptions applied and the sensitivity of the financial outcomes
projected to those assumptions.

8 In March 2000, DoTRS advised ANAO that it made a number of approaches to OASITO in an
effort to obtain a copy of the accounting firm's advice, but that OASITO did not produce the
documentation sought.

1 Based on an assumption of the FMV of end-of-period assets being 50 percent of their NBV.
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7.55  After completion of the ATO and Group 5 tender evaluations,
OASITO obtained written advice in July 1999 from the accounting firm
that provided the previous verbal advice regarding the financial
evaluation methodology to be applied in subsequent tenders. Since that
time, OASITO has continued to develop its financial evaluation
methodology.

7.56  In April 2000, OASITO advised ANAO that:

Difficulties surrounding end of term issues have been acknowledged
by OASITO for some time. Last year, OASITO instructed [an
accounting firm] to develop a methodology that would eliminate the
need for assumptions about the sourcing decision for future periods.
Our hope was that such a methodology would allow us to avoid the
lengthy debates that surrounded this issue in the Group 5 and ATO
processes. To that end, [the accounting firm] recommended the
“position of equivalence” methodology. You raised concerns with that
approach and so, following discussions with ANAO, [the accounting
tirm] has developed a further approach which addresses specific future
sourcing scenarios. That approach is consistent with the position of
equivalence approach, but breaks the analysis down into specific
scenarios, each of which can be modelled and presented separately.
OASITO believes that either approach would provide a sound basis
for the financial evaluation. However, in order to give the decision
maker maximum transparency, for future evaluations we intend to
adopt the “scenario sensitivity analysis” approach.

7.57 ANAO understands that a revised financial evaluation
methodology was applied by OASITO in the Health Group tender
completed in December 1999, and ANAO will consider the revised
methodology in the context of the forthcoming performance audit of the
Health Group tender scheduled for commencement in 2000-01. ANAO
continues to have major concerns regarding the treatment of agency
end-of-term assets and the Commonwealth’s obligations applying to
equipment provided by ESPs in the financial evaluation methodologies
adopted by OASITO, and the capacity of those methodologies to provide
a complete and reliable analysis of the value accruing to the
Commonwealth from IT outsourcing.

7.58 Finding: Following discussions with agency evaluation
representatives in the weeks preceding finalisation of the ATO and Group
5 tender evaluations, OASITO revised the previously advised financial
evaluation methodology for those tenders to exclude the adjustment for
end-of-term purchase of tenderers’ assets. In March 2000, OASITO
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advised ANAO that the accounting advice obtained by it regarding this
issue had been verbal, and that it was not considered necessary to obtain
written advice at that point. ANAO considers that, given the potentially
significant implications of the exclusion of end-of-period asset values
from the financial evaluation methodology originally advised to the ATO
and Group 5 agencies, good administrative practice would have been for
OASITO to have obtained written specialist advice as a basis for assurance
and accountability.

7.59 ANAO considers that the financial evaluation methodology
employed in the ATO and Group 5 tenders could have been materially
improved. The evaluation methodology applied did not provide the
relevant Ministers with analysis that comprehensively identified the
Commonwealth’s financial position in respect of each of the options under
consideration.

7.60  The evaluation adjustments identified by ANAO in respect to end-
of-period assets result in potentially significant reductions in projected
savings from outsourcing for the ATO and Group 5 tenders. At the
preferred tenderer stage, the aggregate end-of-period asset adjustments
identified by ANAO reduce direct cost savings to the ATO as quantified
in the tender evaluation by an estimated $31.61 million to $28.83 million
(NPV $25.58 million). The adjusted estimate represents a saving of
5.1 percent of projected agency business-as-usual expenditure. At the same
stage in the Group 5 tender, the aggregate adjustments reduce reported
direct agency savings by an estimated $8.11 million, resulting in a
7.3 percent net cost of $7.15 million (negative NPV $5.35 million) to the
Group agencies. At the final contract stage, adjusted direct savings for
the ATO were estimated to be $30.84 million or 5.4 percent
(NPV $27.24 million). At the same stage, the aggregate adjustments result
in an estimated 5.8 percent net cost of $5.71 million (negative
NPV $4.19 million) to the Group 5 agencies from outsourcing rather than
financial savings.

Competitive neutrality adjustments

7.61  The Commonwealth Competitive Neutrality Policy Statement, June 1996
(the Policy) states that the intention of implementing CN policy
arrangements is to remove resource allocation distortions arising out of
public ownership of significant business activities and to improve
competitive processes. CN requires that, where governments choose to
provide services through market-based mechanisms that allow actual or
potential competition from a private sector provider, that competition
should be fair.
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7.62 The Policy states that CN requirements will be applied to
significant government business activities. It also states that, in regard
to competitive tendering processes within public sector agencies where
in-house providers supply a service under contract, there is a need to
ensure that appropriate CN arrangements and management practices are
in place.’ This requires that in-house tenders be prepared in isolation
from those in the organisation responsible for evaluating tenders and
awarding contracts; and reflect full cost attribution, including taxation,
return on capital and all relevant overheads.'”* Under the IT Initiative, it
is open to agencies to consider the costs and benefits of in-house bids on
a case by case basis. Where in-house bids are permitted, agencies are
required to ensure they conform with CN requirements. In-house bids
were not permitted in any of the tenders reviewed by ANAO.

7.63 The August 2000 DOFA whole-of-government response to the
proposed audit report commented that:

The presentation of total savings figures for the contracts inclusive of
competitive neutrality is appropriate, as it is consistent with stated
Government policy...Treasury has confirmed that it supports the
inclusion of competitive neutrality in the financial evaluations,
regardless of whether a formal in-house bid has been declared.

7.64  After the direct financial savings to agencies from outsourcing to
each tenderer had been calculated, notional CN adjustments were added
to the agency cost baselines for costs faced by tenderers that agencies
were not subject to. Typically, these include a requirement to earn a
commercial rate of return on capital and the payment of wholesale sales
tax and payroll tax. Those notional adjustments were then added to the
financial savings offered by each tenderer over the agency business-as-
usual costs, with the total reported as post-CN savings.

™ Commonwealth Competitive Neutrality Policy Statement, June 1996, Attachment B, p.41.

. The Commonwealth Competitive Neutrality Guidelines for Managers, 1998, p2 state that the
criteria applying to the determination of government activities that will be subject to CN arrangements
operate to exclude Government functions which are budget funded service delivery activities
where there is no distinction between the purchaser and provider of the service. The Guidelines
state that where there is separation between the purchaser and provider, such as in the case of
competitive tendering with an in-house bid, the provider activity may be regarded as subject to
CN if it is a business activity and falls above the ‘significance’ threshold.
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Methodology

7.65  Thelargest component of the CN adjustments made in each tender
related to the calculation of a required rate of return for agencies
(representing about 91 percent of the total Cluster 3 CN adjustment, and
about 75 percent for ATO and Group 5). The rate of return adjustment
made in respect of Cluster 3 agencies was $30.08 million, compared to
$29.16 million for ATO and $5.35 million for Group 5 (see Figure 7.4).

7.66  The relative size of the CN adjustments for Cluster 3 and the
ATO was outside the expected outcome given the significant difference
in the size of the transactions and in the capital applied in delivery of the
services. Commercial practice is to apply the rate of return to the relevant
asset base. However, in calculating the CN adjustment for rate of return
in the Cluster 3 tender, a nominal rate of return using a weighted average
cost of capital (WACC) of 12.89 percent was applied to the total projected
agency costs in delivering the tendered services, rather than to the agency
investment in assets.

7.67  This methodology was based on advice provided to OASITO by
DOFA in December 1997. DOFA advised OASITO that the WACC should
be applied to the total costs of agencies in delivering the relevant IT
infrastructure services rather than on capital expenditure as the former
was ‘a fairer representation of government investment in those services’. The
application of the rate of return adjustment to total costs significantly
overstated the Cluster 3 CN adjustment and, consequently, the post-CN
savings attributed to the Cluster 3 tender.

7.68 In July 1998, OASITO revised the methodology to be applied in
determining the CN rate of return adjustment in subsequent tenders,
with the WACC to be applied to the relevant asset base rather than
agencies’ total costs in delivering the IT services. In the ATO tender, the
CN rate of return adjustment was calculated on the basis of a nominal
rate of return on agency hardware and software assets using a WACC of
12.87 percent.'”? In the Group 5 tender, the adjustment was calculated on
the basis of a real return of 10.89 percent on agency assets.'”

2 This rate was obtained from a paper developed in March 1997 by an external consultant engaged
by OGIT to conduct a calculation of the WACC for the IT outsourcing industry that OGIT could
apply when developing baseline costs and capital budgeting financial models. The paper was
based on analysis of listed companies in Australia, the United States and the United Kingdom that
provide outsourcing and IT services. The WACC of 12.87 percent used in the ATO tender was
identified as the midpoint of the range stated by the consultant as relevant to Australia of between
12.79 percent and 12.95 percent.

#  The Group 5 Final IT Services Evaluation Report noted that this rate had been identified utilising
work done for OASITO by an external consultant on commercial rates of return for IT outsourcing
companies.
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7.69 The methodology applied in each tender reviewed to calculate
the CN rate of return adjustments reflected an assumption that the ESP
bears substantially all the risks and benefits of ownership of the assets
employed in delivering the tendered services and that, therefore, its
tendered price included an allowance for a return on capital to compensate
it for the risks of ownership. Where that is the case, it would be
appropriate for the CN adjustment applied to agency assets to include
an opportunity cost of capital in order to provide a comparison between
agency and tenderers’ costs as if each were required to operate on the
same basis. On the basis of that assumption, the WACC rates applied in
the Cluster 3, ATO and Group 5 tenders incorporated an allowance for
equity capital return.

7.70  However, as noted above, under the finance leasing arrangements
set out in the Cluster 3, ATO and Group 5 Agreements, the
Commonwealth has underwritten the capital risk of tenderers in respect
of dedicated assets used in the delivery of the tendered services such
that, in normal circumstances, they are not exposed to financial losses on
relevant assets. In view of that obligation, and the commensurately
reduced lease pricing offered by tenderers as a result of the lower risk
profile resulting from it, ANAO considers that the CN rate of return
adjustment applied to the agency cost baseline should have reflected a
lower rate of return requirement. This would have provided a more
soundly-based comparison with the conditions on which the tenderers’
pricing was based.

7.71  Guidance on rate of return issues released by the Commonwealth
Competitive Neutrality Complaints Office'’* in December 1998 indicated
that typical rate of return targets for low risk businesses would equate
to the long term bond rate plus a 3 percent risk premium. The margin for
medium (average) risk businesses would be 5 percent, and 7 percent for
high risk businesses.'”

% The Commonwealth Competitive Neutrality Complaints Office is an autonomous unit within the
Productivity Commission. It was established under the Productivity Commission Act 1998 to
receive complaints, undertake complaints investigations and advise the Treasurer on the application
of competitive neutrality to Commonwealth Government activities.

% Commonwealth Competitive Neutrality Complaints Office (CCNCO) 1998, Rate of Return Issues,
CCNCO Research Paper, Productivity Commission, Canberra, December, p vii.
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7.72  Given the low business risk for the ESPs associated with assets
under the outsourcing Agreements, ANAO has calculated an indicative
rate of return adjustment in respect of agency assets for each tender
based on the five year Commonwealth bond rate applying at the time of
selection of preferred tenderer (the financing cost for Commonwealth
assets), plus a three percent risk premium."”® The lowering of the risk
premium for capital in the CN adjustment significantly reduces the
notional rate of return required on agency assets.'”” Applying the
Commonwealth bond rate plus a 3 percent risk premium to agencies’
asset base reduces the aggregate CN adjustment reported in the Cluster
3, ATO and Group 5 tenders by $35.93 million (NPV $28.87 million) (see
Figure 7.4).

7.73  The estimated CN rate of return adjustment for Cluster 3, based
on a three percent risk premium, is $24.47 million or 81 percent lower
than that reported in the tender evaluation (NPV $19.77 million). The
largest part of this reduction, $22.39 million, results from applying the
rate of return to the agency asset base rather than total agency costs.
The remainder is due to the application of a reduced rate of return to the
agency assets that equate with tenderers” dedicated assets (8.6 percent
compared to 12.89 percent in the tender evaluation).

7.74  Using the same approach, the indicative CN rate of return
adjustment calculated by ANAO for the ATO tender is $9.99 million lower
than the adjustment reported in the tender evaluation (NPV $7.95 million),
a reduction of 34 percent. For Group 5, the indicative CN rate of return
adjustment on assets is $1.47 million or about 28 percent lower than that
reported in the tender evaluation (NPV $1.15 million).

% ANAO received specialist advice to confirm the reasonableness of this assumption.

7 Areal rate of return is appropriate if real cash flows are involved. Alternatively, if nominal cash
flows are involved, a nominal rate of return should be applied. To provide comparability with the
methodology used by OASITO, a nominal return has been used for those tenders in which
OASITO applied a nominal rate, being Cluster 3 and ATO. Because a real return was used in
calculating the CN adjustment in the Group 5 tender, ANAO has also applied a real rate of return
for that tender.
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Figure 7.4

Comparison of reported and ANAO competitive neutrality adjustments

Cluster 3 ATO Group 5
Reported CN adjustments: Nominal 12.89% Nominal 12.87% Real 10.89%
$n $n $n
Rate of retumn adjustment 30.08 29.16? 535
Net other adjustments® 313 546 198
Reported CN adjustment 33.21 34.62 7.33
NPV 2714 2164 585
ANAO indicative CN adjustments: Nominal 8.6%? Nominal 8.16%?2 Real 6.16%?
m m m
Rate of retum adjustment* 561 1917 388
Net other adjustments® 313 5.46 198
ANAO estimated CN adjustment 8.74 24.63 5.86
NPV 737 19.69 470
Estimated variance (24.47) (9.99) (1.47)
Estimated NPV variance (29.77) (7.95) (1.15)

Note 1:

Note 2:

Note 3.

Note 4:

Note 5:

Rate of return adjustment for Cluster 3 was calculated by OASITO as 12.89 percent of total
agency cost baseline.

Rate of return adjustment for ATO and Group 5 was calculated by OASITO based on a
WACC on agency assets.

The revised rate of return estimated by ANAO has been applied to agency assets that
equate to the classes of tenderers’ assets that are dedicated to the delivery of the services
to the relevant agencies under each Agreement, and therefore, subject to the
Commonwealth’s underwriting of tenderers’ capital risk. The WACC used in each tender
evaluation has been applied to the remaining assets. In the case of the ATO, as all IT
infrastructure used to deliver services to the ATO is required to be dedicated, the revised
rate of return has been applied to all agency assets. In the case of Cluster 3, the WACC
applied in the tender evaluation has been applied to mainframe assets. For Group 5, the
WACC applied in the tender evaluation has been applied to assets other than desktop and
voice network assets.

The revised rates of return for Cluster 3 and ATO are derived from the five year nominal
Commonwealth bond rate applicable at the time of selection of preferred tenderer (5.6
percent for Cluster 3, 5.16 percent for ATO), with a 3 percent risk premium then added as
an estimate of the ESPs’ target rate of return for the relevant assets. In the case of Group
5, a real rate has been applied because a real return was used in the tender evaluation.
The expected rate of inflation of 2 percent was deducted from the nominal bond rate of
5.16 percent applicable at selection of preferred tenderer, and the 3 percent risk premium
than added to the real bond rate of 3.16 percent. In each case, the indicative rates of return
were applied to the average NBV of agency assets in each year based on agency cost
models; that is, opening NBYV plus closing NBYV, divided by two. This is representative of the
capital investment by the agency in each year.

Includes, where applicable, adjustments for sales tax, payroll tax, stamp duty, insurance
and financial institutions duty. Given their relative immateriality, ANAO has applied these
adjustments as calculated by OASITO. The discussion at Note 3 Figure 7.3 is neutral after
the application of CN adjustments.

Source: Cluster 3, ATO and Group 5 evaluation reports and cost models, and ANAO analysis.
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7.75 Finding: The largest component of the CN adjustments made in
each tender related to the calculation of a required rate of return for
agencies (representing about 91 percent of the total Cluster 3 CN
adjustment, about 75 percent for ATO and Group 5). ANAO identified
marked deficiencies in the methodology applied to calculate the CN
adjustment for rate of return in each tender reviewed, with the
methodology applied in the calculation of the adjustment varying between
the tenders. Commercial practice is to apply the rate of return on the
relevant asset base. However, in calculating the rate of return adjustment
in the Cluster 3 tender, a weighted average cost of capital (WACC) of
12.89 percent was applied to all agency outlays. The application of this
adjustment to total costs significantly overstated the adjustment and,
consequently, the post-CN savings attributable to Cluster 3. In July 1998,
OASITO revised the methodology to be applied in determining the CN
rate of return adjustment in subsequent tenders, with the WACC to be
applied to the relevant capital asset base rather than the agencies’ total
costs in delivering the IT services.

7.76  Under the finance leasing arrangements set out in the Cluster 3,
ATO and Group 5 Agreements, the Commonwealth has underwritten
the capital risk of the outsourced providers in respect of dedicated assets,
such that they are not exposed to financial losses on those assets. In view
of that obligation, and the commensurately reduced lease pricing offered
by tenderers as a result of the lower risk profile resulting from it, ANAO
considers that the CN rate of return adjustment applied to the agency
cost baseline should have reflected a lower rate of return requirement.
This would have provided a more soundly-based comparison with the
conditions on which the tenderers’ pricing was based.

7.77  Guidance on rate of return issues released by the Commonwealth
Competitive Neutrality Complaints Office in December 1998 indicated
that typical rate of return targets for low risk businesses would equate
to the long term bond rate plus a 3 percent risk premium. The lowering
of the risk premium for capital in the CN adjustment significantly reduces
the notional rate of return required on agency assets. Applying the
Commonwealth bond rate plus a 3 percent risk premium to agencies’
asset base reduces the aggregate CN adjustment reported in the Cluster
3, ATO and Group 5 tenders by $35.93 million (NPV $28.87 million). The
indicative CN adjustments calculated by ANAO are lower than those
reported in the Cluster 3 tender evaluation by $24.47 million or 81 percent
(NPV $19.77 million); $9.99 million or 34 percent (NPV $7.95 million)
lower for the ATO; and $1.47 million or about 28 percent
(NPV $1.15 million) lower for Group 5.
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Recommendation No. 15

7.78 ANAO recommends that, to ensure competitive neutrality
adjustments are consistent with the conditions on which tenderers’ pricing
is based, OASITO, in consultation with DOFA, review the methodology
to be applied in future IT outsourcing tenders for the calculation of
adjustments for the required rate of return on agency assets in situations
where the Commonwealth underwrites the asset risk of tenderers.

7.79  Agencies responded to the recommendation as follows:

* DOFA whole-of-government response: Disagree. OASITO has
previously reviewed the methodology having regard to asset risk
allocation issues and has obtained expert advice that no change to the
ROI [return on investment] component of the competitive neutrality
calculation is required. This approach is consistent with Government
policy on IT outsourcing.

