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THE SECRETARY OF ENERGY DOR/ZG--02 97
WASHINGTON,D.C.20685

TI92 000095
September 5, 1991

The Honorable John C• Layton
• InspectorGeneral

U.S. Department of Energy
1000 IndependenceAve., S.W.
Washington,D.C. 20585

Dear Mr. Layton:

I have reviewed your report on the "Audit of the Cost Effective-
ness of Contracting for HeadquartersSupport Services".

On my behalf, the Director of Administrationand Human Resource
Management has begun efforts to strengthenHeadquarters support
service contracting activities• Discussionshave been initiated
with the Office of Management and Budget in an effort to provide
for sufficient interim Federal positionswhen contractor
conversions are justified, and we have refined the budget process
for justifying and accountingfor additional positions needed for
these conversions. Additionally,DOE's support service
contractingpolicy is being revised to incorporatethe requirement
to conduct cost comparison analyses as part of the review and
approval process for requesting contractor support services•

Thank you for your continuing efforts to ensure the Department's
accountability.

Sincerely,

• Watkins

V Admiral, U.S. Navy (Retired)

MASTEB
DIS] RIBUTIO/_J OF THIS DOCUMENT IS UNLIMITED



DOEF 1325.8

United States Government Department of Energy

memorandum
OATS: August 30, 1991

REPLY TO
AI"rN OF: I G-1

SUBJECT: INFORMATION: Report on "Audit of the Cost Effectiveness of Contracting
for Headquarters Support Services"

..

To: The Secretary

BACKGROUND:

The attached report is provided to inform you of our finding and
recommendations on our audit of contractor costs for support services
at Department of Energy (DOE) Headquarters. Our objective was to
determine whether the Office of Managementand Budget (OMB) Circular
A-76 requirement for new and existing support services contracts was
properly implemented. DOE spends about $229 million on support
services annually.

DI SCUSSI ON:

OMBCircular A-76 requires a comparison of in-house and contractor
costs to identify the most cost effective means of acquiring needed
services. The audit found that, on average, the costs to perform the
work in-house were 40 percent less than contractor costs. The
contracted activities were nevertheless continued because DOEpolicy
did not require a cost comparison analyses as part of the program
office request for support services. In addition, program officials
were reluctant to perform cost comparisons because of concerns about
the time required to complete the cost analysis and the availability of
additional Federal positions needed for conversion to in-house
performance. For the contracts reviewed, DOEcould have saved $16.3
million by performing these services in-house rather than by contract.

Our recommendations include revising the review and approval process
for support service requests to include a cost comparison that follows
the principles of OMBCircular A-76 and establishing a systematic
process for coordinating with OMBto ensure that sufficient interim
Federal positions will be available to staff the support service
function. Managementgenerally agreed with the finding and
recommendat ions.

n C. La_yto_nzl__rGen

Attachment

cc: Deputy Secretary
Under Secretary
Director, Office of Administrationand Human Resource Management
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OFFICE OF AUDITS

AUDIT OF THE COST EFFECTIVENESS
OF CONTRACTING FOR HEADQUARTERSSUPPORT SERVICES

Audit Report Number: DOE/IG-0297

SUMMARY

Department of Energy (DOE) Headquartersuses support service contractors
to perform specific activities and functionsrequired to meet mission assign-
ments. Annually, DOE Headquartersspends about $229 million on support service
activities. The Office of Administrationand Human Resource Management sets
the policy on the use of support service contracts and reviews each support
service request from the program office.

We reviewed and evaluated selectedHeadquarters awards to determine if DOE
properly implementedcost comparison analyses for new and existing support
service contra_ts. The Office of Management and Budget (OMB) Circular A-76
requires a comparison of in-house and contractor costs to identify the most
cost effective means of acquiring needed services.

