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SUBJECT:
CIRCULAR A-76 UPDATE VII

This memorandum is addressed to agency A-76 points-of-contact (POCs).  It is provided for information and discussion purposes only.  It reflects discussions with agencies and other interests and is designed to keep agencies informed of issues pertaining to the implementation of the March 1996 Circular A-76 Revised Supplemental Handbook.  The clarifications noted in these updates are considered to be well within the existing requirements of the Circular and the March 1996 Revised Supplemental Handbook.

1.  Right-of-First-Refusal.

Additional questions have been raised regarding the Right-of-First-Refusal, which was also addressed in Update V.  The most recent questions have to do with the extent to which the Right-of-First-Refusal should be extended to Temporary and Term appointment employees.   In our view, TERM employees should have a limited Right-of-First Refusal if, and only if, the contractor will continue the project on which the term appointee was serving.

The parallel is the RIF process itself.  Temporary employees have to be separated before you even run the RIF.  As such, temporary employees have no A-76 Right-of-First-Refusal.  Term employees may be considered as indefinite tenure employees in Tenure Group III and could, therefore, be the first to be separated -- before the permanent staff serving under career-conditional and career appointments.  Term appointments exceed one year and can be up to four years, justified on the basis of the project nature of the work or other situation having some limits.  Term appointment employees were hired under the same competitive process that permanent employees were hired, whereas in some situations temporary employees have been just hired.  Thus, there is some rationale for considering Term employees under the A-76 Right-of-First-Refusal process.  

If, however,  a term appointment was used instead of a permanent appointment (career conditional or career) because there was a planned or expected conversion to contract decision (it was really a transitional hire) the Term should, generally, not be eligible for the Right-of-First-Refusal.  Conversion would amount to the end of the condition and the employee would be separated just like any other temporary employees.  DOD, for example has used some Term hires in advance of a BRAC closure.  If this is the case, when the closure occurs, the employment obligation also expires.  This, of course, would not prevent the contractor from hiring these employees - it just means that the Right-of-First-Refusal does not exist for these employees.

In reviewing this issue we want to be fair to employees, ensure that there are appropriate incentives to prospective employees hired during a transition to contract performance, yet also want to give the new contractor as much hiring flexibility as possible, to ensure full quality and cost performance.

2.  Best Value

a.  The Performance Work Statement (PWS) represents the performance outputs needed by the Government.  If, following evaluation of all written contractor and ISSA proposals, the source selection authority (SSA) selects the lowest price, technically acceptable offer for further competition with the Government's in-house offer, the contracting officer may proceed directly to cost comparison.  If, however, the SSA is considering the selection of other than the lowest price, technically acceptable offer to compete against the Government, the following actions are required to complete an A-76 cost comparison. 

(1)  The SSA will look at all offers other than the in-house bid to determine which offerors  propose alternative performance outputs above and beyond those stated in the PWS and determine whether any of the offers meet or exceed the performance standards at a lower price:

(2)  If one or more offers meet the required performance standards at a lower price than the higher output offer(s), then the SSA may use "best value" techniques to select one offer to compete against the in-house bid.  Specifically, the SSA must (1) compare the price(s) of the offer(s), (2) perform a cost-technical tradeoff analysis, selecting either the lowest price or justifying payment of a higher price for the higher performance output or lower proposal risk or better past  performance, and (3) provide written justification to support the need for the higher performance outputs, if higher outputs would be the reason to select other than the lowest price offer:

(3)  If higher or lower performance out put is the basis for selecting the competitive non-in-house offer, the SSA will then direct the Government to change its in-house Technical Performance Plan and Management Plan (TPP/MP) and will allow revisions to the in-house cost proposal to bring the Government's in-house offer to the level of the selected performance output of that non-in-house offer. 