7.80 ANAO comment: In ANAQO’s view, the competitive neutrality
adjustment made for operating leases should not be the same as that
made for finance leases given that the risks that the Commonwealth bears
are materially different in each case. In the case of the leases covered in
this audit, ANAO considers that they are finance leases under which the
Commonwealth has underwritten the capital risk of tenderers in respect
of dedicated assets used in the delivery of the tendered services such
that, in normal circumstances, they are not exposed to financial losses on
relevant assets (see discussion at paragraphs 7.27-7.29). In view of that
obligation, and the commensurately reduced lease pricing offered by
tenderers as a result of the lower risk profile resulting from it, ANAO
considers that the competitive neutrality rate of return adjustment applied
to the agency cost baseline should have reflected a lower notional rate
of return requirement. In the case of true operating leases, ANAO would
support a higher notional rate of return being required on agency assets
as the external service provider has a higher asset risk.
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8. Agency Outcomes

This chapter discusses the initial implementation of the Cluster 3, ATO and
Group 5 IT&T outsourcing Agreements.

Overview

8.1 The outsourcing agreements considered in this audit had been in
operation for relatively short periods. Particularly in the case of the ATO
and Group 5 Agreements, it was too early at the time of audit to form
clear conclusions regarding the service delivery outcomes obtained by
agencies through the outsourcing Agreement. OASITO advised ANAO
that, in its view, the benefits and improvements that are implicit in the
outsourcing Agreements executed to date under the IT Initiative and/or
have been delivered to agencies include:

* the ability of agency management to concentrate on business
performance and strategic needs;

* acontractual framework that establishes a very high degree of visibility
into IT operating costs and service quality;

* improved responsiveness to agency requirements for substantial
changes to IT infrastructure; and

e guaranteed IT costs on a unit-rate basis.

8.2 The extent to which the expected benefits identified by OASITO
were realised by agencies in the initial implementation phases of the
Cluster 3, ATO and Group 5 Agreements has been variable. However,
the outsourcing of IT infrastructure services represents a significant change
event that can be expected to result in a period of disruption and
instability compared to normal service delivery.'”® The longer-term
effectiveness of the Agreements will be determined over their five year
terms.

B A draft Contract Management Guide released by OASITO in January 2000, stated that virtually
all outsourcing relationships experience difficulty during the first twelve to eighteen months after
transfer of operational responsibility. This ‘stabilisation period’ encompasses the post-handover
migration of infrastructure, introduction of new technologies and generally stabilising the IT
environment after handover.
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8.3 The Agreement executed under the IT Initiative that has been in
operation longest is Cluster 3, which commenced in July 1998. In
June 2000, the Cluster advised ANAO that, in the first two years of
operation, considerable progress had been achieved across a number of
areas of importance to the Cluster. This included the replacement of almost
all existing infrastructure with current industry standard systems, and
the provision of additional computing capacity and facilities enabling
successful delivery of major agency initiatives.

8.4 An issue which has been highlighted by the experience gained to
date is the significant additional complexity involved for both parties in
managing the delivery of services to a group of agencies."”” The multi-
agency groups, Cluster 3 and Group 5, have experienced, to varying
degrees, considerably more disruption to service delivery than has the
single agency group, ATO, with significant shortfalls in the provision of
contracted service levels during the first year of the Agreements. The
ATO ESP advised ANAO in August 2000 that: ‘It [has] been our general
experience that working with single agency groups has been more effective and
presented less difficulties at all stages of the procurement.”

8.5 The experience of Cluster 3 and Group 5 highlighted that both
agencies and tenderers underestimated the complexity involved in
simultaneously transitioning to an outsourced provider the delivery of
IT infrastructure services to a number of agencies. Key areas on which
agencies engaged in IT outsourcing arrangements should place particular
focus in order to enhance the effectiveness of the initial implementation,
as outlined in this chapter, include:

* the preparation for and management of, including expectations from,
the initial transition to an outsourced arrangement, particularly where
a number of agencies are grouped under a single outsourcing
Agreement; and

e the ESP’s ability to provide the performance information, including
substantiation material, required by agencies to support effective
contract management.

Agency service delivery outcomes

8.6 The Cluster 3, ATO and Group 5 Agreements outline a
comprehensive series of services to be provided by the relevant ESP, and
specify the levels to which those services are to be provided. The required

™ In June 1999, IP Australia reported that clustering in an IT outsourcing initiative had proved to be
more complex and difficult for both the ESP and Cluster members than had been imagined.
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services and service levels specified in an outsourcing agreement are an
important part of the monitoring and management of an ESP’s
performance by the customer. They provide a visible indicator of
performance, and also play an important role in determining the aspects
of service delivery that will be the focus of management by both parties.
Hence, it is critical that service levels are defined to effectively cover the
aspects of service delivery most important to the customer’s business
requirements.

8.7 However, an attendant risk with any service agreement is that
the ESP will not deliver the contracted services to the agreed level, quality
and cost outcomes. Accordingly, each Agreement also provides agencies
with a number of potential remedies in the event of unsatisfactory
performance by the ESP. These include the ability to sue for damages,
contract termination and removal of services. However, the most practical
contractual remedy on a day-to-day basis for the non-delivery of
contracted services is service credits, which can be used to complement
general relationship management techniques.'® Each Agreement required
that contracted service levels be delivered as from handover, and for
service credits to potentially apply where this was not achieved.

8.8 Service credits, which are typically paid to the agencies in the
form of credits deducted off future invoices, are calculated in accordance
with formulae negotiated in the context of each Agreement. Those
formulae identify the quantum of service credit arising for a failure to
achieve a nominated level of service. There are aspects of service delivery
under the Cluster 3, ATO and Group 5 Agreements that are not reflected
in the service level/service credit regime. However, the level of service
credits that have arisen under each Agreement provides an indication of
the extent to which the contracted services have been successfully
delivered.

®  The ATO and Group 5 Agreements also sought to manage the risks associated with initial
transition of the services to the ESP through the inclusion of acceptance tests and transition
milestones, on which payment of up-front transition payments was contingent. Both Agreements
also provided that the relevant agencies were not liable to pay service charges until the ESP had
successfully passed acceptance tests identified by the agencies. However, Group 5 elected not
to identify or apply acceptance tests, with reliance placed on the service credit arrangements
that would apply in the event the ESP failed to deliver to the contracted service levels as from
handover. The Group 5 Agreement also specified a series of milestones and deliverables upon
which payment for transition services was contingent. Although the ESP had not completed all
identified milestones and deliverables prior to handover, the Group 5 Management Committee
elected to make full payment of the transition payment on the basis that if the ESP did not deliver
fully to contracted service levels as from handover it would be subject to service credits. As at
December 1999, the transition milestones and deliverables identified in the Agreement as the
minimum requirements to satisfy the acceptance criteria upon which the transition payment was
contingent had not been fully completed.
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ATO

8.9 Of the three Agreements reviewed, the transfer of responsibility
for the outsourced services to the ESP appears to have proceeded with
the fewest initial problems in the case of the single agency ATO
Agreement. In that case, operational services were generally delivered
to expected levels as from their handover in late June 1999. This is
indicated by the relatively minor level of service credits incurred by the
ESP during the first year of the Agreement, although the areas in which
service delivery disruption did occur were areas of high end-user
impact.’® Service credits of $1.1 million imposed by the ATO to June
2000 represented about 1.5 percent of service charges paid, although those
amounts remain interim until the ESP is able to provide the ATO with
the information necessary to fully substantiate reported performance.

8.10 Many of the changes to existing IT infrastructure needed to
transition the ATO to the ESP’s tendered solution were not planned to
occur until some months after handover to minimise potential disruption
to the ATO’s implementation of tax reform. However, there was also a
very significant demand for major project work in the first year of the
Agreement, primarily associated with the tax reform program. This has
created some difficulties in developing and bedding down agreed
procedures to support this type of work in a manner that satisfies end
user requirements and timeframes. Over 1200 individual work requests
were submitted to the ESP in the first year, generating some backlog.
ATO advised ANAO that there has been improvement in this area as
procedures have matured.

Group 5

8.11  Group 5 adopted a similar approach to the ATO in that, with the
exception of help desk services, the existing infrastructure was kept ‘as
is” after handover to mitigate the risk of disruption to services. Despite
this, Group 5 experienced service delivery instability following handover
to the ESP on 1 July 1999, with the severity and length of those problems
varying between Group agencies. Contributing factors were the

B These areas principally included help desk services and moves, adds and changes to the
existing infrastructure. Help desk services were the main area of initial change in existing ATO
infrastructure upon handover, with the ESP establishing, through a subcontractor, a new help
desk and problem management facility in Canberra. The existing ATO help desk facility had been
located in Sydney. There was initial disruption to help desk services in the first months after
handover, related in part to a loss of corporate knowledge in help desk staff after the ESP
obtained only negligible take up of jobs by the existing ATO staff. ATO advised that this, coupled
with the industry development requirement to locate the help desk in Canberra, removed the
opportunity for a prolonged handover to the Canberra site.
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effectiveness of the knowledge-transfer processes undertaken to support
the ESP’s initial understanding of the Group’s requirements, business
and IT environments; the low numbers of agency staff transferring to
the ESP; and the complexity of transitioning multiple agencies
simultaneously. In commenting on the proposed audit report, the Group 5
ESP advised ANAO that one of the main contributors to the effectiveness
of the knowledge transfer processes was the varying quality and currency
of agency documentation.

8.12 In August 1999, the Group 5 Management Committee advised the
ESP that the service difficulties represented a significant erosion over
the services delivered in agencies prior to handover. Although
acknowledging that the ESP was attempting to fix the problems, the Group
wished to put on record that the service problems were having a real
and significant impact on business in Group 5 agencies, and seriously
affecting productivity.

8.13  Particular problems were experienced in regard to the operation
of the Banyan Vines network operating system used in two of the five
agencies. Significant disruptions in the availability of this system were
experienced during the first six months of operation, with agency
personnel experiencing substantial data loss and reduced efficiency.'®
Following intensive investigation by the ESP, the Banyan Vines system,
which is to be replaced in 2000, was stabilised after root cause analysis
identified an embedded fault in the existing agency equipment.

® In September 1999, the DoTRS contract manager reported that since the July handover, the
Department had experienced 16 days worth of outages and a total of 32 days worth of lost data,
with an estimated net financial impact in terms of productivity in the order of $3 million. By
November 1999, DoTRS reported that stability seemed to have been restored to a degree. The
Department continued to experience server outages, but the interruptions were not as major as
those in the past. In commenting on the proposed audit report, the Group 5 ESP advised ANAO
that: ‘The estimate that there was sixteen days worth of outages and 32 days worth of data lost,
should be qualified. DoTRS had approximately 30 Banyan Vines file servers. Each one services
between 3 and 150 users. Approximately a quarter of those servers were impacted by this
embedded fault. The servers were not all down at the same time. The server time lost for a number
of different servers occurred over a period of 16 days, but not all Departmental users were
impacted for that time. Similarly in respect of lost data, the whole Department was not impacted for
32 days. It was necessary for the ESP to roll back to clean back-up tapes to restore the data on
several servers and this impacted different users for different lengths of time. As has been
referenced in the report, the DoTRS Banyan Vines system was impacted as a result of a hardware
fault which only surfaced when [the ESP] exercised a rarely used Banyan Vines system
administration option. The particular fault could not be resolved by the ESP and had to be referred
to the US based software and hardware providers who worked together to develop the necessary
patch. [The ESP] fully accepts responsibility as the ESP for the SLA’s and [the ESP] did everything
it could to understand the problem and support DoTRS. However, this is a situation where the
ESP'’s capacity to anticipate the problem was limited by unusual circumstances and, in hindsight,
a case for building a more discretionary approach to SLA compliance in the contract.’
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8.14  Asnoted, the Group 5 Agreement required that contracted service
levels applied as from the date of handover.'™ Each Group 5 agency
imposed the service credits calculated in accordance with the Agreement
for all failures by the ESP to meet contracted service levels from handover
in July 1999 to December 1999, the period of audit analysis. Those credits
were significant, totaling some $960,000 and averaging about 18 percent
of relevant service charges in each month."® Group 5 agencies advised
ANAQO that service credits continued to be incurred by the ESP at a
comparable rate in the early part of 2000. In commenting on the proposed
audit report, the Group 5 ESP advised ANAO in August 2000 that there
had not been a final reconciliation of service credits, and that there were
discussions taking place that may result in adjustments.

8.15 In May 2000, some eleven months into the Agreement, the Group
5 CMO advised ANAO that Group 5 agencies had yet to realise many of
the benefits of outsourcing proposed by OASITO. The CMO advised that
the experience of Group 5 had been that a higher than anticipated degree
of ‘micro-management’ by agencies had been required to date, which
had substantially reduced or negated the proposed benefits in terms of
the ability of agency management to concentrate on business performance
and strategic needs.

8.16 OASITO advised ANAO that the cost and performance visibility
provided under the contractual arrangement tends to create the
impression that service quality has deteriorated, or that service problems
have increased, due to the formal identification and reporting of issues
that previously went undetected or unreported. The Group 5 CMO
advised ANAO that, although the Group agreed that outsourcing
produces greater visibility of costs, it had not experienced any increase
in visibility of problems. The CMO commented that, as suggested by
OASITO, there had been an impression that service quality had
deteriorated, but that the Group considered that deterioration to have
been real, being the result of inadequate service delivery processes that
had been admitted by the ESP and confirmed through surveys of agency
staff who do not see the formal service quality reports.

B This requirement was reiterated to the ESP by the Group in it agreeing to full payment of the first
transition payment on handover despite the ESP not fully achieving all specified transition milestones
and deliverables. This was agreed on the basis of the ESP’s undertaking that it had largely met the
identified requirements.

®  Monthly service credits over the first six months of the Agreement accounted for an average of
70 percent of the maximum potential credits under the capping regime applicable.
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8.17  The Group 5 CMO also indicated that, as at May 2000, the Group
was yet to experience the benefit of improved responsiveness to agency
requirements for substantial changes to IT infrastructure proposed by
OASITO. The CMO advised ANAO that projects are central to
implementing changes in the rapidly evolving IT environments of agencies
but that project work had been a particular ongoing area of concern for
the Group. The CMO advised that, in its view, the ESP had been less
efficient at implementing infrastructure changes and project work than
the in-house service model that had existed prior to outsourcing, and
that project activity and changes of scope due to changing IT needs have
the effect of eroding the benefit derived from the notion of guaranteed
IT costs on a unit-rate basis.

Cluster 3

8.18 Unlike the approach taken under the ATO and Group 5
Agreements, the first twelve months of operation of the Cluster 3
Agreement saw significant change in the delivery of IT infrastructure
services.'® This added to the already complex task of simultaneously
transitioning services in multiple agencies to the ESP. The delivery of
mainframe services to agencies was consolidated and relocated from
individual agency mainframes to the ESP’s data centre in Sydney. In
addition, the ESP was required to support AEC in its management of the
1998 Federal election some three months after handover. This delayed,
in part, its planned transitional program.

8.19 The Cluster 3 CMO advised ANAO that the Agreement had
enabled Cluster 3 agencies to achieve a number of significant
infrastructure improvements and additions in a timeframe that would
not have been achievable by agencies individually under the previous
‘in-house” arrangements. In particular, the CMO noted that agencies had
benefited from an enhanced scalability of infrastructure resources under
outsourcing. For example, in the first twelve months of the Agreement,
DIMA, the largest Cluster agency, trebled its mainframe capacity to service
its major client/server application system. This was easily achievable under
the unit-pricing provided under the Agreement. In that first year, the
Cluster as a whole increased its volume usage of mainframe capacity
such that, although spending more overall for mainframe services than
previously, it was able to access an improved unit cost under the volume
adjustment provisions of the Agreement.

% The Cluster 3 Contract Management Committee advised ANAO that a period for achievement of
a steady state operation by the ESP could have been opted for, but would not have enabled
agency priorities and commitments to be met in the time frames actually achieved.
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8.20 There were also substantial infrastructure replacements and
upgrades across the Cluster within a compressed timeframe, although
there were considerable delays and project management difficulties in
some cases. These included major desktop rollouts, PABX and handset
refreshes, enhanced data net capacity and a significant upgrade of LAN
infrastructure. The ability to achieve such upgrades had been a major
incentive for a number of the agencies to join this first tender under the
IT Initiative.

8.21 The Cluster 3 Management Committee (Cluster 3 MC) advised
ANADO that the complexity of these projects, and the level of agency and
ESP resources necessarily devoted to implementing them in a limited
timeframe, materially influenced the strategies adopted by the Cluster
to guarantee delivery to the Government. These factors also appear to
have contributed to the significant service delivery difficulties Cluster
agencies experienced at various times during this period. The disparate
size, priorities and business requirements of Cluster agencies have also
contributed to service difficulties (see Chapter 2).

8.22  Those difficulties were most apparent in regard to mainframe
and desktop system availability, and the levels of service achieved in
three areas considered by the Cluster to be critical to the effective delivery
of services; that is, problem resolution; equipment and system moves,
adds and changes; and closure on help desk calls. The Cluster imposed
$2.4 million in service credits for services delivered in 1998-99,
representing about 6 percent of invoiced service charges between October
1998 and June 1999. There has been improvement in the level of service
delivered by the ESP since that time, with service credits imposed for
the period July 1999 to March 2000 ($986,400) falling to about 3 percent
of service charges.'®”

8.23  Other areas of service difficulty that had significant impact on
agency operational efficiency were not subject to service credits. In
particular, during the first year of service there was deep agency
dissatisfaction with the ESP’s management of system maintenance,
backups and virus protection procedures and strategies.'® Service levels,

#  The Cluster had elected to allow the ESP an initial three month period of grace following handover
in which it would not be liable to pay service credits.

B |n May 2000, Cluster 3 agency CEOs agreed to the application of a 45 percent discount to the
service credits accrued by the ESP between July and December 1999 following consideration of
anomalies identified by a joint agency/ESP working party review of the contracted service level
and service credit regime.

B |n the case of AUSLIG, the agency was left with no virus protection at one stage, and DIMA's
network required emergency remediation. In April 1999, some ten months after handover, the
Cluster 3 CMO requested the ESP to provide its long- and short-term strategies for virus protection,
including information on what virus protection existed and where.
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and therefore potential service credits, were not specified for any of
these areas of service. This issue has been addressed by the Cluster in a
recent review of the contracted service levels (see Chapter 9).

8.24  Despite the difficulties experienced, however, the Cluster 3 MC
advised ANAO that there had also been successful delivery of major
business imperatives with a reliance on IT and telecommunications
services, including:

e an extremely high level of support of the Federal Election and
Referendum, made more complicated by the unpredictable timing of
these events;

* support for new business initiatives and applications eg Kosovo and
safe haven projects, unauthorised boat arrivals, Internet rollout across
most agencies and the rollout of a major new application processing
application in DIMA; and

e achieving a Year 2000 (Y2K) compliant environment within the
Government’s timetable across all agencies and lines of service.