The audit found that, on average, the costs to perform the work in-house
were 40 percent less than contractor costs. The contracted activitieswere
neverthelesscontinued because DOE policy did not require a cost comparison
analysis as part of the program office request for support services. In
addition,program officialswere reluctant to perform cost comparisons because
of concerns about the time required to complete the cost analysis.
Notwithstandingthe time factor, program officials observed that there is no
guarantee of Federal staffing resources being available once the decision is
made to convert to an in-house staff. We recognize the validity of this
concern and, therefore have recommendedthat the Department seek OMB's
assistance in assuring that the necessary resourceswill be available to effect
these conversions. For the contracts reviewed, DOE could have saved $16.3
million by performing these services in-house rather than by contract.

Our recommendationsinclude revising the review and approval process for
support service requests to include a cost comparison that follows the
principles of OMB Circular A-76 and establishinga systematic process for
coordinatingwith OMB to ensure that sufficient interim Federal positions will
be availableto staff the support service function. The Office of Admin-
istration and Human Resource Management generally agreed with the finding and
recommendations.
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PART I

APPROACH AND OVERVIEW

PURPOSEAND OBJECTIVE

Department of Energy Headquartersuses support service contractors to
perform specific activities and functions required to meet mission assignments.
The objective of our audit was to determinewhether the Department properly
implementedOMB Circular A-76 requirementsfer new and existing support service
contracts. Specifically,the Circular requires comparison of in-house and
contractor costs to identify the most cost-effectivemeans of acquiringneeded
services.

SCOPE AND METHODOLOGY

We reviewed selected Headquarterssupport service contracts listed as
active in the Procurement and Assistance Data System as of November 1989. The
system listed 138 Headquarterscontracts totaling $619 million. Of the 138
contracts listed, 54 contractsworth $564 million had an average annual award
amount over $I million or required at least 10 full-time equivalents (FTEs) and
were subject to OMB cost comparison requirements.

We selected 7 of the 54 contracts for detailed review. They had total
award values of $40.8 million and covered a broad range of support service
activitiesand Headquartersprogram offices. The individual award values of
the seven contracts ranged from $2.4 million to $10.8 million.

We used OMB guidelines in comparing the contractor costs to estimated
costs of performing the same work with Federalemployees. For each sample
contract, actual costs incurred by the contractorwere identified from vouchers
submittedto DOE for the months of January, February, and March 1990. We used
the contractor'sorganizationalstructure in developing the in-house cost
estimate. Comparable Government positionswere identifiedwith the assistance
of a personnel classifier using the same personnelskill levels as the current
contractor staff. Other in-house expenditureswere based on costs stipulated
by OMB Circular A-76 or actual Headquarterscost experience.

We held meetings with personnel from the Office of Organization and
Management Systems to discuss our cost comparison techniques. We identified
any problems with the cost estimating procedures and determined acceptable
methods for estimating individualcost elements. We also held discussionswith
programofficials responsiblefor monitoring the contractors'work.

The audit was made in accordancewith generally accepted Government
auditing standardsfor performanceaudits. We assessed the significant
internalcontrols with respect to review and approval of requests for support
servicecontracts. This included tests of internal controls and compliance
with laws and regulationsto the extent necessaryto satisfy the objective of
the audit. Because our review was limited, it would not have necessarily



disclosed all internal control deficienciesthat may exist. The audit was
performed between April and November 1990.

The Office of Administrationand Human Resource Management waived an exit
conference.

BACKGROUND

Program offices in DOE Headquartersuse support service contractorswith
various skills and abilities to assist in the development and execution of
their assigned missions. Support services may include performanceof specific
commercial activities as well as advisory and assistancefunctions. Annually,
DOE Headquartersspends about $229 million on support service activities.

Before a contract award can be made, program managers must prepare and
submit a detailed request for the services required. The Office of
Administrationand Human Resource Management sets policy on the use of support
service contracts and reviews each support service request from the program
office. In cooperationwith the program manager, this Office is responsible
for performing periodic reviews of support service activitieswithin DOE
organizationsto assess compliancewith Departmentalpolicy and other
applicable Governmentwideregulations. The program manager makes the final
determinationon whether to perform the activity in-housewith Government
personnel or to contract it out.