(4)  If lower proposal risk, better past performance or lowest cost is the basis for selecting the competitive non-in-house offer, rather than changes in performance output, then the source selection authority will explain in writing the basis for this decision.  In this case, the SSA will not direct the Government to change its TTP/MP and no change will be made to the Government in-house bid.  With acceptance of the rationale for selecting other than the low offeror, the contracting officer may go directly to cost comparison.

b.  The SSA may review the analysis performed by the Independent Review Officer (IRO) in certifying the MEO against the PWS, but should not address issues involving the acceptance of the Government's offer or any downward adjustments in the TPP/MP solely because the TPP/MP appears to contain a different number of man-hours or other technical contents than the non-in-house offer.  Instead, the TPP/MP is evaluated by the IRO to determine whether or not it meets the PWS output requirements.  Man-hours and manning levels are not the determinant.  There may also be situations where the SSA looks at staffing levels and hours and cannot see clearly what level of output the in-house bid is offering.  The SSA may conduct discussions with the in-house bid team to clarify what is proposed.

c.  The SSA may use written Clarification Requests (CRS) and Deficiency Requests (DRS) when conducting discussions with all offerors concerning their technical proposals.

d.  Normally, the non-in-house offer that was selected by the use of best value techniques from among the contractor and ISSA proposals should not have a level of performance that would require an SSA to direct the in-house bid to reduce the MEO, in order to reduce the level of  performance.  Industry must propose to the minimum requirements of the solicitation, as must the in-house MEO.  If the non-in-house offer did not meet the minimum standards, this offer cannot be eligible for award.  The performance standards required by the solicitation and not the specific level of staffing govern whether the non-in-house and in-house offers meet the levels of performance and performance quality.

e.  Revisions to the PWS should be done in a formal amendment to the solicitation.  The revised PWS must be incorporated into any contract that results from the cost study.

3.  Overhead

Overhead and the 12 percent factor used to calculate overhead in an A-76 cost comparison continues to be controversial, with industry complaining that it is too low and employee groups and some agencies claiming that it is too high.  Confusion seems to center on the allocation of direct and indirect overhead. 

Cost comparisons are to include both.

Part II, Chapter 2, para B.3 clearly notes that ALL competitive costs of performance, including management, oversight, personnel, environmental or OSHA compliance, legal and other direct costs of performance, shall be allocated to the function under study and included in Line 1 costs.  Costs on Line 1 may represent less than 100 percent of an individual person's responsibility or workload.  If the conversion of the function to contract will clearly change either the job or that workload performed by an individual or even a group of individuals, they are direct costs.  Line 1 includes all personnel costs that are 100 percent dedicated to the function under study, those that are less than 100 percent dedicated to the function under study as well as those allocated administrative support costs that would change if the function is converted to contract, including overhead or management positions.  Generally, these are local costs.

Part II, Chapter 2, para E.2., is consistent with this guidance.  It requires that the in-house offer must also reflect the general cost of overhead and overhead system costs.  This includes, but is not limited to things like payroll, senior and headquarters support and management, policy and procedural support, legal, budget, financial accounting, distribution and transportation systems management, acquisition and property management, off-site administrative support and other costs which may change indirectly or as a result of this decision or in conjunction with other overall decisions to outsource.  In general, the 12 percent factor is designed to account for overhead costs that local or functional managers cannot or should not estimate or attempt to allocate to the function under study.  That does not suggest that this support does not exist or that it does not change as a result of aggregate outsourcing.  These costs may not be at the local level and could be associated with regional, senior command or national support costs.  The 12 percent factor is NOT designed to accommodate all costs that are not 100 percent attributable to the function under study.

Part II, Chapter 2, paragraph A.2., provides that  "the official in paragraph 9.a of the Circular, or designee, may develop alternative agency-wide or sector-specific standard cost factors, including overhead, for approval by OMB."  Agencies should expect OMB to require a sufficient level of quantitative, methodological and analytic support for the recurring development of these factors, such that they will withstand Federal Register public review and comment.  Once an alternative allocation methodology for overhead is developed and approved, OMB will rely on the approved overhead rate for that agency.