8.25 The Cluster 3 MC considered that the ESP’s performance in
achieving these outcomes of critical importance to the agencies” business
needs ‘outweighed the under-achievement in some lower priority contractual
requirements.”'®

8.26 In commenting on the proposed audit report, the Cluster 3 ESP
advised ANAO that:

Given the complex and diverse nature of the infrastructure inherited
by [us], and the large differences in agency businesses, [we] consider
that the progress in replacement of substandard infrastructure,
additional capacity, network and facilities and the remediation work
undertaken for Y2K are significant achievements. Undertaking this
work, in close consultation with Cluster 3 agencies to meet their
business needs, had a higher priority than some other elements of the
Agreement and were undertaken at substantial cost to [us].

Unplanned activities ranging through a Federal Election, a Referendum
and refugee and humanitarian relief exercises, also added to the volume
and complexity of work. [We] believe it unrealistic to simply measure
performance against a contract document written some time ago, rather
than the living reality of its clients’ — and Government’s — dynamics.

1  In February 2000, the Cluster 3 MC advised ANAO that: The Cluster considers that generally the
Cluster 3 Agreement is working well. There are a relatively small number of minor anomalies that
are currently being resolved but this is understandable in a complex IT outsourcing arrangement.
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8.27 Finding: The outsourcing agreements considered in this audit
have operated for relatively short periods. The longer-term effectiveness
of the Agreements in delivering the expected benefits will be determined
over their five year terms. However, the extent to which those benefits
have been realised by agencies in the initial implementation phases of
service delivery under the Cluster 3, ATO and Group 5 Agreements has
been variable. Cluster 3, whose Agreement has been in operation since
July 1998, advised ANAO that considerable progress has been achieved
across a number of areas of importance to the Cluster.

8.28  Of the three Agreements, the transfer of responsibility for the
outsourced services to the ESP appears to have proceeded with the fewest
initial problems in the case of the single agency ATO Agreement. In that
case, operational services were generally delivered to expected levels as
from handover in late June 1999. However, the areas in which service
delivery disruption did occur were areas of high end-user impact. Service
credits of $1.1 million imposed by the ATO to June 2000 represented
about 1.5 percent of service charges paid.

8.29  The experience of Cluster 3 and Group 5 highlighted that both
agencies and tenderers underestimated the complexity involved in
simultaneously transitioning to an outsourced provider the delivery of
IT infrastructure services to a number of agencies. Group 5 experienced
service delivery instability following handover to the ESP on 1 July 1999,
with the severity and length of those problems varying between Group
agencies. Group 5 agencies imposed service credits totaling some $960,000
and averaging about 18 percent of relevant service charges for all failures
by the ESP to meet contracted service levels in the six months to December
1999, the period of audit analysis.

8.30  The first twelve months of operation of the Cluster 3 Agreement
saw major change in the delivery of IT infrastructure services, with
considerable progress achieved across a number of areas of importance
to the Cluster. The complexity of these changes, and the level of agency
and ESP resources devoted to implementing them in a limited timeframe,
appear to have contributed to the significant service delivery difficulties
Cluster agencies experienced at various times during this period. The
disparate size, priorities and business requirements of Cluster agencies
have also contributed to service difficulties. The Cluster imposed
$2.4 million in service credits for services delivered in 1998-99,
representing about 6 percent of invoiced service charges between
October 1998 and June 1999. There has been improvement in the level of
service delivered by the ESP since that time, with service credits imposed
for the period July 1999 to March 2000 ($986,400) falling to about 3 percent
of service charges. The Cluster 3 Management Committee advised ANAO
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that it considered that the ESP’s performance in achieving outcomes of
critical importance to the agencies’” business needs ‘outweighed the under-
achievement in some lower priority contractual requirements.’

Agency implementation issues

8.31 Thelevel of understanding by the ESP of the agency environments
for which it will assume control, and its preparedness for delivering
services to contracted levels from the time of handover, are critical
elements in achieving a transition that occurs with minimal disruption to
agencies operational efficiency and effectiveness. That understanding and
preparedness are developed initially through the due diligence processes
undertaken by tenderers prior to submitting tenders and, more
comprehensively, during the transition period between execution of the
Agreement and handover of the services. The initial service delivery
difficulties experienced by a number of agencies, particularly in Cluster
3 and Group 5, were influenced by aspects of these knowledge-transfer
processes. OASITO advised ANAO that experience had shown that
transitioning groups of agencies to an outsourced provider is more
complex than the parties had expected, with the ESP heavily dependent
on agency preparedness and cooperation in bringing about a smooth
transition. Equally, ANAO noted that the agencies were reliant on ESP
preparedness and cooperation.

Human resources transition

8.32  An important factor in the ability of the ESP to rapidly obtain an
adequate understanding of agencies’ technical and business environments
is the extent to which existing agency staff take up positions with the
successful tenderer, thereby providing continuity of corporate knowledge.
Under the employee transition framework established for the IT Initiative,
agencies had the option of selecting one of two transition approaches,
Clean Break and Phased. All agencies in a particular group were required
to exercise the same option. The Clean Break approach allowed for in-
scope agency employees to accept voluntary redundancy and pursue
employment with the successful tenderer, or any other employer, as they
chose. Agencies were required to remain at arm’s length from the
successful tenderer’s recruitment of former agency employees. Under

% Under the Clean Break approach, employees who are made redundant are entitled to a severance
payment of two weeks pay for each year of service up to a maximum payment of 48 weeks.
Employees are also entitled to a notice period (or pay in lieu) . The Government had announced
that, in the case of redundancies occurring after 1 July 1999, the employer component of
employees’ superannuation entitlements would be required to be preserved until retirement from
the workforce. That measure will now come into operation as of 1 July 2000.
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the Phased approach, the successful tenderer would be required to meet
its additional staffing requirements initially from agency staff.""

8.33 A disadvantage with the Phased approach can be the potential
for protracted negotiations, but agencies have more capacity to influence
which staff transfer to the ESP. A disadvantage with the Clean Break
approach can be that agencies have no control over the extent to which
staff with required skills transfer to the ESP. In each of the tenders
reviewed, the transfer of a significant proportion of existing staff was
identified as important to the successful transfer of service delivery.
However, in each case the Clean Break approach was adopted by the
relevant agencies following consideration of various factors, including
precedents within the Commonwealth, existing industrial agreements
within agencies and informal advice on staff preferences.

8.34 Based on the responses to the Request for Information issued
under the 1997 OGIT/DOF Evaluation, it had been considered that
successful tenderers would require approximately 70 percent of existing
agency staff to deliver the services. In the context of the risk assessment
conducted as part of the tender process, the ATO had said that it was
important that at least 70 to 80 percent of staff transferred to the successful
tenderer. OASITO advised ANAO that the take up rate required in each
tender will depend on the particular circumstances of that tender, and

that it has put some emphasis on this issue in subsequent tenders.'?

8.35 Under the Clean Break approach, agencies do not have specific
information about the number of existing staff that were offered or
accepted positions with the relevant ESP or its subcontractors. However,
agency estimates indicate that, for a number of agencies, the number of
existing staff transferring to the relevant ESP was considerably below
that which agencies had considered desirable. In most cases, the estimated
level of transfer represented about one-third of in-scope positions. This
was influenced by a number of factors, including existing staff electing
to retire early or to take up other employment opportunities.

¥ Agencies would be expected to negotiate with the ESP, and facilitate discussions between their
staff and the ESP. Employees who did not receive or did not accept a job offer would be treated in
accordance with the prevailing voluntary redundancy provisions. Employees taking up employment
with the ESP would resign from the APS and be ineligible for a redundancy payment. Where, within
six months of hand-over, the ESP recruited staff who had taken voluntary redundancy, the ESP
would be required to pay the agency a sum of $25,000 for each employee recruited.

%2 OASITO advised ANAO that its view is that it is not critical to achieve a 70 percent take up of
agency staff.
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8.36 In a number of agencies, the low levels of staff transfer
contributed to operational difficulties following handover due to the loss
of corporate knowledge and technical skills, especially in the operation
of legacy systems. In the largest Cluster 3 agency, DIMA, the low numbers
of existing staff transferring to the ESP was recognised as resulting in
the loss of technical skills and expertise. The smaller Cluster 3 agencies,
which had small IT staff numbers, had virtually no staff transferring to
the ESP."® Group 5 agencies also experienced difficulties in this regard,
particularly in relation to the transfer of skills in operating the Banyan
Vines system in DoCITA and DoTRS. The low level of take-up achieved
by the ATO ESP in respect of existing ATO help desk staff contributed to
initial service delivery problems in that area.

Due diligence

8.37 International research has highlighted the importance of a
comprehensive and rigorous due diligence process by both parties to
establishing a successful outsourcing agreement.'” Issues not
appropriately resolved at the due diligence stage can provide management
and service delivery difficulties. For example, the extent to which the
due diligence process (and the subsequent transition phase) provides
tenderers with complete disclosure of the design and operation of the
existing infrastructure can have implications for the initial standards of
service delivery provided.

8.38  Following the release of the Cluster 3, ATO and Group 5 RFTs,
potential tenderers were provided with access to information about the
agencies, their IT environments and internal performance information
through a central data room, site visits, group briefings, formal interviews
and a written question and answer process. This due diligence process
was coordinated and managed by OASITO. Each RFT required that all
due diligence be completed before the submission of tenders.

8.39 In providing feedback on the Cluster 3 process in April 1998, the
Cluster Management and Negotiation Team indicated that the due
diligence process could have been improved. In particular, it was noted
that the purpose of the due diligence period was not communicated

% In commenting on the proposed audit report, the Cluster 3 ESP advised ANAO in August 2000
that: ‘The exercising of the Clean Break approach for existing staff by agencies is a further major
issue in achievement of a timely, cost-effective, proper transition. Given the disparate nature of
the business of agencies in Cluster 3, [it] does not understand the logic of all agencies having to
exercise the same option and considers this to have had a detrimental effect upon both agencies
and [itself].’

% Research Note, Key Issue Analysis, Six Tips and Techniques for Managing Outsourcing Deals,
R, Terdiman, GartnerGroup, 23 April 1998.
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effectively to industry and that the period was not used to its best effect.
This was subsequently reflected, to some extent, in the initial
understanding of the successful tenderer of the existing agency
infrastructure and operations, and of the equipment transferred to it. In
commenting on the proposed audit report, the Cluster 3 ESP advised
ANAO that: ‘[It] agrees completely that the nature and purpose of the due
diligence period was not adequately communicated to industry and the period
was not used to good effect.”

8.40 In March 2000, OASITO advised ANAO that, as Cluster 3 was the
first time a ‘cluster” arrangement had been implemented, it was required
to develop a cluster-based tender process from scratch. OASITO advised
that lessons learned from that tender were carried forward to future
tender processes, but that it also considered the due diligence process to
have been fundamentally sound. However, some similar areas for
improvement appear to have arisen in the ATO and Group 5 tenders,
particularly the extent to which tenderers obtained or were provided
with complete information regarding the existing infrastructure and its
operation (including, for example, relevant system designs, internal
patches etc), and the identification of an agreed baseline of the existing
equipment transferred to the successful tenderer.

Transition period

8.41 In each case, the successful tenderer’s understanding and
knowledge of the existing infrastructure and agency business
environments was more fully developed during the transition period
between execution of the outsourcing Agreement and handover of the
services. The formal transition period was three months for both Cluster
3 and Group 5" and eleven weeks for the ATO. The ESP was then required
to deliver services to the contracted levels as from the commencement of
the Agreement. The initial service standards delivered suggest that, in
some cases, either the period allowed and/or the level of resources
committed by ESPs and agencies to ensuring there was a sound
understanding of agency business and technical environments may not
have been adequate for the task involved, particularly in the multi-agency
groups. This factor was exacerbated by the due diligence and staff
transition issues discussed above.

% In the case of Group 5, ten weeks elapsed between contract execution and the handover of
services. However, the Group 5 Contract Management Office advised ANAO that the Group and
the preferred tenderer always envisaged that there may be a delay in finalising and signing the
contract. As such, informal agreement was reached with the preferred tenderer that transition
would commence before contract signature, allowing a three month transition.
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8.42  OASITO advised ANAO that it considers the ten to twelve week
period from contract signing to operational handover appropriate for
projects of the size and complexity of Cluster 3, ATO and Group 5, having
regard to the business needs and organisational requirements of those
agencies at that time, and the risks associated with longer handover
periods. OASITO also advised that there is no required time frame for
transition under the Initiative, and that transition periods were
determined by agreement with the affected agencies based on their
business priorities and other needs.

8.43  The Group 5 CMO advised ANAO that, although short transition
periods are not necessarily impractical, they do require that a greater
resourcing effort be applied in order to be effective. DoTRS noted that it
would suggest that, in future, tenderers be provided with more time to
undertake due diligence and raise issues with agencies through
clarification questions. DoTRS further commented that, given its
experience with service provision in the first four months of Group 5,
some form of phased transition could be utilised in future processes.

8.44 In commenting on the proposed audit report, the Group 5 ESP
advised ANAO that:

All parties in negotiations were concerned about the length of
transition. Soft landings were discussed at negotiations. The ESP
agreed to compress the period in good faith. However, given the
importance of transition to user acceptance and that transition
uncovers more unforeseeable disruptions to plan than any other project
phase, a longer transition period in Group 5 would have made a
difference to the ESP’s performance and to customer satisfaction.

8.45 In advising Group 5 agencies on contract management
arrangements, the DIMA contract management office recommended that
agencies allow as long a transition period as possible, and recognise that
the true transition to a steady state is likely to take longer than any
contractually recognised transition period. This was based upon the
experience of agencies in Cluster 3. It was also acknowledged within
DIMA that the transitional period envisaged by the contract markedly
underestimated the time it would take the ESP to achieve acceptable
service levels. In commenting on the proposed audit report, the Cluster 3
ESP advised ANAO that:

[It] believes that the complexity and length of transition was seriously
underestimated. This factor is a significant contributor to any perceived
shortcomings in a strictly literal interpretation of performance and
the Agreement. It is simply not practical for a central agency like

193



OASITO to determine realistic and appropriate parameters for a
disparate group of operating agencies. The sound understanding
required by both sides cannot be externally determined and needs to
remain a matter of flexibility and negotiation under operating
circumstances.

8.46 It is in the interests of both the Commonwealth and ESPs for
transition timeframes to be realistic; for the ability of ESPs to deliver
services to an appropriate standard as from handover to be thoroughly
assessed during transition; and for agencies to form realistic expectations
of initial service delivery to support the development of appropriate
contingency and risk management plans, as well as the preparation and
education of agency users of the services to be delivered. A draft Contract
Management Guide released by OASITO in January 2000 discusses a
number of these issues, and recommends that agencies place particular
focus on areas such as the development of change management strategies;
tracking contractual obligations; and the pro-active management of risks,
end-user expectations and staff separations. In particular, the Guide
highlights the importance of agencies alerting the successful tenderer to
any deficiencies in the existing systems, processes and documentation,
especially where the relevant agency staff are unlikely to transfer to the
ESP.

8.47 Finding: The number of existing agency staff that took up positions
with the Cluster 3, ATO and Group 5 ESPs was considerably below that
which agencies had considered desirable in order to maintain continuity
and the transfer of knowledge of agency infrastructure. In most cases,
the estimated level of transfer represented about one-third of in-scope
positions. In the context of the risk assessment conducted as part of the
tender process, ATO had said that it was important that at least 70 to
80 percent of staff transferred to the successful tenderer. In a number of
agencies, the low levels of staff transfer contributed to operational
difficulties following handover due to the loss of corporate knowledge
and technical skills, especially in the operation of legacy systems.

8.48 Areas for improvement in the due diligence and transition
processes undertaken included the extent to which tenderers obtained
or were provided with complete information regarding the existing
infrastructure and its operation (including, for example, relevant system
designs, internal patches etc), and the identification of an agreed baseline
of the existing equipment transferred to the successful tenderer. The
formal transition period between the execution of the Agreement, and
the handover of services to the successful tenderer was three months for
both Cluster 3 and Group 5, and eleven weeks for the ATO. The initial
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service standards delivered suggest that, in some cases, either the period
allowed and/or the level of resources committed by ESPs and agencies
to ensuring there was a sound understanding of agency business and
technical environments may not have been adequate for the task involved,
particularly in the multi-agency groups.

Agency savings outcomes

8.49  Monitoring the extent to which the savings projected in tender
evaluations are realised under IT outsourcing Agreements will become
increasingly complex over the term as agencies’ requirements and
technological solutions change. It will also become increasingly difficult
for agencies to estimate the cost that would have been incurred to deliver
those services internally.

8.50 The Cluster 3 MC advised ANAO that, in its view, substantial
outcomes had been achieved for the Commonwealth under the Cluster 3
Agreement at a cost which, on the available evidence, was consistent
with the contract and lower than the internal costs the Commonwealth
would have had to incur for similar services. The Cluster 3 CMO estimated
the savings realised in the first year of its Agreement by comparing the
service charges and direct contract management costs incurred with the
agency cost baseline used in the tender evaluation, which it normalised
to reflect the actual volumes consumed during 1998-99.

8.51  The Cluster 3 CMO identified savings of $5.8 million, or 12 percent
of the normalised agency baseline.” This was about 80 percent of the
rate of first year savings forecast in the tender evaluation for the agencies
considered in the Cluster 3 CMO’s analysis. Relevant agencies were
expected to accrue savings of 15 percent of the agency cost baseline
($6.4 million) in the first year for the equivalent costs (see Figure 8.1)."”

% The Cluster 3 CMQ'’s analysis excluded DOFA bureau customers. Savings identified included
reductions in payments for service credits imposed.

7 The savings model used in the tender evaluation to project first year savings included estimated
voluntary redundancy (VR) payments and the payment to agencies by the ESP for existing
equipment. The Cluster 3 CMO’s analysis did not include these costs in either the normalised
baseline or service charges considered. Taking those costs into consideration, the tender evaluation
projected savings for the first year of the Agreement of 23 percent ($9.88m) for the agencies
considered by the CMO. Including the equivalent items in the CMOQO'’s savings analysis results in
first year savings realised across the Cluster of 13 percent of the normalised agency baseline
($6.7 million). A significant factor in the variance from expected savings is that actual DIMA VR
payments were 3.5 times the $1 million estimate used in the evaluation.
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Savings were identified for all but one agency, but at a generally lower
rate than expected.'”

Figure 8.1

Cc
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8.52  The quantum of service charges incurred by Cluster 3 agencies in
the first year of the Agreement differed from the charges projected by
the ESP in its tender. This was due to a number of factors, including that:

the volume of services required by agencies differed from the projected
volumes on which the tenderer based its projected charges;

agencies requested additional services not identified in the RFT and,
therefore, not covered by the ESP’s tendered price;

errors were made in the calculation of projected mainframe costs;

incorrect assumptions were made as to the services that would be
covered by the service charges included in the Agreement®”; and

services, such as the roll-out of network upgrades, were not completed
in 1998-99 as expected and, therefore, were not included in service
charges in that year.