OBSERVATIONSAND CONCLUSIONS

lt is the policy of the Department not to enter into or maintain a support
servicecontract when services are more economicallyavailablewithin DOE.
Departmentalprocedures require program offices to prepare a detailed
justificationfor performingwork with a contractor. However, program
officials were not performing cost comparisonsto determine if the use of
support service contractors was cc_t effective.

Our review of seven active support service contracts showed that, on
average, costs to perform the work in-house were 40 percent less than
contractor costs. Cost comparisonswere not done because DOE procedures did
not require them as part of the support service request. For the seven
contracts,we estimate that DOE could have saved $16.3 million by performing
these services in-house rather than by contract.

In addition to policy implementationproblems, staff availabilityconcerns
also contributed to program officials' reluctance to perform cost comparisons.
Program officials were concerned about the time required to complete a cost
analysis and were apprehensiveabout the availabilityof additional Fe_ral
positions if a cost comparison supported conversion to in-house performance.
We recognize that the availabilityof the necessary approved positions presents
a significant barrier to DOE on i_-house performance.



Thus, we recommendedthat where the cost comparison supports conversion to
Federal service, DOEestablish a systematic process for coordinating with the
Office of Management and Budget to ensure that sufficient Federal positions
will be available to appropriately staff the support service function. We also
recommended that DOEdevelop a revised process for the review and approval of
requests for contractor support services that would include a cost comparison
analysis of Federal and contractor costs. The cost comparison should follow
the principles established in OMBCircular A-76. The Office of Administration
and HumanResource Management generally agreed with the finding and
recommendations.

Our finding relating to cost effective use of support service contracts
disclosed material internal control weaknesses which management should conside_
when preparing its yearend assurance memorandumon internal controls.



PART II

FINDING AND RECOMMENDATIONS

Cost Effective Use of Support Service Contracts

FINDING

OMB Circular A-76 states that Government performanceof a commercial
activity is authorizedwhen a cost comparison shows that the activity can be
operated at a lower estimated cost. Our review of seven active support service
contractsshowed that, on average, in-house costs were 40 percent less than
contractorcosts. The contracted activities were neverthelesscontinued
because DOE procedures did not require cost comparisonsfor new and existing
contracts as part of the program office request for support services. Since
these comparisonswere not made, additional staffing needed to support
conversion to in-house performancewas not included in the annual budget
request. For the seven contracts reviewed,we estimate that DOE could have
saved $16.3 million by performing these services in-house rather than by
contract.

RECOMMENDATIONS

We recommend that the Director,Office of Administrationand Human
Resource Management:

I. Develop a revised process for the review and approval of requests for
contractor support services that would include a cost comparison
analysis of Federal versus contractor costs. The cost comparison
should follow the principles established in OMB Circular A-76.

2. Where the cost comparison supports conversion of the activity to
Federal service, establish a systematic process for coordinatingwith
OMB to ensure that sufficient interim Federal positionswill be
available to appropriatelystaff the support service function. Adjust
the Department'spersonnelbase through the annual budget request to
include the additional positions.

MANAGEMENT REACTION

Management generally agreed with the finding and recommendations.
Management and auditor comments are in Part III of this report.



DETAILS OF FINDING

REQUIREMENTSFOR REASONABLE COST DETERMINATIONS

OMB Cost Comparison Requirements

OMB Circular A-/6 establishesthe Federal policy regarding performanceof
commercial activities, lt states that Government performance of a commercial
activity is authorized if a cost comparison demonstratesthat the Government
can operate the activity on an ongoing basis at an estimated cost lower than
the cost of a qualified commercial source. A supplementto the Circular sets
forth procedures for determiningwhether commercial activities should be
performed under contract or in-house using Government facilities and personnel.

The supplement establishesprocedures for performing cost comparisons for
both existing and new contracts. According to the supplement,existing
contracts should be continuallymonitored to ensure that performance is
satisfactoryand cost effective. When contract costs become unreasonable, a
cost comparison of the contracted activity should be performed if
re-competitiondoes not result in reasonable prices and if in-house performance
is feasible. For new contracts, a cost comparison is required if there is
reason to believe that commercial prices may be unreasonable.

According to Circular A-76, contracts that are not cost effective will be
allowed to expire (optionswill not be exercised) once in-house capability is
established. If required Federal personnelcannot be accommodatedwithin the
agency's personnel ceiling, a request for adjustmentwill be submitted to OMB
in conjunctionwith the annual budget review. In addition,Government agencies
are required to ensure that the impact of cost comparison decisions are
reflectedin budget estimates and should be timed to conform with the budget
process.

DOE Policy

In addition to the OMB Circular, DOE has established internal policy,
procedures,and responsibilitiesfor the management of support service
contracts. According to DOE Order 4200.3B, it is Departmentalpolicy not to
enter into or maintain a support service contract when "services are more
economicallyavailablewithin DOE." The Order provides for specific review
requirementswhich must be met before a request for a support service contract
can be approved.



CONTRACTING OUT FOR SUPPORT SERVICES

Cost Considerations

Our review indicated that contracting for support services was more costly
than performing the work in-house for each of the seven contracts examined.
The cost difference ranged from 26 to 53 percent. On average, the cost of
contracting for the support service activity was 40 percent higher, as shown in
the following illustration.

HEADQUARTERSSUPPORT SERVICES
COST COMPARISONSBY CONTRACT

Contract Contractor In-house Cost Percentage
Cost Cost Difference Difference_I/

A $424,162 $315,107 $I09,055 26

B $533,880 $367,404 $166,476 31

C $378,262 $251,657 $126,605 33

D $766,546 $497,620 $268,926 35

E $478,525 $295,983 $182,542 38

F $195,282 $117,425 $77,857 40

G $1,422,479 $672,879 $749,600 53

Totals $4,199,136 $2,518,075 $1,681,061 40

_I/ Generally,OMB Circular A-76 stipulatesthat the cost differentialmust
exceed 10 percent in order to convert from contractor to in-house performance.



Contributing Cost Elements

To evaluate in-house versus contractor performance, 0MB Circular A-76
identifies specific cost elements for inclusion in the cost comparison. Our
review found differences in several of these cost elements that contributed
_ignificantly to the higher cost for each of the contracts reviewed. These
elements in:luded overhead, direct labor, fee (profit), contract administra-
tion, and other direct costs. The following illustration shows the percentage
that each cost element contributed to the total estimated cost difference.

BREAKDOWN OF COST DIFFERENCE
IN-HOUSE VS CONTRACTOR PERFORMANC_

Overhead

55% Other Direct Costs8%

Contract Admin.
11%

Direct Labor 11%
Fee 15%

PERCENT OF DIFFERENCE BY COST ELEMENT

Analysis of Cost Factors

We found various reasons for the differences between each in-house and
contractor cost element. For example, contract overhead costs were higher due
to the difference in overhead rates. The Government rate used for in-house
cost calculationswas 49.25 percent. The contractors'overhead rates ranged
from 51 to ]30 percentwith a median rate of 92 percent.

Fee represents the contractor'sprofit as a percentage of total contract
charges. This cost, which in our sample was a median of 7 percent, would be
eliminated when the activity was performedby a DOE work force.

Total contract labor costs were 17 percent higher than Federal labor
costs. The higher contract costs resulted from differences in Federal and
contractor wage rates, since comparable Federalpositions were almost always
paid below contractor wage rates. To perform the _unctions described in each



contract, an in-house staff was created using the current contractor work force
and actual hours worked.

Contract administrationcosts are incurred by DOE procurement and program
offices to ensure that contracts are faithfullyexecuted. When contract work
is converted to in-house performance,the contract administrationpersonnel
stipulated in the Circular would be eliminated. This represents a direct cost
savings to DOE. Other direct costs consisted of items such as travel,computer
usage, subcontractorcosts, material and supplies. The cost difference
resulted from a comparison of contractor and in-house costs for each of these
items.