IP Australia was projected to accrue savings of $220,000 (34 percent) in year one, but realised
a cost premium of $209,000 (24 percent) over the normalised baseline. This was primarily due to
an error in the tender evaluation which understated mainframe costs under outsourcing. IP Australia
represents less than 3 percent of projected mainframe service charges over the term. Identified
savings for AEC were greater than anticipated, partly due to a delay in the rollout of its desktop
upgrade.

‘Small agencies’ consists of AGAL, AUSLIG and IP Australia.

In April 2000, the Cluster 3 MC advised Cluster 3 agency heads that the ESP and the Cluster were
concerned that some areas of the Agreement lacked clarity and were not delivering their intended
outcome. In terms of pricing issues, it was noted that this lack of clarity manifests itself in a mix of
problems that appear to unfairly advantage the Cluster in some cases, and the ESP in others. A
review of these aspects of the Agreement is planned, with the expected outcome being more
clarity and certainty in the management of the Agreement.
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8.53 Information was not available to enable comparable analysis of
the savings realised under the ATO and Group 5 Agreements. At the
time of audit, the Agreements had not yet been in operation for a full
year and, due to delays in the reconciliation of invoiced charges, full
cost information for the period of operation was not available. In
February 2000, the ATO advised ANAO that it would be commissioning
an external consultant to conduct a comprehensive cost analysis of the
relevant services after handover for comparison with costs before
handover to identify the level of any savings achieved through the
outsourcing initiative. The ATO advised that the timing of the engagement
was dependent upon the ATO and ESP resolving problems associated
with telecommunications invoicing. As at June 2000, the ATO had yet to
pay telecommunications invoices for the first year of the Agreement.

8.54 ANAO understands that Group 5 does not intend to monitor actual
cost savings against those projected in the tender evaluation. The Group
5 CMO advised ANAO that the Group believes that the process of
measuring cost savings is unreliable and more likely to be misleading
than helpful. The CMO considered that the absence of a continued in-
house delivery model and the likelihood of additional projects being
required of the ESP meant that there were serious difficulties in
determining savings through the term of the Agreement. The CMO argued
that, on that basis, it is difficult to justify that resources should be devoted
to this, particularly where it ‘“will not assist (and may distort) appropriate
decision-making by contract managers and government’.

8.55 Finding: Analysis conducted by the Cluster 3 CMO assessed that,
based on service fees and direct contract management costs, savings of
$5.8 million or 12 percent were realised across the Cluster in the first
year of the Agreement. This was about 80 percent of the rate of financial
savings forecast for the same agencies in the tender evaluation for the
corresponding period and costs. That analysis excluded consideration of
transitional costs.

8.56 Information was not available to enable comparable analysis of
the savings realised under the ATO and Group 5 Agreements. In February
2000, the ATO advised ANAO that it would be commissioning an external
consultant to conduct a comprehensive cost analysis of the relevant
services after handover for comparison with costs before handover to
identify the level of any savings achieved through the outsourcing
initiative. ANAO understands that Group 5 does not intend to monitor
actual cost savings against those projected in the tender evaluation.
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Agency performance management and review

8.57  The formalised performance reporting generally required of ESPs
is an important tool for the effective management of the contract by
agencies. Under each Agreement, the ESP is required to report on its
performance at least monthly and in as much detail as reasonably required
by the relevant agencies to assess its performance. Each ESP is also
required to use appropriate measurement and monitoring tools and
procedures to measure its performance accurately. Each Agreement
provides the agencies with the capacity to have the ESP’s performance
reporting independently audited and verified.

8.58 In many cases, the reporting required of ESPs has the potential to
provide greater visibility of performance than was previously available
under internal service delivery. As noted, OASITO identified a high
degree of visibility into IT operating costs and service quality as a benefit
to agencies under outsourcing. However, under each of the Agreements
reviewed there have been extended delays in the provision by the ESP
of accurate and adequately substantiated performance information.

8.59  There were delays in the receipt of some service level reports
from the ATO and Group 5 ESPs for some months following handover.
This was in part due to delays in the provision of the invoices intended
to accompany such reports. In the case of Group 5, the ESP advised ANAO
that the core service level reporting was in place from August 1999, the
second month of operation, but that there were delays with
supplementary reporting and on-line access to the ESP’s help desk
database. Delays in the roll out by the Group 5 ESP of the remote
management system planned to facilitate performance reporting affected
its ability to automate its service level reporting. That roll out was not
substantially completed until some months after handover, with
automated performance reporting not yet available in respect of three of
the five agencies.?”!

2 The Department of the Prime Minister and Cabinet advised the ESP that it would not accept roll out
of the remote monitoring system on its network until the relevant security aspects had been
approved by the Defence Signals Directorate . This approval could not proceed until the system
had been adequately documented. That process is yet to be completed. The Group 5 ESP was
unable to configure the Banyan Vines operating system used in DoTRS and DoCITA to accept the
remote monitoring system. Accordingly, it will unable to automate its performance reporting for
those agencies until the Banyan Vines system is replaced, which is planned for 2000.
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8.60 The ATO ESP was yet to provide full supporting information for
the performance reported by it some twelve months into the Agreement.
As a result, as at June 2000 the ATO identified all service credits paid to
that time as interim only and retained the potential to impose further
service credits when full substantiation of the ESP’s performance was
possible. In August 2000, the ATO ESP advised ANAO that:

[1t] provided the ATO with the first service level reports in September
1999. On receipt of these reports the ATO indicated that it required
additional information to substantiate these reports. [It] worked with
the ATO to identify the most appropriate information and how this
should best be reported. As this exercise was given a lower priority
than meeting the immediate needs of the Tax Office, including the
significant changes that were required to implement the GST, we agreed
that interim service credits would be calculated and deducted from
invoices until this exercise was completed.

8.61 There was also an extended delay in the provision by the Cluster
3 ESP of performance information that the Cluster considered reliable
and accurate. Addressing this issue has required the application of
significant levels of resources by both the Cluster 3 CMO and Cluster
agencies, with the CMO acknowledging in June 1999 that the Cluster had
underestimated the effort required to manage performance reporting.

8.62  During the first year of service delivery following handover in
July 1998, Cluster 3 agencies identified a number of areas in which the
ESP was not providing appropriate performance measurement against
particular service levels, and expressed concerns regarding the accuracy
and completeness of the performance reporting provided. The Cluster
and the ESP had agreed in December 1998 that many of the ESP’s
measurement methodologies for the various service levels needed to be
improved. However, this did not result in significant improvement. In
June 1999, the Cluster reiterated its requirements for data that enabled
validation of the ESP’s service level measurements. The ESP provided
the Cluster agencies with presentations on the measurement processes
used by it between July and September 1999, over one year after the
Agreement commenced.?”

22 A consultant engaged by Cluster 3 in June 1999 to review the service levels under the Cluster 3
Agreement noted that the method by which performance against each service levels is to be
measured, when it is to be measured and by whom should be specified.
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8.63 In November 1999, the Cluster 3 CMO advised ANAO that, subject
to further development of performance measurement for the midrange
platform, the Cluster was now generally satisfied with the ESP’s
performance reporting methodology and measurement process, which
would be periodically audited and verified by the CMO. In April 2000,
the Cluster reported that significant changes by the ESP in the
management of reporting had resulted in much more rigorous data
collection and accounting procedures.

8.64 In commenting on the proposed audit report, the Cluster 3 ESP
advised ANAO that:

The nature of performance information is dependent upon operating
experience, practicality and the commercial availability of appropriate
tools. This is an area where there are gaps between the expectations of
both sides and where rigid contractual parameters are unrealistic. Again
it is a matter for experience.

8.65 In April 2000, OASITO acknowledged that, during the settling in
phase, the Cluster 3 and Group 5 ESPs had struggled to implement the
rigorous performance reporting regimes required under the contracts,
and that it had taken time for the desired level of visibility to become
established. OASITO also advised that it had learned a number of lessons
from Cluster 3, Group 5 and subsequent contracting processes. In
particular, it had been expected that tenderers would highlight in their
bids or in negotiation if they believed the Commonwealth’s requirements
during the initial settling in phase were too onerous. It was noted that,
for a number of reasons, tenderers generally did not do so in the early
bid processes. OASITO further advised that, in assessing, during the
tender evaluation phase, the capability of tenderers to provide
performance reporting, evaluation teams must rely to some extent on
the technical documentation provided, previously demonstrated
capability of contractors, reference sites and market knowledge or
research on the proposed tools.

8.66 OASITO advised that the Commonwealth has taken account of
the experiences of Cluster 3 and Group 5 in moderating expectations
regarding the pace at which new reporting processes can be implemented,
particularly having regard to the impact of unforeseen circumstances on
agency service priorities. However, OASITO also considered that even a
protracted delay in the implementation of service measurement and
reporting processes should not be viewed as a major problem, given that
agencies did not measure or report many of the services prior to
outsourcing, and that performance problems that have a direct impact
on agency businesses are immediately apparent without the need for
formal reporting processes.
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8.67 The Group 5 CMO commented that performance reporting from
early in the contract should not be unachievable and noted that the
comparison with an in-house service delivery model is not applicable as
service level reporting is one of the key tools for managing the outsourcer.
It also commented that, in an in-house service model, effective mechanisms
are available to manage performance that don’t depend on service level
reporting.

Audit of ESP performance and information

8.68 The OECD Best Practice Guidelines for Contracting Out
Government Services recommend that, when performance information
originates from the ESP, it should be audited to ensure its accuracy.?®
Despite its reservations regarding the performance information provided
by the ESP, Cluster 3 did not commence its first audit of the performance
data provided until January 2000, some eighteen months after handover.

8.69  The Cluster 3 CMO indicated to ANAO that, given the known
inadequacies in the ESP’s existing performance reporting processes, it
had not been considered that an audit of those process would improve
the Cluster’s position. ANAO notes, however, that some 14 months into
the Agreement, reporting by the Cluster 3 CMO on service credits accrued
by the ESP continued to carry a caveat that no verification of performance
had been possible to that time, and that the CMO’s confidence in the
ESP’s performance measuring methodology was low. This was despite
repeated requests from the Cluster for additional information from the
ESP regarding the performance information being reported. This
highlights the importance of agencies obtaining reliable performance
information to support the exercise of their statutory resource
management responsibilities.

8.70  The significant efforts by the Cluster over a number of months to
achieve substantial improvement in this area is acknowledged. ANAO
considers, however, that it would have been of benefit to the agencies to
have introduced independent review of the performance reported by
the ESP earlier in the implementation of the Agreement as a normal part
of prudent contract management.?”* This may have provided an incentive
for improved responsiveness by the ESP to the Cluster’s concerns.

28 Best Practice Guidelines for Contracting Out Government Services, Organisation for Economic
Co-operation and Development, 14" Session of the Committee, Chateau de la Muette, Paris,
30-31 October 1996, p 7.

2 For example, where Cluster agencies had retained the capacity to separately measure ESP
performance, discrepancies in reported performance were identified and raised with the ESP. This
highlighted the importance of some form of external verification of ESP-supplied performance
information.
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8.71  This has been the approach taken by Group 5 which, although
not considering that there were major errors in the ESP’s performance
reporting, commenced its first audit of the ESP’s service level reporting
in early 2000, some six months after handover. The Group 5 CMO advised
ANAO that the Group supports the view that audit of contractor’s
performance reporting is valuable early in the term of the contract. As at
June 2000, the ATO had yet to undertake external verification of the
performance information reported by the ESP.

8.72  In addition to the performance information provided by the ESP,
the Cluster 3, ATO and Group 5 Agreements provide the relevant agencies,
or their internal or external audit representatives, with the right to audit
or inspect the ESP’s performance of and/or compliance with its
contractual obligations. As at June 2000, Cluster 3 was yet to perform
audits or inspections under the terms of the Agreement of aspects of the
ESP’s contractual obligations other than performance information. A paper
proposing the implementation of an audit program to support the
management of the Agreement was presented to the Cluster 3 MC in
September 1999, some fifteen months after its commencement.

8.73  The ATO Internal Audit Branch established a program of audits
of various aspects of the implementation of the ATO Agreement, with
the first audits completed some six months after the Agreement
commenced.?” As at June 2000, Group 5 had yet to develop a strategy for
the independent review of aspects of the ESP’s compliance with
contractual obligations other than performance reporting. ANAO
considers that the formulation and implementation of an audit program
early in the term of an IT outsourcing arrangement would assist agencies
in the verification of the ESP’s compliance with contractual obligations
and be an aid to effective contract and resource management.

8.74  This would also be assisted by the development and maintenance
of a comprehensive list of the contractual obligations of each party under
the Agreement. The best way to ensure all aspects of contract
administration will be properly performed is to prepare an administration
plan that isolates relevant tasks and describes when each task has to be
performed.?” This is supported by the OASITO draft Contract

2 As at June 2000, ATO internal audit had completed reviews of the transfer of assets to the ESP,
and the implementation of the insurance provisions of the ATO Agreement. As a result of the latter
review, ATO internal audit recommended that the ATO CMO obtain legal advice regarding the
compliance of the ESP’s public liability insurance policy with the requirements of the Agreement.
ATO advised ANAO that action in regard to that recommendation was in train as at June 2000.

% | egal Practice Briefing No 27, Commonwealth IT Outsourcing, Attorney-General's Department,
28 August 1996,
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Management Guide, which noted that customer practices commonly found
in successful outsourcing relationships included the establishment, within
three months after handover to the ESP, of management strategies relating
to performance monitoring and verification and the conduct of audits;
and the development and maintenance of a checklist of deliverables and
deadlines for each participant over the course of the contract.

8.75 At the commencement of the ATO Agreement, the ATO CMO
established a comprehensive listing of deliverables from the Agreement
detailing the party responsible, date for delivery and current status,
which is subject to ongoing monitoring. A list of contractual obligations
was not developed by Cluster 3 until May 1999, some eleven months
after handover. In February 2000, the Group 5 CMO advised ANAO that
the Group was in the process of doing a detailed review of the Agreement
to prepare a comprehensive set of deliverables. It was noted that lists of
key deliverables had already been developed as a basis for programming
the Group’s contract management resources.

8.76  Finding: Each Agreement provides the agencies with the capacity
to have the ESP’s performance reporting, and other aspects of its
contractual obligations, independently audited and verified. Significant
delays were experienced by Cluster 3, Group 5 and the ATO in obtaining
from the relevant ESP substantiation material to enable them to verify
the performance reported. OASITO advised ANAO that the
Commonwealth has taken account of the experiences of Cluster 3 and
Group 5 in moderating expectations regarding the pace at which new
reporting processes can be implemented, particularly having regard to
the impact of unforeseen circumstances on agency service priorities.

8.77  Cluster 3 commenced its first audit of performance data provided
by the ESP in January 2000, some eighteen months after handover. At
June 2000, the Cluster was yet to undertake audits of other aspects of
the ESP’s contractual obligations. The ATO Internal Audit Branch
established a program of audits of various aspects of the implementation
of the ATO Agreement, but as at June 2000, had yet to undertake external
verification of the performance information reported by the ESP. Group
5 commenced an audit of the ESP’s performance reporting some six months
after the Agreement commenced, but has yet to develop a strategy for
the audit or review of other aspects of the ESP’s performance or
compliance with contractual obligations. ANAO considers that the
formulation and implementation of an audit program early in the term
of an IT outsourcing arrangement would assist agencies in the verification
of the ESP’s compliance with contractual obligations and be an aid to
effective contract and resource management.
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Recommendation No. 16

8.78 ANAO recommends that, to assist in the verification of external
service providers’ reported performance, its compliance with contractual
obligations, and as an aid to effective contract and resource management,
relevant agencies consider the formulation and implementation of an
independent review and evaluation program as soon as practicable in
the term of an IT outsourcing arrangement.

8.79  Agencies responded to the recommendation as follows:

* DOFA whole-of-government response: Agree. Agencies will continue
to develop mechanisms and processes to ensure effective contract
management, having regard to the costs and anticipated benefits of
introducing additional layers of review.
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9. Contract Management

This chapter discusses aspects of contract management of IT outsourcing
agreements.

Overview

9.1 Effective contract management plays an important part in
achieving successful outcomes under an IT outsourcing arrangement. To
ensure they obtain value-for-money from the arrangement, it is important
that agencies develop new and enhanced contract management skills. To
ensure agencies’ strategic, technical and business continuity requirements
are adequately addressed by the ESP, it is equally important to retain
within agencies appropriate technical skills and corporate knowledge.
This will enable agencies to effectively define on-going requirements and
evaluate the cost-effectiveness of solutions proposed by the ESP. The
initial implementation phases of the Cluster 3, ATO and Group 5
Agreements have provided valuable experience and lessons that can be
applied to enhance the efficiency and effectiveness of the future
implementation and management of IT outsourcing Agreements (including
the linkages with broader IT governance issues) for both agencies and
ESPs.

9.2 The extent of continuity of agency personnel involved in the tender
process in the subsequent management of the Agreement is an important
influence on the ability of agencies to effectively manage the contract.?””
This continuity has largely been achieved under the Cluster 3, ATO and
Group 5 Agreements for both coordinated group management and
individual agency contract managers and has had clear benefits to those
agencies. The challenge for agencies will be to retain that corporate
knowledge as personnel changes occur over the term of the Agreement.?*®

27 The August 2000 DOFA whole-of-government response to the proposed audit report commented
that: Agencies agree with ANAO's view in relation to the retention of appropriately skilled staff with
corporate knowledge. A number of agencies have been successful in retaining key staff that
were heavily involved in the tendering and evaluation processes, who have the strategic, technical
and corporate knowledge to provide adequate business continuity for their departments. Agencies
have retained these staff by providing [Australian Workplace Agreements] and committing
resources to provide training in contract management and in ongoing IT developments.

28 A number of DIMA personnel involved in the tender evaluation took up positions in the Cluster 3
CMO. This provided a retention of DIMA-related knowledge of the tender process, but limited the
capacity of staff with that knowledge to be involved in the management of the contract on a day-
to-day basis from the DIMA perspective. DIMA also did not retain any technical personnel to
assist in the management of the Agreement, including the framing of project specifications for
delivery by the ESP. These factors, combined with the initial service delivery problems encountered,
created significant difficulties for the DIMA contract management area and diminished its capacity
to focus on strategic contract management issues for some time after handover.
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9.3 As more IT outsourcing Agreements are implemented across the
Commonwealth, an increasing body of contract management experience
is being developed within the Commonwealth. A Commonwealth IT
outsourcing contract managers’ forum has been established. In
January 2000, OASITO released a draft Contract Management Guide
which was developed in conjunction with representatives from agencies
with IT outsourcing experience. OASITO advised ANAO that, in order
to ensure the advice contained in the guide was effectively communicated
to agencies, it had conducted several contract management seminars for
the Health Group. An outcome from those seminars was that OASITO
agreed to establish a high level forum for consideration of strategic
outsourcing issues and the mechanisms used to address them across the
Commonwealth.

9.4 Based on the experience of Cluster 3, ATO and Group 5, key areas
on which agencies should place particular focus in order to enhance the
effectiveness of the management of IT outsourcing arrangements, as
outlined in this chapter, include:

¢ identification and management of ‘whole-of-contract’ issues, including
retention of corporate knowledge, succession planning, and industrial
relations and legal issues;

* putting in place a management regime and strategy that encourages
an effective long-term working relationship with the ESP, while
maintaining a focus on contract deliverables and transparency in the
exercise of statutory accountability and resource management
requirements;

¢ defining the service levels and other deliverables specified in the
Agreement so as to unambiguously focus the management effort of
both the ESP and agencies on the aspects of service delivery most
relevant to agencies’ business requirements;

e the ESP’s appreciation of, and ability to provide, the invoicing
information, including substantiation material, required by agencies
to support their statutory accountability and resource management
requirements; and

¢ the establishment of effective strategies for the monitoring of the ESP’s
compliance with contractual obligations in regard to security and
privacy.

9.5 The August 2000 DOFA whole-of-government response to the

proposed audit report commented that:

The Report appears to focus heavily on process and the presence or
absence of documentation in support [of] contract management
decisions. Whilst analytical material supporting management decisions
can enhance transparency for audit purposes, that material is not
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necessarily helpful in achieving better outcomes in terms of IT service
delivery, particularly when issues are complex and time frames for
decision are short. We are concerned that the approach taken by ANAO
in this area could, if implemented fully, impede effective and responsive
decision making. The Report should take a more pragmatic position
regarding documentation of decisions.

The Report fails to note that agencies in seeking to improve service
delivery have moved beyond traditional contracting models. The Report
has not examined the alternative mechanisms that agencies are adopting
to manage collaborative relationships with their service providers that
will deliver high-quality solutions capable of meeting evolving needs.
The service agreement should be seen as a framework that provides
guidance and a clear direction for the application of management
strategies to ensure business outcomes are achieved.

9.6 ANAO comment: ANAO recognises that contractual performance
is maximised by a cooperative, open relationship between the parties.
However, cooperation is not a substitute for a sound contractual
relationship. In order to protect the Commonwealth’s interest, it is
essential that there is a sound understanding of what is expected between
the parties and the basis for decisions taken. Such consideration must
necessarily be undertaken within the context of appropriate public sector
resource management practices, including the need for agencies to be
able to demonstrate compliance with their obligations under the FMA Act
to manage the affairs of the agency in a way that promotes proper use of
Commonwealth resources, unless there is a Government direction that
exempts such obligations on the basis of broader benefits to the
community. Documentation, which is fit for its purpose, supports this as
it assists effective decision making and aids accountability.

Transaction costs

9.7 As a single agency Agreement, the ATO has established an internal
contract management structure. This role becomes more complex in a
grouped environment. Both Cluster 3 and Group 5 have put in place a
contract management structure comprising a management committee,*”
central contract management office (CMO) and contract management cells
within each agency. Agency contract managers are responsible for the
day-to-day interactions with the ESP, monitoring the performance of the
ESP, and the referral to the CMO of issues that affect the Agreement.

209 The management committees comprise appointed members from each of agency and operate
under Memorandums of Understanding between the agencies, with OASITO and DoCITA (in
respect of industry development) having observer status. The management committees have
overall responsibility for ensuring the relevant ESP complies with the Services Agreement, but
may delegate any of its responsibilities to the CMO or other sub-committees.
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9.8 Cluster 3 has adopted a more centralised approach to contract
management than have the Group 5 agencies. This is reflected in the
resourcing of the two offices, with the Cluster 3 CMO comprising six
full-time resources compared to two in the Group 5 CMO. Both provide
a point of central co-ordination for the management of major issues with
the respective ESP, as well as secretariat support to the respective
management committees. The Cluster 3 CMO performs more of the hands-
on contract management functions than does its Group 5 counterpart,
particularly in regard to invoicing and performance reporting processes.

9.9 The appropriate approach to structuring the contract management
function for outsourcing agreements servicing multiple agencies will
depend upon the relevant agencies’ assessment of the costs and benefits
of the options available. The Group 5 CMO advised ANAO that the Group
does not consider that there is any evidence to suggest that clustering
reduces contract management costs. On the contrary, the CMO advised
that, although it has no firm evidence, the Group suspects that clustering
increases costs because of the extra overhead involved in internal Group
coordination on top of normal contract management functions. The
Cluster 3 Management Committee (Cluster 3 MC) advised ANAO that a
lesson from its experience is that the CMO plays a valuable role in day to
day contract management.

9.10 Industry experience with IT outsourcing has been that
organisations often underestimate the management effort and resources
that will be required to effectively manage the outsourcing agreement,
particularly in the initial implementation phase. To varying degrees, this
has been the case in Cluster 3, ATO and Group 5, with the initial contract
management effort required exceeding the expectations of many agencies,
with the increased management effort and transaction costs occurring at
both the operational and senior executive levels. Particularly in the case
of Cluster 3 and Group 5, many of these latter costs resulted from the
need for senior management to focus on the delivery of the relevant
services to an extent not previously experienced in order to address initial
service delivery problems. These transaction costs are not fully captured
in the overall reported costs of managing the contracts. In some agencies,
additional resources were required to conduct greater than anticipated
verification effort on invoices and performance information. This
requirement may reduce as the invoicing and performance reporting
processes are bedded down.
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9.11 Contract management costs are typically identified as a percentage
of service charges. In the case of Cluster 3, overall reported contract
management costs in the first year of the Agreement were 4.8 percent of
service charges.”'” Projected first-year contract management costs for
the ATO and Group 5 were 4.2 percent and 7.4 percent respectively.”!
Within the multi-agency groups, there was considerable variance in the
relative commitment required between larger and smaller agencies. In
Cluster 3, the reported contract management costs ranged from a low of
3.7 percent for the largest agency (DIMA), to a high of 23.3 percent for
the smallest participant (IP Australia).?”? In Group 5, the range was
narrower, with the lowest being DoCITA at 5.5 percent and the highest,
DoTRS, at 8.2 percent. On this basis, it is apparent that the transaction
costs incurred by smaller agencies in relation to the value of services
received can be considerable in comparison to the larger agencies.

9.12 Finding: The initial contract management effort required in
respect of the Cluster 3, ATO and Group 5 Agreements has exceeded the
expectations of many agencies, with the increased management effort
and transaction costs occurring at both the operational and senior
executive levels. Many of these latter costs resulted from the need for
senior management to focus on the delivery of the relevant services to
an extent not previously experienced in order to address initial service
delivery problems. These transaction costs are not fully captured in the
overall reported costs of managing the contracts. In the case of Cluster
3, reported contract management costs in the first year of the Agreement
were 4.8 percent of service charges. Projected first-year contract
management costs for the ATO and Group 5 were 4.2 percent and
7.4 percent respectively. Within the multi-agency groups, the transaction
costs incurred by smaller agencies in relation to the value of services
received were considerable in comparison to the larger agencies.

20 Calculated on the basis of actual reported contract management costs and service charges for
1998-99.

21 Calculated on basis of budgeted contract management costs and estimated service charges for
1999-00.

22 The reported contract management costs for the other small agencies in the Cluster were
13.9 percent for AGAL and 9.7 percent for AUSLIG.
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9.13  Service levels and service credits are contractual mechanisms by
which the ESP’s performance is regulated. They form part of a broader
contract management framework. Establishing service levels for the first
time as part of the outsourcing process is difficult, and requires
judgements about what level of service at the technology level will meet
agencies’ business needs, and how those levels should best be measured
and reported. These judgements should be reviewed and service levels
adjusted in the light of actual experience through implementation of the
outsourcing relationship. This process may require some flexibility to
ensure that service levels are focussed on aspects of service delivery that
are most relevant to agencies’ business needs. Similarly, service credits
are intended to provide a flexible mechanism to maintain focus on key
components of the ESP’s service delivery consistent with agency business
requirements.

9.14  The Cluster 3, ATO and Group 5 Agreements provide the relevant
agencies with a discretion as to whether to impose service credits accrued
as a result of the ESP’s contractual non-performance.?”* The Cluster 3
and ATO Agreements place no limitation on the timeframe in which the
agencies must make a decision on the application of service credits.?!*
The Group 5 Agreement requires the Group to apply service credits within
a specified period after service failure, or be deemed to have waived the
right to the service credit. Agencies also have a discretion as to the form
in which the ‘payment’ of service credits from the ESP will be received.

9.15 Service credits are included in outsourcing agreements as a risk
management measure in that they provide incentive for the ESP to deliver
services at the contracted levels. The service charges paid by agencies
are in consideration for performance of the services by the ESP. In general,
the higher the level of service the ESP has contractually committed to
provide, the higher will be the contracted price for those services.

23 The Cluster 3 and Group 5 Agreements provide that, if the ESP fails to meet a service level, the
Group or Cluster may require the ESP to pay a service credit in respect of that service level. The
ATO Agreement provides that, if the ESP fails to meet a service level, the ESP must pay a service
credit to the ATO unless the ATO in its sole discretion agrees otherwise. Schedule 3 of the ATO
Agreement states that Service credits as indicated shall be payable by the ESP to the ATO in the
event that the ESP fails to meet the service levels. This provision appears to make the service
credits accrued by the ESP more in the nature of a debt to the ATO as and from the time they are
accrued than is the case under the other two Agreements. This increases the need for a clear and
transparent accountability framework for their management.

24 However, agencies need to be aware of what actions or delays on their part may give rise to an
estoppel arising which may prevent them from subsequently recovering service credits accrued
by the ESP.
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Accordingly, should the ESP provide a lower level of service than is
provided for under the Agreement, service credits provide a mechanism
for agencies to pay a reduced charge. In this way, the service credits act
as an incentive to the ESP to provide services to the contracted levels in
order to receive full payment.

9.16  The overarching principle agencies must consider in determining
whether to apply the service credit provisions available under an
outsourcing agreement arises out of section 44 of the Financial Management
and Accountability Act 1997 (FMA Act). Section 44 requires that agency
Chief Executives and their delegates manage the affairs of the agency in
a way that promotes proper use of the Commonwealth resources. In
considering whether to require the ESP to pay service credits available
to them under the contract, agencies need to consider which of the
available options will make the most effective, efficient and ethical use

of resources.?’®

9.17 Deciding whether to impose contractually-available, but
discretionary, service credits represents a value-for-money consideration
on the part of agencies. The potentially material nature of the service
credits that may arise under outsourcing Agreements requires a sound
corporate governance framework to support accountability and
transparency in forming that determination. Accordingly, decision-making
should be conducted in the context of relevant Commonwealth resource-
management policy, supported by appropriate legal and practical risk
analyses.

9.18  This requirement becomes more complex where multiple agencies
are grouped under a single outsourcing agreement. Although the
obligations arising under the FMA Act apply to agencies individually,
the management of those agreements typically involves a collective
approach. In Cluster 3, the decision as to whether to impose service credits
accrued by the ESP is a collective decision undertaken by the Cluster 3 MC.
In Group 5, although discussed by the Management Committee, each
agency has retained the discretion to make an individual determination.

25 Agencies also need to be aware of what actions on their part may result in the creation of a debt
on the part of the ESP. Once a debt is created, agencies must act in accordance with the
requirements of the FMA Act in regard to the collection and waiver of debts (s 34). For a service
credit to be a debt it must be: (i) a sum of money which is or will be payable by reason of a present
legal obligation; (ii) a right which is enforceable by legal action; (iii) certain, or able to be ascertained;
and (iv) the subject of a demand for payment.
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9.19 At the time of audit, all service credits accrued by the Group 5
and ATO ESPs in accordance with the respective Agreements had been
imposed by the relevant agencies. The ATO has also reserved the right
to impose further service credits, where appropriate, once the ESP
provides it with the necessary supporting information to enable full
substantiation of the ESP’s reported performance. The operation of the
Cluster 3 Agreement has proven complex, and the approach taken to the
issue of service credits has evolved over the course of the initial two
years.

Cluster 3 experience

9.20 In October 1999, the Cluster 3 MC advised ANAO that the service
credit regime contained in the Cluster 3 Agreement has the primary intent
of acting as an incentive mechanism for the delivery of services at the
contracted levels. The Cluster advised that it views service credits as
reduced payment for reduced service delivery—that is, not paying for
service not delivered. Upon commencement of the Agreement, the Cluster
3 MC elected to provide the ESP with an initial three month grace period
during which it would not be liable to pay service credits.?’* An important
component of this moratorium was to provide the ESP time to establish
performance measurement and reporting systems suitable for the Cluster
3 context.

9.21  Although a total moratorium on service credits was not specifically
contemplated in the Agreement, the Cluster 3 MC advised ANAO that it
was a recognition by both parties of the complexity of the Cluster, and
of the need to operate through interim arrangements and the initiation
of a number of major projects before steady state could be achieved.?"”

26 The Cluster 3 MC advised ANAO that the moratorium period was established in the context of a
long term deal, and that the Cluster wanted to establish a relationship that worked to its benefit for
the term of the contract, rather than adopting a short term view of what financial penalties could
be enforced in the first three months. The Cluster 3 MC also advised that it accepts that there was
no formal contract change to reflect the arrangement entered into for this period, but that it was
aware of the contractual implications arising from its decision to implement a moratorium. In
August 2000, the Cluster 3 ESP advised ANAO that: ‘The original discussions on the moratorium
on Service Credits were well documented between the parties and [it] does not believe that there
was any need for, nor any value in, a formal variation to the Agreement. In all such contracts there
are many changes continually made to suit operating needs and it is totally unrealistic to constantly
modify a document, which should be the basis for a living, working relationship.’

27 The Agreement provided for a grace period to be allowed on individual service levels for which the
ESP was able to establish, prior to handover, that Cluster agencies had not previously been
achieving identified minimum performance levels. In April 2000, OASITO advised ANAO that the
intent behind the contractual provision was to provide an element of flexibility in how service levels
were handled, but that it was negotiated in its existing form to maintain pressure on the ESP. It also
noted that, for the service levels in question, there was no existing performance reporting within
agencies, and that it proved impractical to implement the necessary tools and procedures to
measure agency performance prior to handover. OASITO advised that, with the benefit of hindsight,
it was therefore clear that the spirit of the provision could not be implemented strictly within the
letter of the contract.
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This rationale was not fully documented in Cluster 3 records at the time,
and a formal decision by the Cluster 3 MC in respect of the grace period
was not recorded.””® ANAO considers that, in view of the potentially
material nature of service credits during this period, and the contractual
interpretation necessarily applied in support of the decision to allow the
grace period, a more formalised approach to documenting the moratorium
arrangement would have been appropriate.

9.22 Similarly, ANAO considers that transparency in public
administration would have been assisted by the Cluster agencies more
fully documenting their subsequent consideration of service credit-related
issues. The calculation of service credits in line with the Agreement
commenced in October 1998, with the ESP accumulating significant levels
of credits each month for failure to achieve contracted service levels.
However, the extent to which the ESP would be required to pay the
service credits accrued was the subject of extended discussions between
it and the Cluster, with the ESP requesting an extension of the service
credit moratorium.

9.23  Discussions on the imposition of service credits related to concerns
expressed by the ESP about the impact of ‘extraordinary’ events, such as
the 1998 Federal election and an accelerated rollout of the DIMA desktop
upgrade, on its capacity to achieve contracted service levels; and Cluster
agencies’ concern at the end of 1998 about the ESP’s lack of progress in
achieving Y2K compliance across the infrastructure (in conjunction with
‘the uncertainty of the contract as to the definition of Y2K compliancy, together
with the lack of any realistic sanctions for non-performance’). Pending resolution
of these discussions, service credits accrued by the ESP were held in
abeyance or ‘banked’.

28 Documentation in support of the grace period sighted by ANAO consisted of documents prepared
by the ESP prior to handover identifying its analysis of existing performance measurement and
achievement within agencies; and its planned timeframe for measuring its performance against
service levels, and for achieving the contracted levels of service. The documents were signed off
by each agency, with the exception of DOFA which did not sign agreement to the document. The
document relating to DIMA was signed after the commencement date. Two agencies signed the
document with an annotation stating that current levels of performance were at or above contracted
levels. The Cluster 3 MC advised ANAO that the subsequent implementation of the grace period
without dispute gives rise to a view that the documentation did service the purpose it was
developed for, albeit ‘without crossing every ‘t’ and dotting every ‘i*.
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Revised service credit regime

9.24 Following a series of negotiations, the Cluster 3 MC advised the
ESP in March 1999 of a revised service level/service credit regime to
apply from October 1998 until June 1999, the end of the first year of the
Agreement. The Cluster 3 MC obtained informal legal advice prior to
entering into the arrangement. The main elements of the regime were
that, in each month between February and June 1999, the ESP could ‘earn
back” 20 percent of the banked service credits accrued between
October 1998 and January 1999, and avoid additional credits, to the extent
it achieved minimum specified requirements.

9.25 The revised arrangement introduced a linkage between the
application, or otherwise, of service credits and satisfaction of the ESP’s
contractual obligations in respect to Y2K compliance. Another key aspect
of the revised regime was agreement by the Cluster to reduced minimum
service levels for specified business-critical services compared to those
originally required, with a graduated move back to contracted service
levels by June 1999. This arrangement, combined with a requirement to
achieve only 95 percent of remaining service levels, significantly reduced
the ESP’s exposure to service credits in respect of its performance in
February to June 1999.? In addition, the service credits accumulated up
to January 1999 were reduced by 15 percent in recognition of extenuating
circumstances.?®

9.26 The intent of the arrangement was to provide the ESP with
incentive to achieve contracted service levels, while giving due
consideration to ‘extenuating circumstances” identified by it. It was also
intended to create an enhanced incentive for the ESP to fulfill its Y2K
obligations. However, the value-for-money determination by Cluster
agencies in support of that strategy was not fully documented. The
Cluster 3 MC advised the ESP that it believed some concession was
warranted as a consequence of the extenuating circumstances outlined
by the ESP, but agencies’ analysis of how those circumstances had

29 |n advising the ESP of the arrangement, the Cluster 3 MC noted that it believed that, in reaching
its decision, it had had regard to the extenuating circumstances highlighted by the ESP, and had
accepted some performance shortfalls without imposing service credits. The Cluster 3 MC saw
the regime as one which provided incentive to the ESP to reach the required service levels in the
nominated timeframe.

20 The ESP had proposed a discount of 40 percent in recognition of the impact of events such as the
October 1998 Federal election, an accelerated desktop rollout in DIMA, and the complexity of the
Cluster. The Cluster 3 MC rejected that proposal, but decided that a reduction of 15 percent would
be applied to the banked service credits. The Cluster 3 MC indicated that the discount was
granted in recognition of the Cluster complexity and the impact on the ESP’s service capacity
from the election and other major programs initiated by agencies. However, the analysis conducted
to identify the appropriate quantum of such a discount was not documented.
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impacted on the service provision capacity of the ESP in the areas of
concern was not documented. Nor was there documented analysis of
the rationale for the 15 percent discount provided on service credits
accrued to January 1999, and the interaction of the basis for that discount
with the basis for the concessions provided in subsequent months.
Enhanced documentation of these aspects would have improved the
clarity and transparency of the basis for Cluster agencies’ agreement to
the arrangement.”