In addition, two other cost elements actuallyreduced the difference
between contractor and in-house costs by 4 percent_ The first is the loss of
Federal income taxes generated by the contractor when the work is converted to
in-house_ The secend is the one-time conversion cost of recruiting and
relocating new Federal employees. Despite these factors, our analysis showed
that the cost to perfo_'mwork in-house was 40 percent less than when performed
by a contractor.

Feasibility of In-house Performance

In addition to cost considerations,in-house performance must also be
feasible. The work performed under the seven selected contracts consisted of
administrative,management and technical support. Contractors provided
administrativesupport by conducting studies or performing required research
assignments;preparing draft reports, procedures,or recommendationson program
related documentation and assisting in briefing and seminar preparations.
Management support was provided through assistance in identifying,developing
and analyzingprogram issues,objectives, missions, strategies and options.
Technical services included contractor scientific and engineering support for
safeguard and security activities,nuclear energy decommissioningprojects,
defense waste and transportationmanagement and courier/messengerservices.

According to some program officials, the support work currently being
performed by their contractorscould be done by Government employees. One
program office would prefer an in-house staff. To enhance their hiring
capabilities,several program offices have been able to fill specific staffing
requirementsthrough special programs approved by the DOE Office of Personnel.
Although lower Federal wage rates have caused employment difficulties,special
hiring programs, as well as former contractor staff, provide program offices
with the necessary resourcesto establish an in-house performance capability.

REASONS FOR USING HIGHER COST CONTRACTORS

Policy Implementationand Compliance

OMB Circular A-76 cost comparison studies for existing contracts and new
requirementswere not performed because DOE policy and procedures dia not
require them as part of the requests for support services. DOE Order 4510.IA
establishes the procedures for implementingCircular requirementsand defines
the responsibilitiesof program officials, lt stipulates that program



officialsuse the detailed instructionsin DOE Order 4200.3B for preparation
and approval of their support service requests.

DOE Order 4200.3B requires program offices to provide specific
documentationin their support service requests includingappropriate program
office signatures,the contract statementof work, the proposed contractor (if
known), and an analysis of the proposed work. Program officials must also
provide a brief justificationfor perfmming the work with a contractor,
including a statement on alternativesto contractor performance. This
statementdiscusses the use of in-house resources and resources from other
agencies and why each one of these alternativesis not recommendedby the
program officials.

This Order, however, has no specific requirementfor cost comparison data.
The statements from program offices do not contain any informationor
discussion on cost justificationsfor contractor performance. The information
required by the Order addressesonly non-cost related factors or alternatives
to using contractors. For example, justificationsoften used by program
officials in their support service requests included the unavailabilityof
in-house personnelwith the necessary technicalskills, t lerelatively short
period of time these personnelwill be needed, and the quick-reaction
requirementassociatedwith the project.

According to Office of Organizationand Management Systems (OM) officials,
program offices have been notified that DOE is required to comply with Circular
A-76. Furthermore,procedures for contractingout for support services _re set
forth in DOE Order 4200.3B. Even though the Order had not previously
identifiedcost as a review element in support service requests, OM officials
_greed that a change to the Order could be made to require that a cost
comparison be included in the request package for new contracts. They also
agreed that costs should be considered before re-competitionof existing
contracts.

Staff Availability

Staffing problems contributedto the reluctanceof program offices to
perform cost comparisons. Program officialswere concerned about the time
required to complete the cost analysis and were apprehensiveabout the
availabilityof additional Federal positions if the cost comparisons justified
conversion to in-house performance.

Program officials have not evaluated the cost effectivenessof their
contractorsbecause of current staffing problems. They contend that the cost
studiesare time consuming and that managers do not have the staff availableto
complete the necessary work, which may include updating the performancework
statement,developing an organizationalstructure,and completing the cost
study.

In addition, program offices are reluctant to dedicate already limited
resources to performing a cost study when in-house performance is not feasible
without additional positions, lt is much easier to contract out the function
than to consider in-house performance,especially if the function is already
under contract and a follow-oncontract is proposed. OM officials also pointed

]0



out that, although a cost comparison should be made by program offices,
conversion to in-house performancedepends mainly on the availabilityof
approved personnel positions.