9.27  The Strategic Adviser to the IT Initiative had advised the Cluster
3 CMO that it is relatively common for customers in private sector
contracts to forego service credits if the outsourcer demonstrates genuine
management focus on service problems. Accordingly, the Strategic
Adviser recommended that the ESP should be required to propose a plan
to rectify service problems; that the Cluster should form a view regarding
the plan’s credibility for achieving adequate improvement within an
acceptable time frame; and that agreement by the Cluster to postpone,
and possibly forego, the collection of service credits should be dependent
upon the ESP demonstrating satisfactory progress against the remediation
plan while not compromising service quality in other areas.

9.28  The ESP was not required to develop and report against an agreed
remediation plan as a condition of the Cluster agreeing to the revised
regime. Analysis by the Cluster of the credibility of remediation measures
proposed by the ESP in other forums was not documented in support of
the revised service credit regime.?”> The Cluster 3 MC advised ANAO
that, during the period of the revised regime, regular updates on Y2K
status were required, and the monthly executive reports provided by
the ESP identified the extent to which the ESP was meeting mandatory
and other service levels.?® ANAO considers that, where agencies enter

2L |n August 2000, the Cluster 3 ESP advised ANAO that: {lt] has paid, and continues to pay,
Service Credits demanded by Cluster 3. The circumstances in which Service Credits are
calculated and demanded are comprehensively documented on both sides.’

2 The ESP had provided the Cluster 3 MC with a briefing paper in November 1998 which
acknowledged that its service performance still needed considerable improvement to meet
agency expectations and business needs. The paper stated that, to systematically and completely
address current service performance issues, the ESP had in place a 90-day service improvement
plan effective 1 November 1998, which the ESP expected would result in noticeable and continual
improvement in all facets of its service culminating in the achievement of contracted service
levels by the end of January 1999. The Cluster 3 CMO advised ANAO that the document was an
internal ESP document and, although the CMO was briefed on progress against the plan during
November and December 1998, it was not linked to service credits or to the revised service
credit regime agreed in March 1999.

2 |n August 2000, the Cluster 3 ESP advised ANAO that: ‘Throughout the operation of the Agreement,
[it] has provided—and continues to provide—Cluster 3 with its plans for improvement and is in
continuous discussion about those plans and about reporting requirements.
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into similar arrangements regarding the application of services credits,
it would be of benefit to include an agreed remediation plan and
associated milestones as part of the formal arrangement with the ESP.
This will enhance the capacity of agencies to appropriately monitor and
report on the achievement by the ESP of the expected improvements as a
basis for establishing the value-for-money obtained from foregoing some
or all of the contractually-available service credits, and the relative costs
and benefits of continuing with such an arrangement.

9.29 The ESP did not satisfy the minimum performance criteria
established under the revised arrangement in any of the relevant months
to June 1999. The smaller agencies in the Cluster were still expressing
strong dissatisfaction with the performance of the ESP in June and
July 1999. By the end of 1999, the Cluster had imposed all service credits
available under the revised regime, being $2.4 million in respect of
services delivered in 1998-99.2* Due to the effect of the revised regime
agreed to by the Cluster, this was $1.3 million or 35 percent less than the
quantum of resources available to the Commonwealth under the
contracted service level/service credit model (excluding the effect of the
initial moratorium). A lower minimum level of service for business-critical
services than that required under the original contract was also agreed
for a period of time.*”

9.30 In commenting on the proposed audit report, the Cluster 3 ESP
advised ANAO that:

[It] is committed to the principle of Service Credits as incentives for
continuous improvement. However, the Service Levels in the Cluster 3
Agreement were written in a vacuum, prior to either Government or
[itself] having real experience of how these would operate in practice.
In [its] view, they had the opposite effect from Government’s intention
that they should provide an incentive for better performance. Had
they not been reviewed to a more realistic approach, the consequences
upon the long-term operation of the Agreement would have been
significantly detrimental to Government and certainly would have
been out of line with the ‘Best Practice” approach espoused.

2+ AEC and DIMA have elected to take at least part of these service credits in the form of additional
project work.

2 |In November 1999, the Cluster 3 MC received legal advice which stated that the March 1999
letter from the Cluster to the ESP setting out the revised service credit arrangement represented:
‘a notification to the ESP of the fact that the Cluster intends to waive its right to insist on performance
of specified services in accordance with the contract, and instead the Cluster will accept
performance of the services at lower levels for a defined period (ie February to June 1999).’
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9.31 ANAO recognises the complex problems encountered by Cluster 3,
and the need to give due consideration to the imposition of service credits
in the light of the overall outcomes desired from the relationship with
the ESP. The Cluster 3 MC advised ANAO that it is its very strong
contention that the banked arrangements for service credits ‘contributed
materially to the energetic focus by the ESP in achieving Y2K compliance during
the remainder of [1998-99]’, and that its success in focusing the ESP on
achieving its Y2K contractual obligation within necessary timeframes was
indicative of the value of the negotiated position reached.?* Nevertheless,
the materiality of the service credits involved has implications for financial
management.

9.32 In February 2000, the Cluster 3 MC advised ANAO that the
service levels in the Cluster 3 Agreement were a specification of the levels
judged to be required by agency business needs and widely recognisable
as ‘industry achievable’, with marketplace responses sought to meet that
specification. The Cluster 3 MC noted that subsequent independent
assessment had confirmed that the service levels set out in the Agreement
were, with a number of anomalies, well aligned with industry standards.
In these circumstances, ANAO considers that enhanced documentation
of the value-for-money analysis undertaken by Cluster agencies as the
basis for agreeing to the initial service credit moratorium and subsequent
service level/service credit arrangement, and of the Clusters” monitoring
of achievement of that value-for-money, would have improved the
transparency of decision-making on this matter.?”” In particular, it would

2 The Cluster 3 MC advised ANAO that: ‘this was an area of grave concern to the Cluster and it is
arguable whether the Cluster would have focussed the ESP’s attention on Y2K without the added
incentive provided for by the banked arrangements’.

27 This is particularly the case in light of the acknowledgment by the ESP in the Cluster 3 Agreement
to the effect that: ‘its commitment to achieve the service levels set out in the Agreement, and its
commitment to substantial service credits if those service levels are not achieved, were important
considerations in [its] selection as the supplier of IT&T services.".
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have improved the transparency of agencies’ assessments that adoption
of the revised regime represented the most efficient, effective and ethical
use of the available resources in accordance with s44 of the FMA Act.”
As noted in Chapter 8, there has been improvement in the level of service
delivered by the ESP since that time.

Framework for applying service credits

9.33  Given the discretionary nature of the service credit provisions, it
is important that agencies implement a robust framework that ensures
transparency in the application of that flexibility. The Cluster 3 MC
advised ANAO that it accepts the proposition that the use of discretionary
provisions in contracts over the application of service credits would
benefit from greater administrative policy guidance. The situation faced
by Cluster 3 is indicative of the issues likely to increasingly face agencies
in the management of outsourced arrangements. The early development
of a strategy for the consideration of potential trade-offs involving
available service credits could provide agencies with a sound basis to
protect the Commonwealth’s interest in negotiations involving issues of
ESP non-performance. In particular, such a strategy should provide for
transparency of the analysis supporting the determination that a particular
option represents the best value-for-money. Some of the legal issues that
need to be considered are outlined in Figure 9.1. Agencies’ consideration
of such issues must also have regard for the obligations arising under
s44 of the FMA Act. It would also be prudent for agencies to ensure they
obtain formal specialist advice regarding negotiations undertaken or
elections made.

2 In November 1999, the Cluster 3 MC received legal advice which stated that: ‘Commonwealth
officers are not relieved of their duties under s44 simply because the mode of collection of
Service Credits does not give rise to a debt. The right to deduct service credits against future
contractor invoices, or to obtain a credit note for goods and services, is a valuable resource.
Section 44 FMA Act, in our view, imposes a duty on Commonwealth officers to make available
the relevant deductions, or pursue the available credit notes, if this course represents the most
efficient, effective and ethical use of Commonwealth resources, for which they are responsible.
In light of this obligation, where future contractor invoices are available against which to exercise
deductions, or where a credit note is able to be obtained (ie the contractor is still trading), there
would appear to be little scope for a Commonwealth officer to ‘waive’ or otherwise avoid collection
of service credits. However, there may be circumstances in which an agency could justify non-
deduction or non-collection of service credits, if it could show that the Commonwealth had or
would receive value for the relevant service credits in some other and equivalent way.’ The
revised arrangement agreed to by the Cluster 3 MC was premised on the incentive provided to
the ESP by the potential for it to earn back accrued service credits (that is, for the service credits
to be effectively foregone or ‘waived’), and for further service credits to not arise until the level of
service provided was at a significantly lower level than that provided for in the Agreement (that is,
a proportion of service credits provided for under the Agreement were to be foregone or ‘waived’).
The legal advice provided to the Cluster 3 MC highlights the need for agencies to adequately
document the value-for-money assessment undertaken as the basis for decisions made regarding
the exercise of discretionary service credit provisions.
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Figure 9.1
Possible issues to be considered in applying service credits

Issues

» Agencies need to consider a range of issues concerning any ESP non-performance including:
— the nature of the non-performance;
— how long the non-performance has been continuing;
— the seriousness of the non-performance for the overall contract;
— whether the particular non-performance has occurred before;
— whether the non-performance is in breach of the contract; and
— how quickly the non-performance can be corrected.

Risk analysis

» Ifthe non-performance is significant, but not sufficient to require termination of the contract, is the
ESP willing to correct the non-performance?

— Ifyes, isthere arisk that allowing the ESP time to correct the non-performance will defeat the
purpose of the contract, or lead to potential liability for the Commonwealth eg. to third parties?

— Ifno, is there arisk that the right to impose service credits may be lost as a result of delay or
failure to exercise that right?

« Ifthe risk associated with allowing the ESP time to correct the non-performance is high, or itis
unwilling to correct the non-performance (either at all or within a reasonable time period), will the
imposition of service credits genuinely threaten its capacity to continue performance of the
contract?

— Ifyes, are there any contractual provisions for an alternative ESP to take over the contract,
and are there any alternatives to the imposition of service credits available under the contract
eg. deduction of security deposits?

— Ifno, whatis the potential loss to the Commonwealth should the ESP be unable to continue its
performance of the contract? If the loss is significant (within the context of the contract), what
are the risks associated with application of service credits on an escalating or deferred basis,
orin a reduced amount?

» Have there been any words or conduct by the Commonwealth which may give rise to a waiver
of the right to impose service credits by election or estoppel?

— Ifno, is there a risk that there will be no future invoices against which the Commonwealth may
be able to impose rebates or no future or other contracts against which the Commonwealth
may issue a credit note?

Source: Advice from Australian Government Solicitor and ANAO analysis

9.34 Finding: The Cluster 3, ATO and Group 5 Agreements provide
the relevant agencies with a discretion as to whether to impose service
credits accrued as a result of the ESPs” contractual non-performance. The
approach adopted to the application of service credits in Cluster 3 has
differed from that taken by the ATO and Group 5, both of which have
applied service credits as they were accrued by the respective ESP in
accordance with the Agreements.
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9.35 The Cluster 3 Management Committee (Cluster 3 MC) elected to
provide the ESP with an initial three month grace period during which it
would not be liable to pay service credits. ANAO considers that, in view
of the potentially material nature of service credits during this period,
and the contractual interpretation necessarily applied in support of the
decision to allow the grace period, a more formalised approach to
documenting the moratorium arrangement would have been appropriate.

9.36  The Cluster 3 MC subsequently agreed to a revised service credit
regime that significantly reduced the ESP’s exposure to service credits in
respect of its performance in 1998-99. The intent of the arrangement was
to provide the ESP with incentive to achieve contracted service levels
and its Y2K obligations, while giving due consideration to ‘extenuating
circumstances” identified by the ESP. Due to the effect of the arrangement,
atleast $1.3 million in service credits representing resources contractually-
available to the Commonwealth were not imposed in respect of service
failures by the Cluster 3 ESP in 1998-99, and a lower minimum level of
service for business-critical services than that required under the original
contract was agreed for a period of time. Enhanced documentation of
the value-for-money analysis undertaken by Cluster agencies as the basis
for agreeing to the initial service credit moratorium and subsequent
service credit arrangement, and of the Clusters’ monitoring of
achievement of that value-for-money, would have improved the
transparency of decision-making on this matter. In particular, it would
have improved the transparency of agencies’ assessments that adoption
of the revised regime represented the most efficient, effective and ethical
use of the available resources in accordance with s44 of the FMA Act.

9.37 The early development of a strategy for the consideration of
potential trade-offs involving available service credits could provide
agencies with a sound basis to protect the Commonwealth’s interest in
negotiations involving issues of ESP non-performance. In particular, such
a strategy should provide for transparency of the analysis supporting
the determination that a particular option represents the best value-for-
money.

Recommendation No. 17

9.38  ANAO recommends that, in managing IT outsourcing agreements,
relevant agencies develop procedures for the conduct and documentation
of the processes followed in evaluating options for the use of
contractually-available service credits to facilitate effective delivery by
the external service provider of contracted services.
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9.39  Agencies responded to the recommendation as follows:

* DOFA whole-of-government response: Agree with qualification.
Agencies will continue to pursue a flexible, outcomes-oriented
approach for the exercise of service credits and other contractual
mechanisms, with an emphasis on encouraging good contractor
performance. It should be acknowledged that agencies may responsibly
take decisions to redirect or reprioritise contractor resources to
address the business needs of the agencies.

Cluster 3 service level review

9.40 Final determination by Cluster 3 on the imposition of service
credits accrued in 1998-99 was delayed until December 1999 due to a
further round of extended discussions with the ESP regarding the
appropriateness and/or effectiveness of the contracted service level/
service credit regime.?”” The effectiveness of service levels and service
credits as a management tool in an IT outsourcing arrangement is
dependent upon the extent to which they unambiguously focus the
management effort of both the ESP and agencies on the aspects of service
delivery most relevant to agencies’ business requirements, and provide
appropriate incentives to the ESP to deliver the contracted services in a
manner that best supports those requirements.

9.41 Although establishing effective service levels at the time of
outsourcing is important, their periodic review is also important to ensure
they remain relevant to agencies” business requirements. International
experience has highlighted this, with many organisations seeking to
renegotiate long term agreements early in the life of the relationship
because they found the existing agreement did not adequately reflect
their true business and operational requirements. Each of the Cluster 3,
ATO and Group 5 Agreements require that the service levels be
periodically reviewed.

2 |n June 1999, the ESP had claimed that it was achieving 90 to 95 percent of service levels and
considered it to be unrealistic to achieve 100 percent. The ESP expressed the view that the
existing service level/service credit regime was punitive, did not recognise improvements made
by it and was damaging to the relationship. The Cluster 3 MC advised ANAO that the delay in
proceeding with the arrangement was to ensure that the Cluster gave credible consideration to
concerns raised by the ESP that the service credits were ‘unreasonable and unconscionable’.
The Cluster’s legal adviser advised a meeting of the Cluster 3 MC in July 1999 that, in their view,
the service credit framework was not punitive.
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9.42  Cluster 3 had observed anomalies in the operation of the service
credit provisions. These included the large number of service levels
reported against (over 600); difficulty in aligning service credits with
business impact, including the potential for extremely high service credits
for little or no Cluster business impact*” and extremely low service credits
applying to quite major outages®'; a service credit model that encouraged
performance only until it was evident that performance against a
particular service level could not be met in the reporting period*?* and
some services important to agencies not covered by existing service
levels.?® The need to review the validity, currency, management value
and measurability of the Cluster 3 service level/service credit regime
was supported by an independent consultant engaged by the Cluster 3
CMO in June 1999.2*

9.43 In August 2000, the Cluster 3 ESP advised ANAO that:

In reality, the number of Service Level Agreements was excessive and
some were extremely difficult and, indeed, costly to both sides to
attempt to measure. More importantly, their structure was
insufficiently related to the business impact upon agencies and the
associated Service Credits disproportionately allocated. These factors
are significant to [us] and to the various organisations involved in
Service Delivery, to which [we] are committed under [the Cluster 3]
Industry Development Plan.

2 The Cluster observed that this can have the effect of shifting the ESP’s focus to an area that may
be at odds with what the Cluster sees as important, with the risk of the ESP’s resources not being
focussed on critical performance areas not as well covered by service levels.

B For example, the outage of a DIMA server in March 1999 resulted in hundreds of users being
without their file server for over a day, but carried a direct service credit of only $640.

2 Under the service credit model in the Cluster 3 Agreement, a service failure early in a month
would quickly expose the ESP to the maximum applicable service credit. As a result, there was
no further incentive for the remainder of the month to recover and continue to provide quality
service. Best practice advice in this area is for service credits to escalate in some form with
continued non-performance, and for the percentage amount of service credit to be structured so
as to increase for each month that the same service level is missed. These strategies assist in
providing incentives for the ESP to address performance issues in a timely manner.

2 These included services relating to problem notification and reporting, virus protection, preventative
maintenance, procurement and midrange services for DIMA, including to overseas posts.

2 The consultant’'s report noted that, in general, the existing service levels did not appear overly
aggressive when compared to industry experience, but a number appeared questionable as to
their validity and direct impact on agencies and, consequently, could become unnecessary cost
drivers, while others should be tightened.
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9.44 In August 1999, the Cluster formed a joint working party with
the ESP to review the service level and service credit provisions of the
Cluster 3 Agreement. That review, finalised in April 2000%, resulted in
the development of new service level and service credit models for all
agencies. The new models are expected to provide a better service
delivery outcome for the agencies, while addressing the ESP’s concerns
over service level anomalies in the existing Agreement. The number of
service levels was reduced by over two thirds, and all now have an
associated service credit model that ramps up the credits payable in line
with how badly a service level is missed.”*® The revised models will apply
from January 2000, pending validation and final negotiation. The work
undertaken by Cluster 3 in this area would be of value in assisting other
agencies in both the formation and management of service levels and
service credits under an IT outsourcing arrangement.

9.45 In August 2000, the Cluster 3 ESP advised ANAO that:

Cluster 3 Agencies and [itself] have jointly reviewed Service Level
Agreements in order to make them more realistic, more measurable
and more directly related to agency business outcomes. In those
professional, objective and thoroughly documented discussions,
necessary changes were made and a number of Service Levels were
introduced into areas where the Agreement had not previously specified
them. The outcome is achieving Government’s objectives for SLAs. In
the Service Level discussions, both [ourselves] and [the] Cluster
undertook substantial research and external benchmarking to ensure
that the outcomes were realistic and maintained the value-for-money
objective of Government.

% The review took considerably longer than anticipated, primarily due to the magnitude of the
exercise. It was noted that a considerable amount of consultation and analysis had gone into the
development of the revised models; arguably, much more than went into the development of the
original RFT models.

2 Under the revised model the ESP’s exposure to service credits each month is capped at 15 percent
of revenue from each line of service, compared to the previous overall cap of 25 percent. This
arrangement has some similarities with that included in the Group 5 Agreement, under which the
Group attempted to ensure there was appropriate incentive for the ESP to focus on service
delivery to all agencies.
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9.46 Finding: The effectiveness of service levels and service credits
as a management tool in an IT outsourcing arrangement is dependent
upon the extent to which they unambiguously focus the management effort
of both the ESP and agencies on the aspects of service delivery most
relevant to agencies” business requirements, and provide appropriate
incentives to the ESP to deliver the contracted services in a manner that
best supports those requirements. In August 1999, Cluster 3 formed a
joint working party with the ESP to review the service level and service
credit provisions of the Cluster 3 Agreement. The review resulted in the
development of new service level and service credit models that are
expected to provide a better service delivery outcome for the agencies,
while addressing the ESP’s concerns over service level anomalies in the
existing Agreement. The work undertaken by Cluster 3 in this area would
be of value in assisting other agencies in both the formation and
management of service levels and service credits under an IT outsourcing
arrangement.

Data security

9.47  Data security considerations are important in any IT outsourcing
process, particularly with security requirements and sound security
practices evolving at a rapid pace as technology changes.?” However,
these issues can become magnified in an environment in which a number
of agencies are ‘clustered’” or grouped. Unless agencies of similar
requirements have been grouped, the security requirements of one
agency can have an effect upon the cost-effective provision of IT services
to other agencies within the group. Alternatively, the security environment
of one agency can represent a security risk to others in the group. This is
particularly the case where the solution proposed by the ESP relies upon
consolidation to achieve efficiencies.

Preparatory steps

9.48 Commonwealth agencies are required to protect all official
Commonwealth Government information from unauthorised access,
disclosure, modification, manipulation or destruction.”® That obligation
remains with the agencies regardless of whether the IT infrastructure

7 |T security concerns relate primarily to the principles of integrity, confidentiality and availability.
This includes preventing unauthorised access to agency information systems, storage media
and the data contained on them; detecting any such access that does occur; and preventing
damage or loss of data through unauthorised access or transmission of computer virus. The level
of protection required will depend upon the nature of the data stored on and passed through a
particular information system.

8 Protective Security Manual, Section 6.3.
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has been outsourced. In August 1997, the IT Infrastructure Security
Framework for Outsourcing (the DSD framework) was jointly released by
the Defence Signals Directorate (DSD), the Attorney-General’s
Department and OGIT. The purpose of the document was to assist agencies
in determining what their security regime should be in an environment
in which the management and operation of their IT systems and services
may be outsourced.

9.49 The DSD framework emphasised the need for each agency to have
its information security objectives, plans and processes in place before
the management and operation of its IT was contracted out so that the
desired security levels could be maintained. It identified a number of
tasks that agencies must conduct in order to be able to establish an
effective security framework in an outsourced environment.? The DSD
framework also recognised that the clustering of agencies for the
outsourcing of IT assets had additional ramifications for information
security. Other preparations recommended for dealing with this aspect
of outsourcing were ensuring that:

* agencies being grouped had similar confidentiality, integrity and
availability requirements, as outlined in their individual information
systems security policy; and

¢ that a concept of operations detailing the mechanisms for achieving
the segregation and need-to-know security of the individual agencies’
information within an outsourced IT cluster was developed and had
been approved by each agency.

9.50  Submissions supporting the IT Initiative proposed that, in order
to achieve a set of consistent IT security specifications, agencies map key
elements of their existing IT Security Plans to a common IT security
framework. It was also recognised that agency security frameworks
should be able to contribute to common security requirements for the
cluster, form the basis for negotiating security requirements with
tenderers and provide a benchmark for continuous assessment of
compliance with contractual obligations.

2 These included: having a documented set of security objectives, in terms of confidentiality,
integrity and availability (the Information Systems Security Policy (ISSP)); conducting a Threat
and Risk Assessment (TRA) for the agency’s information assets in order to identify those most
in need of protection and enable prioritisation of security mechanisms; developing System Security
Plans to outline the mechanisms required to secure each individual information systems to meet
the security objectives in the ISSP and address the risks identified in the TRA; establishing an IT
Steering Committee to review proposed changes to the IT environment and determine whether
these are detrimental to the security of the agency’s information assets; and having a designated
IT Security Manager responsible for managing the security aspects of the storage and processing
of its information.
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9.51 ANAO identified differing approaches between agencies in respect
of these preparatory issues. Some agencies, such as the NCA, PM&C and
ATO, placed particular emphasis on this aspect of their preparation and
planning for participation in the IT Initiative. However, other agencies
appeared to have been less proactive, with scope for improvement in the
extent, and timing, of attention to the recommended preparatory steps
in the Cluster 3 and Group 5 tenders.

Contractual requirements

9.52  The principle mechanisms through which an agency is able to
control or direct ESPs” actions in regard to security concerns is through
the requirements set out in the Agreement, and its actions in managing
compliance with those requirements. The formalisation of security
requirements for inclusion in outsourcing Agreement can, in some cases,
represent an improvement over the internal security arrangements

previously existing within agencies.?*

9.53  The Cluster 3 Agreement sets out a number of requirements for
the external accreditation by Commonwealth security agencies of the IT
systems and facilities used by the ESP to deliver the services. The ESP
was required to obtain accreditation for physical and logical security by
the commencement date, Internet Gateway security by September 1998,
and there was an ongoing requirement to ensure ESP personnel had the
appropriate security clearances.

9.54  Although a number of these requirements have been satisfied,
there has been significant delay in the ESP obtaining the required security
certification of the Cluster 3 network by DSD.?*! The Secure Internet
Gateway (SIG) was given an interim accreditation by DSD in
December 1998, but there continued to be significant delays in progressing
full accreditation of the SIG and the Cluster network. In September 1999,
the Cluster 3 CMO advised the Cluster 3 MC that delays in achieving
accreditation represented a major exposure for the ESP and the Cluster,
and re-iterated to the ESP that there was a need for a heightened focus
on achieving security accreditation. As at August 2000, full DSD security
certification of the Cluster 3 network had not yet been obtained in line
with the contractual requirements.

2 For example, the requirement to protect all classified official information means that agencies
should encrypt external communication links. Prior to the Group 5 outsourcing process, some
Group agencies did not comply with that requirement.

2L The cost of the certification ($10,000 with an annual charge of $6,000) is borne by the Cluster.
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9.55 A factor in the extensive delay in obtaining the required
certification appears to have been an inadequate appreciation at the time
of executing the 1998 Agreement of the resource commitment entailed
by both parties in obtaining the level of sign-off being sought. There
also appears to have been a lack of clarity or shared understanding of
the nature of the contractual commitment made, and how it would be
satisfied. For example, in September 1999, some fifteen months after the
commencement of the Agreement, the Cluster 3 CMO advised the Cluster
3 MC that it was still not clear from discussion with the ESP and DSD
what was a realistic timeframe to achieve accreditation status. It was
noted that this uncertainty related partly to the fact that this was the
first Government outsourcing initiative to be subject to DSD accreditation
requirements.

9.56 In May 2000, the Cluster 3 MC advised ANAO that, although there
had been a delay in achieving full security certification, over 95 percent
of the task had been completed and it was of the view that the Cluster 3
environment was nevertheless a secure environment. The Cluster 3 MC
also noted that a model for reviewing security requirements for a
collaborative environment such as Cluster 3 had had to be developed as
it had not previously existed. The Cluster 3 MC advised ANAO that it
was confident that final certification would be achieved by the end of
June 2000. As noted, as at the end of August 2000, final certification had
not yet been achieved.

9.57 In commenting on the proposed audit report, the Cluster 3 ESP
advised ANAO that:

[1t] has taken considerable pains from the inception of the Agreement
to ensure that its clients” data is protected and believes there has never
been any measurable risk of any significance to the Commonuwealth.
The overall level of security is, without question, greater than it was
under any individual agency. This has been achieved at considerable
cost to [us].

Accreditation by the Defence Signals Directorate is not a simple, quick
or precise process. It is not a matter of meeting a set of previously
prescribed parameters and standards. These do not exist, rather the
process is an iterative one involving DSD'’s response to proposals put
to it by [us].
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9.58 In considering a September 1999 CMO paper proposing an audit
program for the Agreement, the Cluster 3 MC considered that an audit
of the ESP’s security activities against the provisions of the contract
should be accorded highest priority. As at June 2000, the Cluster had not
yet commenced security inspection activities pending finalisation of the
DSD certification. The Cluster 3 CMO advised ANAO that, as part of
that process, DSD would approve a Security Management Plan
incorporating details of audits and inspections that would be carried out
on the ESP’s infrastructure.?

9.59  The ATO and Group 5 Agreements set out a framework of security
obligations on the ESP and provide for the audit and inspection of
compliance with those obligations, but do not include a specific contractual
obligation for the ESP to obtain external security certification of its
systems.?® It is, however, open to the agencies to seek such certification.
For example, in Group 5, PM&C has required the ESP to satisfy
Commonwealth security agency requirements in relation to its remote
management network before it will allow the ESP to connect it to the
network.?** The ATO and Group 5 Agreements do not identify which
party is responsible for the costs associated with obtaining external
security certifications or assessments where agencies consider this
appropriate.*®

Identifying security certification requirements

9.60 Identifying the security requirements that should appropriately
be included in an IT outsourcing agreement, and the extent of
independent certification required, should entail an informed analysis

8

In September 1999, the Cluster 3 CMO advised ANAO that one Cluster agency, DIMA, had
initiated an internal audit of its Access Control policies and procedures for mainframe, midrange
and LAN systems.

% Each Agreement does require that ESP personnel obtain appropriate Commonwealth security
clearances. The ATO Agreement requires that the encryption facility on telecommunications
networks be certified by DSD, and requires that all processing and information storage sites and
facilities established and/or used by the Contractor (or the Contractor’'s subcontractors) which
are not ATO or Commonwealth sites comply with the requirements of DSD ACSI 33 physical
security classification CR1 (Highly Protected). Secure internet gateways implemented by the
ESPs’ will also require DSD certification.

%4 |n August 2000, the Group 5 ESP advised ANAO that: ‘Specific security requirements need to be
settled consistently with the solution, in consultation between the ESP, customer and certification
authority. In accordance with their operational and procedural requirements, PM&C security
requirements were agreed and scoped shortly after transition.’

% |n May 2000, DSD advised OASITO that a security review may uncover inadequacies that have
been in place from well before transition to the ESP, and consequently there may be disagreement
about the need or cost for rectification.
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of the relevant threats, risks, costs and benefits. Throughout the Cluster
3 tender process, the National Crime Authority (NCA) had expressed
concern that the ESP must meet its security requirements, which were of
a substantially higher level than those identified by other Cluster agencies.
The requirement that the ESP obtain DSD certification of the logical
security of the Cluster 3 infrastructure was incorporated into the
Agreement in response to NCA’s concerns. NCA represented less than 3
percent of Cluster 3 mainframe services, and, due to its security
requirements, required a separate mainframe to that used to service the
rest of the Cluster. NCA is no longer part of Cluster 3 as it no longer has
a mainframe requirement. ANAO identified no analysis having been
conducted in the tender process of the costs and benefits of requiring
full DSD certification of the infrastructure used to service the rest of the
Cluster.

9.61 DSD highlighted this issue to OASITO in May 2000, commenting
that it is important that both agencies and ESPs are aware of the cost and
resource implications of contractual clauses requiring certification of
infrastructure post-outsourcing. DSD noted that, while not suggesting
that certification is not necessary, most agencies have not undergone a
full infrastructure certification prior to outsourcing and, in many cases,
may not realise the implications of a request of this nature. DSD suggested
that it could play a useful role in assisting agencies to evaluate the relative
costs and benefits of including such requirements in their outsourcing
agreements.

9.62  ANAO considers that the effectiveness with which such processes
are undertaken in future IT outsourcing tenders could be enhanced by
obtaining from tenderers a demonstrated understanding of the security
implications of their proposed solution. This could take the form of a
draft threat and risk assessment, which would allow agencies to test the
due diligence undertaken. Where a requirement for independent security
review is identified, it would also be useful to include in the Agreement
some form of service level for the management of security standards to
provide incentive for the ESP to display a strong commitment to the
completion of the review. DSD advised the Cluster 3 CMO that it had
been considerably hampered in its efforts to certify Cluster 3 systems by
significant delays in the provision of adequate documentation by the
ESP.»6

% Examples included provision of network documentation; a Key Management Plan; inventory of
cryptographic equipment; access control policies and procedures; and user awareness programs.
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9.63  The experience of Cluster 3 and Group 5 has also demonstrated
that, while there are benefits to the aggregation of IT infrastructure across
agencies, there are also potential drawbacks in that multiple agencies
now have a stake in the issues that affect the security of that shared
infrastructure. This has increased the complexity involved in establishing
and managing a secure IT environment, highlighting the need for agencies
to adopt a structured, strategic approach to this issue early in the tender
process.*’

9.64 DSD has suggested that a useful mechanism would be for agencies
to create and maintain an ‘Enterprise Security Architecture’ document
that clearly lays out the agencies’ operational security issues and identifies
the necessary safeguards, with a follow on security plan then describing
the implementation of those safeguards. A security policy of this nature
will assist in ensuring any security certification process is better focused
from the start of the process.

9.65 In providing comment on the proposed audit report, the
Department of Defence advised ANAO that:

A conclusion to be drawn from the DSD experience and also from the
report, is that given the present state of the industry in Australia,
outsourcing the management of high security networks would be a
risky and also costly business. External service providers are not
experienced in managing networks to national security standards, as
commercial risk drivers do not equate readily to government
accountability requirements, let alone to managing counterintelligence
threats. The identification and then oversight of contractual obligations
would therefore be even more resource-intensive than for conventional
government networks. Another point to be noted is the view that in
the intelligence community, information security is a core management
responsibility for which we must be held accountable, rather than a
support function that can be offered up for external administration.

7 About three weeks prior to the handover of the Group 5 infrastructure to the ESP, the Group 5
CMO requested DSD conduct an initial review of the ESP’s intended solution. The need for such
review does not appear to have been considered earlier in the tender process.
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9.66 Finding: ANAO identified differing approaches between agencies
in respect of recommended preparatory steps for the security aspects of
outsourcing IT infrastructure. Some agencies, such as the NCA, PM&C
and ATO, placed particular emphasis on this aspect of their preparation
and planning for participation in the IT Initiative. However, other
agencies appeared to have been less proactive, with scope for
improvement in the extent, and timing, of attention to the recommended
preparatory steps in the Cluster 3 and Group 5 tenders.

9.67 As at August 2000, full security certification of the Cluster 3
network had not yet been obtained in line with the contractual
requirements. A factor in the extensive delay in obtaining the required
certification appears to have been an inadequate appreciation at the time
of executing the 1998 Agreement of the effort and resource commitment
entailed by both parties in obtaining the level of sign-off being sought.
The ATO and Group 5 Agreements set out a framework of security
obligations on the ESP and provide for the audit and inspection of
compliance with those obligations, but do not include specific contractual
obligations for the ESP to obtain external security certification of its
systems. Neither Agreement identifies which party is responsible for the
costs associated with obtaining external security certifications or
assessments where agencies consider this appropriate.

9.68 Identifying the security requirements that should appropriately
be included in an IT outsourcing agreement, and the extent of
independent certification required, should entail an informed analysis
of the relevant threats, risks, costs and benefits. ANAO considers that
the effectiveness with which such processes are undertaken in future IT
outsourcing tenders could be enhanced by obtaining from tenderers a
demonstrated understanding of the security implications of their
proposed solution. Where a requirement for independent security review
is identified, it would also be useful to include in the Agreement some
form of service level for the management of security standards to provide
incentive for the ESP to display a strong commitment to the completion
of the review.

9.69 DSD has suggested that a useful mechanism would be for agencies
to create and maintain an ‘Enterprise Security Architecture’ document
that clearly lays out the agencies’ operational security issues and identifies
the necessary safeguards, with a follow on security plan then describing
the implementation of those safeguards. A security policy of this nature
will assist in ensuring any security certification process is better focused
from the start of the process.
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Recommendation No. 18

9.70 ANAO recommends that, where appropriate in outsourcing IT
infrastructure services, agencies develop, in consultation with the Defence
Signals Directorate, an integrated security architecture strategy that
addresses operational security issues, identifies the necessary security
safeguards and the required timetable for their implementation by the
external service provider.

9.71  Agencies responded to the recommendation as follows:

* Department of Defence: Agree. The report is fully consistent with the
experience of DSD’s Information Security Branch in supporting IT
outsourcing initiatives, particularly the Cluster 3 and ATO exercises.
DSD intends to work closely with the forthcoming Cluster 1 and Cluster
10 initiatives to apply the lessons, especially Recommendation 18,
concerning integrated security architectures. DSD is also intending to
establish a scheme whereby commercial IT security consultants can be
accredited as being able to interpret and apply government
standards—this should be of great value to Commonwealth agencies.

* DOFA whole-of-government response: Agree. Security requirements
have been addressed with the assistance of Defence Signals Directorate
in all tender processes conducted under the Initiative having regard
to existing security arrangements in the relevant agencies. The
development of group security policies is considered on a case by
case basis having regard to both existing security arrangements and
the contractual framework for each Group.

Privacy

9.72  The Privacy Act 1988 (Privacy Act) places specific obligations on
agencies to protect the privacy of personal information held or collected
by them. These requirements are quite distinct from, and must be
addressed separately to, other confidentiality and security requirements.
When an agency outsources functions that can potentially give ESPs access
to information that is subject to the Privacy Act, it must ensure that those
obligations are still met. The private sector is not subject to the same
statutory privacy obligations as apply in the public sector. The Information
Privacy Principles (IPP) set out in the Privacy Act only apply to the acts
or practices of agencies. Accordingly, contractual requirements are needed
to oblige the ESP to ensure privacy obligations are met.

9.73  The Privacy Commissioner’s Guidelines in relation to outsourcing
contracts highlight that agencies should take care to see that there are no
contradictions or inconsistencies between confidentiality and privacy
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clauses. The Guidelines note that it is common for confidentiality clauses
to aim to protect all information, including personal information, and
that requirements under confidentiality clauses may not meet the same
standard as is required under those clauses specific to privacy and personal
information. It is not clear that the Cluster 3, ATO and Group 5 Agreements
appropriately differentiate between, and provide for, the different
protection regimes required for confidential information and personal
information.