The President'sCouncil on Management Improvement(PCMI) confirmed in a
recent report the problems the Department of Energy and other Government
agencies have in acquiring additionalpersonnel positions. Their report
concludes that the unavailabilitycf necessary approved positions presents a
significantbarrier to these agencies on in-house performance. Currently,
there is no guarantee of Federal positions being availableonce the decision is
made to convert to an in-house staff. To resolve this problem, the PCMI
recommendedthat interim positions be provided until the agency base is
adjusted through its budget process. DOE officials supported the
recommendationsbut stated that in order for the process to work smoothly they
would need a commitment from OMB.

EFFECT OF MORE COSTLY SUPPORT SERVICES

For the seven support service contractswith total award values of $40.8
million, we estimate the Department could save $16.3 million by performing the
work with in-house staff, whicK represents an annual savings of $5.5 million.

Our estimated cost savings is limited to the sample contracts; huwpver, we
believe that similar cost savings could be realized with other Headquarters
support service contracts. Contracts for engineering services, technical
assistance and other administrativesupport work represent the majority (52
percent) of support service contracts awarded by DOE Headquarters. As of
September 1990, there were 35 active contracts worth $200 million awarded for
such services. Based on an averageestimated cost savings of 40 percent, the
total cost savings could approach $80 millior;if in-house conversion is
determined feasible. The annual savingswould be about $30 million. We
believe these types of contracts should be included in any initial effort to
perform Circular A-76 cost studies since the type of personnel skills required
are readily available to DOE.
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PART III

MANAGEMENT AND AUDITOR COMMENTS

In responding to our draft report, the Director, Office of Administration
and Human Resource Management generally agreed with the finding and
recommendations. A summary of management'scomments and our response follows.

Management Comments. Management partiallyconcurred with Recommendation !
and stated that a cost comparison that follows the principles of OMB Circular
A-76 should be included in requests for contractor support services. However,
management believes that a revis_.dprocess for review and approval of requests
for contractor support services should also document, as appropriate,factors
other than cost (e.g., eclectic mix of technical skills, short term tasks,
intermittentnature of some of the work, new requirementsthat have funding but

no manpower allocation,etc.) that create miti§ating circumstances for
permitting contractingwhen the cost comparison shows savings projected for
in-house operation. Without considering these factors, the Department may not
be able to contract out work even though it may be in the best interestsof the
Department.

Management also stated that while they have not yet conducted a detailed
analysis of the workpapers supporting the cost comparison for each of the seven
contracts covered in the audit, it appears that the in-house costs were
understated resulting in an overstatementof the projected savings. Management
believes the savings would be less than the 40 percent quoted in the draft
report. However, since our cost comparison included some costs for in-house
cost elements, management agrees that significantsavings could apparentlybe
achieved by conversion from contract to in-house operation.

Auditor Comments. The primary concern of this report is to ensure that
the process for review and approval of support service contracts is revised to
include the results of a cost comparison using OMB Circular A-76 principles.
In this respect, management'scomments are responsive to the recommendation.
We recognize that other factors can be part of the contract justification and
have been used by program officials to document their support service requests.
However, such mitigating circumstancesshould be the exception and not the
rule. Cost remains the most importantfactor to consider during the review and
approval process.

The estimated cost savings of 40 percent was calculated using OMB Circular
A-76 guidelines and in-house cost estimates. Our review was performed in
accordance with generally accepted Government auditing standards that require
findings be correctly portrayed and conclusionsbe supported by competent and
relevant evidence in the working papers. Our projected savings amounts were
independentlyverified and accurately reflect the results of our audit.

Management Comments. Management concurredwith Recommendation2.
Concurrencewas based upon the assumptionthat a process can be developed and
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approved by OMB to establish a pool or other i_terim supply of Federal employee
positionsto staff the support function until the Department'spersonnel base
can be adjusted through the annual budget process.

Auditor Comments. Management'scomments are responsive to the
recommendation. Management should actively pursue establishing a systematic
process with OMB to ensure the necessary Federal positionswill be available.
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