9.74 The Cluster 3, ATO and Group 5 Agreements deal with the
protection of personal information under two separate clauses—
Confidentiality and Privacy. Each Agreement includes a confidential
information protection regime.?*® The Agreements also set out a separate
obligation requiring the ESP to comply with the Privacy Act as if it were
included in the definition of ‘agency” within that Act and, in the case of
the ATO, to comply with the privacy provisions in all legislation
administered by the ATO. The Privacy Act sets out a very specific regime
for the collection, use, access to, destruction, alteration, or addition to
personal information. This regime is not recognised or catered for in the
confidentiality clause. ANAO considers that it would be of benefit for
relevant agencies to ensure that future IT outsourcing Agreements
appropriately differentiate between personal information and confidential
information, and the protection regimes that must be applied to each
class by the ESP.

9.75 The Agreements and related schedules largely reflect the
contractual provisions set out in the Privacy Commissioner’s Guidelines.?
The Guidelines recommend that outsourcing Agreements include an
acknowledgement by contractors that disclosure of personal information
is an offence under the Crimes Act 1914 (Crimes Act) and other relevant
Acts, and that this clause should be reproduced in a privacy deed to be
signed by the contractor’s employees. The Privacy Commissioner’s
recommended clause is reflected in the Deed of Confidentiality provided
for under each Agreement, but not in the Agreement itself as
recommended by the Privacy Commissioner. ANAO considers that the
Privacy Commissioner’s recommended contractual clauses on the effect
of the Crimes Act should also be incorporated in the Services Agreement.

8 The definition of ‘confidential information’ in the Agreements includes ‘personal information’, yet the
protection regimes required for these classes of information are different.

%9 The draft Cluster 3 Agreement was provided to the Privacy Commissioner for comment, but this
was not the case with subsequent Agreements.
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9.76  The Privacy Commissioner’s Guidelines provide that monitoring
by agencies of an ESP’s compliance with its privacy obligations should
be undertaken on a regular basis, as well as on the occurrence of any
event which may have significant privacy implications. The Guidelines
also note that a failure to ensure a reasonable standard of monitoring
may be considered a breach of IPP 4.%° The Cluster 3, ATO and Group 5
Agreements provide extensive audit access provisions to enable agencies
or their internal or external audit representatives (including consultants,
the Auditor-General and the Privacy Commissioner) to monitor
compliance by the ESP (and its subcontractors) with its privacy obligations.
This includes the right to perform audits and inspections of general
controls and security practices and procedures, including review of any
process that impacts the privacy or security of agencies” data and any of
the software, systems and data used to provide the services to the
agencies.

9.77  Shortly after the ATO Agreement commenced in June 1999, the
ATO Internal Audit Branch commenced audits of the ESP’s compliance
with its security and privacy requirements, but had yet to complete this
important task during the period of audit fieldwork. In commenting on
the proposed audit report, the ATO advised ANAO in August 2000 that
its Internal Audit Branch had completed its reports into Privacy, Security
and Access, and that ‘the actions to address the issues identified are being
implemented.” In Group 5 and Cluster 3 were yet to undertake audits or
reviews of the relevant ESP’s compliance with its privacy obligations, or
develop a strategy for monitoring that compliance. ANAO considers that,
in outsourcing their IT, it would be of benefit to agencies to institute
such a strategy, including a process for ensuring that all personnel of the
ESP who will have access to the personal information are properly briefed
about their obligations in relation to the treatment of that information.*!

% |PP 4 requires agencies to protect personal information against misuse by reasonable security
safeguards if outsourcing.

3L The ATO Agreement requires the ESP to provide the ATO with evidence that security awareness
training and materials have been provided to its personnel, but there is not a similar requirement
for privacy requirements.
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9.78 Finding: The Privacy Act 1988 (Privacy Act) places specific
obligations on agencies to protect the privacy of personal information
held or collected by them. Currently, the private sector is not subject to
the same statutory privacy obligations as apply in the public sector.
Accordingly, the only mechanism for obliging the ESP to ensure privacy
obligations are met is through contractual requirements. The Agreements
set out a separate obligation requiring the ESP to comply with the Privacy
Act as if it were included in the definition of ‘agency” within that Act.

9.79  The Privacy Commissioner’s Guidelines in relation to outsourcing
contracts provide that monitoring by agencies of ESPs” compliance with
privacy requirements should be undertaken on a regular basis. Shortly
after the ATO Agreement commenced in June 1999, the ATO Internal
Audit Branch commenced audits of the ESP’s compliance with its security
and privacy requirements, but had yet to complete this important task
during the period of audit fieldwork. In commenting on the proposed
audit report, the ATO advised ANAO in August 2000 that its Internal
Audit Branch had completed its reports into Privacy, Security and Access,
and that ‘the actions to address the issues identified are being implemented.’
Group 5 and Cluster 3 were yet to undertake audits or reviews of the
relevant ESP’s compliance with its privacy obligations, or develop a
strategy for monitoring that compliance.

Recommendation No. 19

9.80 ANAO recommends that, in implementing IT outsourcing
arrangements, relevant agencies develop a specific strategy for monitoring
external service providers’ compliance with contractual privacy
obligations.

9.81 Agencies responded to the recommendation as follows:

* Privacy Commission: Agree. If contractual clauses are to deliver
effective privacy protection there needs to be a mechanism in place to
ensure that both parties meet their privacy obligations.

* DOFA whole-of-government response: Agree. IT service agreements
provide a rigorous regime for compliance with privacy obligations.
Monitoring of compliance with these obligations is a matter for
responsible agencies.
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Account payments

9.82 The FMA Act, together with the contractual provisions of the
relevant Agreements, establish the framework for the payment of public
monies to the ESP by agencies. To support the FMA obligation to promote
proper use of the Commonwealth resources, each agency Chief Executive
issues Chief Executive Instructions (CEI) stipulating the manner in which
resources must be managed within the agency.*?

9.83  The Cluster 3, ATO and Group 5 Agreements set out provisions
in respect of the rendering and payment of invoices which recognise that
agencies will require the capacity to verify service charges. Each
Agreement provides that:

* agencies are required to pay properly rendered invoices within 30 days
after receiving the invoice unless the parties agree that the payment
period is longer;

* agencies will pay undisputed charges when those payments are due,
but may withhold payment of any charges that are disputed in good
faith; and

e the ESP must provide the agencies with documentation and other
information with respect to each invoice as may reasonably be
requested by them to verify its accuracy and compliance with the
provisions of the Agreement.

9.84 These requirements have been included in the Agreements to
support the ability of agencies to ensure payments are made in accordance
with accountability requirements and sound administrative practice.
However, the provision by ESPs of accurate and appropriately
substantiated and detailed invoices has proven to be an area of difficulty
under each of the Agreements reviewed, particularly in the initial phases
of service delivery. This, together with delays in obtaining complete and
reliable performance information to help verify the quantity and quality
of services received, has created difficulty for agencies in ensuring
payments are made in accordance with the requirements of the FMA Act
and relevant CEls, and in ensuring cash management practices are
effective. The experience of Cluster 3, ATO and Group 5 agencies has
provided some important lessons for other agencies in terms of the risk
management considerations that can be expected to arise in this area.

%2 DoFA has issued model CEls which have been generally adopted by agencies. Under the model
CEl, a fundamental requirement for the appropriate payment of public moneys is that agencies
have verified, either prior to payment or as part of an arrangement with the payee that allows for
post-payment adjustments, that the charges are correct as to amount and that the goods/
services in respect of the account have been received or satisfactorily rendered and the conditions
of the contract have been satisfied.
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9.85 During the initial eighteen months of the Cluster 3 Agreement,
the Cluster agencies and CMO expressed significant concern regarding
the accuracy, reliability and completeness of the invoices and supporting
information provided by the ESP.** The nature of the risk management
difficulties created for Cluster 3 agencies has differed, depending upon
the approach taken to the payment of service charges. In some cases,
payment of all or part of invoices has been withheld pending receipt of
adequate supporting documentation.”* In those circumstances, agencies
need to be aware of the contractual provisions applying to the payment
of invoices, and the potential for the withholding of payments to represent
breaches of those provisions.

9.86  Inother cases, agencies have made immediate payment on invoices
despite significant concerns regarding their accuracy, with the intention
of resolving disputes once more accurate information becomes available.
However, the timeliness and effectiveness of that subsequent verification
has been significantly hindered by the availability of necessary supporting
information from the ESP, with subsequent difficulties in being able to
accurately investigate or validate service charges.>

9.87  For example, DIMA did not perform invoice reconciliations prior
to payment for the months July 1998 to February 1999. The invoiced
amount was paid on the basis that disputed amounts would be taken up
when a reconciliation of the invoices was performed. In May 1999, DIMA
advised the ESP that, after a review of invoices for the period July 1998
to March 1999, it would be seeking a credit of $550,000 for disputed
amounts. By August 1999, the total figure in dispute for 1998-99 invoices
amounted to nearly $1 million or 4 percent of invoiced charges, of which
$117,000 had been deducted from payments by DIMA. Disputed amounts

2 However, a billing issues management register was not developed until about a year into the
Agreement.

% DOFA took the approach that it would not pay invoiced amounts where adequate supporting data
was not provided and, initially, withheld payment of advance payments for voice, mainframe and
desktop charges for July, August and September 1998. DOFA paid those invoices in October
1998 after the ESP sought interest on the outstanding payments (as is provided under the
Agreement). However, it was decided within DOFA that future advance payments were only to be
made subject to reconciliation with actual invoiced amounts. Payments by DOFA have been
considerably delayed at various times due to the effort involved in substantiating the payments
and the delay or lack of provision of supporting information.

% For example, in June 1999 the ESP advised the Cluster that the volume of work on invoice back
adjustments was overwhelming, with some problems being unresolvable and requiring contract
interpretation.
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represented a cash management issue of some significance that was not
resolved until November 1999, some seventeen months after the first of
the affected service charges were incurred.?®

9.88  Delays by the ESP in providing adequate supporting information
for invoiced charges created particular difficulties for AEC, which had
prepaid the ESP an amount of $5.5 million in June 1998.%” The prepayment
was intended to relate to services for the period July 1998 to
February 1999, and for the rollout of an upgraded desktop network
originally scheduled to be conducted prior to commencement.*®

9.89  Where an agency has made a prepayment prior to satisfactory
performance or delivery, it is essential that appropriate scrutiny is applied
to the invoices subsequently rendered in order to ensure the
Commonwealth receives appropriate value-for-money and satisfy
accountability requirements. However, in addition to the absence of
sufficient supporting documentation for service charges subsequently
invoiced, the ESP did not provide AEC with a statement regarding the
status of its prepayment until March 1999. In February 1999, AEC had
noted that it would not make additional payments to the ESP until the
status of the prepayment was known. The first detailed scrutiny of invoices
by AEC was undertaken in June 1999, some twelve months into the
Agreement.”’

9.90 The Cluster 3 Agreement provides for the ESP to invoice the
agencies in advance for significant elements of the services delivered,
including mainframe services and desktop rental and support charges.
The administrative difficulties experienced by Cluster 3 agencies as a
result of the requirement to make payments to the ESP prior to the
substantiation of service charges highlight that the inclusion of such

% DIMA advised the ESP that if significant progress towards resolving the issues surrounding the
disputed amounts was not made by the end of October 1999, all remaining disputed amounts for
July 1998 to June 1999 invoices ($866,000) would be deducted from DIMA's next payment. After
reviewing the invoice for services provided in September 1999, DIMA was not satisfied that
progress had been made towards resolution of the disputed amounts and the full amount of
$866,000 was deducted from the payment.

37 The prepayment included discounts for early payment.

28 The rollout was suspended due to the conduct of the Federal Election in September 1998 and
Phase 2 of the rollout was yet to be completed as at December 1999.

% In June 1999, the invoices provided to AEC for February to May 1999 were scrutinised, with
disputed amounts split into two categories; those disputed and unpaid, and those paid but
considered to be ‘in question’ and subject to further review. Based on that scrutiny, AEC considered
the charging in respect of mainframe services to be satisfactory, but identified that further review
of the other platforms was required due to the need for an agreed asset listing, insufficient
information provided by the ESP to substantiate the services charges and incorrect charging. At
the time of audit, there did not appear to have been detailed scrutiny applied by AEC to the
July 1998 to January 1999 invoices applied against the prepayment.
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provisions may not support appropriate resource management by
agencies.”® This is particularly the case in light of the extended delays
that have been experienced in resolving discrepancies and queries
regarding invoicing. Although progress and improvement has been
achieved in this regard, this has required the application of significant
effort and resources by the CMO and Cluster agencies, thereby distracting
those resources from other areas of contract management. In commenting
on the proposed audit report, the Cluster 3 ESP advised ANAO that:

As with other aspects of the Agreement, there is a gap in expectation
on either side related to the payment of accounts. [We have] had to
undertake a major review of [our] Asset Tracking and Billing systems
to meet the particular needs of Government accountability. This review
is still in process.

9.91 Like Cluster 3, invoice processing under the ATO and Group 5
Agreements has been problematic, with extended delays experienced in
obtaining appropriately substantiated invoices for the first six months of
service delivery. In August 2000, the ATO ESP advised ANAO that it had
provided the first invoices to the ATO in August 1999, and that, on receipt
of these invoices, the ATO had indicated that it required additional
information to substantiate them. The ATO ESP advised ANAO that
“clarifying these requirements has taken considerable time.” The general practice
of the ATO has been to pay invoiced amounts that can be verified, but to
withhold payment on discrepancies identified pending resolution or
substantiation.?!

9.92 Initially, this was also the practice of Group 5 agencies. However,
in May 2000, PM&C and DoTRS advised ANAO that they were now
paying the full invoice amount in the first instance, and awaiting
acceptance by the ESP of corrections identified in subsequent
reconciliations. As has been the case in Cluster 3, there have been
considerable delays experienced in completing those reconciliations. In
May 2000, DoTRS had yet to reconcile charges paid on the invoices
rendered for October 1999 onwards.

2 For example, an independent consultant engaged by DIMA in December 1998 to advise on the
allocation of costs under the accrual budgeting outcomes/outputs regime, reported that the billing
arrangement requiring payment in advance appeared to be causing a significant amount of
trouble for both parties. The consultant reported that for DIMA, this makes analysis, cost-control
and budgeting difficult.

A Pparticular difficulties have been experienced in telecommunications invoicing. As at June 2000,
the ATO was yet to make payment in respect of those services for the first year of the Agreement.
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9.93  The invoicing difficulties experienced by Group 5 agencies have
been in large part due to the quality of the asset information on which
the service charges have been based, with a number of agencies taking
some months to agree an asset listing with the ESP. This has resulted in
delays in the submission of invoices, additional reconciliation effort on
the part of agencies, and delays in payment to the ESP. In August 2000,
the Group 5 ESP advised ANAO that:

There have been delays in reconciliation of the pooled service credit
arrangement which has an impact on service credits and invoice
reconciliation. There are discussions currently under way between the
Commonwealth and [ourselves] with the aim of streamlining the
procedures based on operational experience.

9.94 Asset management was also a cause of difficulties for Cluster 3
agencies, where it was exacerbated by the need to implement substantial
equipment replacement programs. The experience of these agencies has
highlighted the importance of an agreed and accurate asset baseline to
provide a sound basis for the management and invoicing of services by
the ESP. Placing particular focus on this area during the transition period
will be of significant benefit to agencies involved in future IT outsourcing
agreements.??

9.95 The use of prepayments, or the immediate payment of invoices
subject to a subsequent verification and adjustment process, can be
appropriate in certain situations. However, such approaches require the
application of appropriate risk management techniques. In particular, it
is important that the subsequent verification process is conducted in a
timely manner, and that the Commonwealth’s cash management position
is protected within the terms of the Agreement. In general, the longer
the period of time that elapses between the rendering of a service and
the verification of the fee charged, the higher will be the risk associated
with the ability of agencies to ensure payments have been appropriately
made.

% For example, in providing advice to the Group 5 agencies on contract management arrangements,
the DIMA contract manager recommended that agencies make sure they have an accurate and
detailed infrastructure baseline that is agreed by both parties. It was recommended that agencies
spend the money on another stocktake if there is any uncertainty as to the asset baseline that is
being handed over.
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9.96 The experiences of Cluster 3, ATO and Group 5 agencies have
highlighted that the ability of the ESP to provide the invoicing data
required to support agencies in satisfying their FMA obligations and
internal budgetary requirements is an area on which agencies involved
in future IT outsourcing agreements will need to place particular focus.
Appropriate consideration of the ESP’s capacity in this area prior to the
commencement of the Agreement will also be important in informing
agencies’ risk management decisions regarding the approach to be taken
to the payment of invoices from the ESP. ANAO considers that it would
be of benefit to agencies to conduct verification of ESPs” invoices prior
to making payment.

9.97 Finding: The provision by ESPs of accurate and appropriately
substantiated and detailed invoices has proven to be an area of difficulty
under each of the Agreements reviewed, particularly in the initial phases
of service delivery. This has created difficulty for agencies in ensuring
payments are made in accordance with the requirements of the FMA Act.
The general practice of the ATO has been to pay invoiced amounts that
could be verified, but to withhold payment on discrepancies identified
during the verification process pending resolution or substantiation. The
approach by Cluster 3 and Group 5 agencies to the payment of invoices
has varied. In some cases, payment of all or part of invoices has been
withheld pending receipt of adequate supporting documentation. In other
cases, agencies have made immediate payment on invoices despite
significant concerns regarding their accuracy, with the intention of
resolving disputes once more accurate information became available.
However, the timeliness and effectiveness of that subsequent verification
has been significantly hindered by the availability of necessary supporting
information.

9.98 The experiences of Cluster 3, ATO and Group 5 agencies have
highlighted that the ability of the ESP to provide the invoicing data
required to support agencies in satisfying their FMA obligations and
internal budgetary requirements is an area on which agencies involved
in future IT outsourcing agreements will need to place particular focus.
Appropriate consideration of the ESP’s capacity in this area prior to the
commencement of the Agreement will also be important in informing
agencies risk management decisions regarding the approach to be taken
to the payment of invoices from the ESP. ANAO considers that it would
be of benefit to agencies to conduct verification of ESPs” invoices prior
to making payment.
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Recommendation No. 20

9.99 ANAO recommends that, in future IT outsourcing processes,

relevant agencies:

a) ensure that the capacity of tenderers to provide the invoicing

information and associated documentation required to support the

approval of Commonwealth payments and agency budgetary

purposes is appropriately assessed during the tender evaluation and

transition phases;

b) specify in the outsourcing Agreement threshold invoice requirements

that must be met before payment can be made; and

c) consider including in the transition milestones and deliverables
required to be met in order for the external service provider (ESP)
to receive full payment of transition fees, a requirement that the ESP

demonstrate adequate capacity to provide invoicing that will satisfy

the specified threshold requirements.

9.100 Agencies responded to the recommendation as follows:

* DOFA whole-of-government response:

— Part (a): Agree, tender evaluations now place greater emphasis on

these matters in light of the experience of earlier groups.

- Part (b): Agree with qualification. Any threshold requirements
must be flexible to allow agencies to make judgements about the

materiality and value of supporting invoice data and materials.

— Part (c): Agree that this requirement should be considered.

Canberra, A.C.T. P. J. Barrett
6 September 2000 Auditor-General
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