4.  SCA Fringe Benefit Factors

Agencies should be aware that the Department of Labor has published new rules on "Determining Health and Welfare Benefit Rates" applicable to contracts subject to the Service Contract Act (SCA).  Before this change there was a two tiered fringe benefit rate system.  For firms of less than 100 employees the rate was $.90 per hour.  For those above 100 employees the rate was $2.56 per hour.  In addition, any contract awarded as a result of an initial A-76 conversion was required to include the $2.56 rate, regardless of function or size of function.  The revised methodology provides for a single rate to be established for all contracts awarded on or after June 1, 1997.  New contracts and new conversions to contract (cost comparisons) will carry a rate of $1.16, as of June 1, 1997, moving to a rate estimated at $1.91 by the year 2000.

On an annual basis, OMB has regularly issued revised inflation and Federal labor rate escalation estimates to agencies for the current and out years of  a cost comparison, and have applied these revisions to cost comparisons where contract and in-house bids have not yet been opened.  This approach reflects the Government's interest in seeing cost comparisons come to closure and recognition of the minor nature of these changes.  Similarly, OMB has not permitted the A-76 Appeals Authority to entertain proposed changes to increase or decrease the Government's cost estimates not raised during the initial appeals submission period.  In this situation, however, the Government has, with very little warning, unilaterally changed the known cost of contracting.  It is, therefore, difficult to proceed knowing:

(1) that the Circular seeks the best overall deal for the taxpayer on a level playing field; 

(2) that significant circumstances beyond the control of the contractor have changed; 

(3) that the expected competitive position of the in-house and contractor's offer has changed due to the DOL's requirement; and 

(4) that the cost comparison decision might not be based on the known cost of contracting to the taxpayer.

Therefore, and consistent with the Deputy Director for Management's letter to Mr. John Goodman, Deputy Under Secretary of Defense for Industrial Affairs and Installations, dated July 3, 1997, for those A-76 cost comparisons that have not had prices exposed, the solicitations shall be amended and private sector offerors shall be requested to submit new offers, as appropriate.  For those A-76 cost comparisons that have had in-house and contractor prices exposed, but have not yet reached a final (Appeal Authority) decision, OMB has expressed a preference that agencies cancel the solicitation and immediately resolicit new in-house and contract offers with the new DOL fringe rate.  The Government's MEO should not be implemented and it may be revised.  We would expect the revised offers to be submitted within 30-45 days.  We consider this a unique transitional situation caused by the Department of Labor's decision to implement the new fringe rates in a very short time period.  However, if it is the sense of the Contracting Officer that the new DOL/SCA fringe rate would have no affect on the outcome of an A-76 decision (for example, the change in rates would not even bring the difference to within the 10 percent minimum differential), no cost comparison adjustments are required.  In this instance, the resoliciation may be limited to contract offerors to ensure that the competitive position of the low contract offeror has not changed when compared to another contract offeror.  We are working with DOL to ensure that future wage or fringe rate changes that are implemented will apply only to solicitations not yet issued. 

5.  Calculation of the Cost of Capital

The cost of capital is added to the cost of depreciation.  The depreciation cost is, generally, a straight line calculation through the life of the asset and is included for each year the asset is used in the cost comparison period of performance.  As provided at Part II, Chapter 2, paragraph D.3. (Line 3) (page 22), the cost of capital is calculated by multiplying the nominal rate provided by OMB Circular A-94 for each year of the cost comparison.  It has been suggested  that the calculation is done only once and then distributed to each year of the cost comparison.  This notion is incorrect.

6.  ISSAs

A-76 POCs should be aware that the CFO Council's Entrepreneurial Enterprise Committee A-76 Task Force has completed its review of the A-76 process and has generally supported the March 1996 Revised Supplemental Handbook. It did make some suggestions for change in the situations in which full A-76 studies would be required.  The final report was presented to and approved by the full Council on May 22, 1997.

The ISSA price to the agency reflects the costs recognized in the servicing agency's budget and may not include the full range of cross-subsidies, appropriated and revolving funded activities, agency budget costs versus the unfunded liability and appropriations for the pensions that go directly to OPM, etc.  There is a recognized distinction between the servicing agency's price and the full cost to the Government.  As a matter of policy, comparisons and sourcing decisions - to be fair to public and private sector offerors must be based on the full cost to the Government.  This is also a major clarifying recommendation in the CFO Council report.  Under A-76, for example, we actually deduct - for purposes of cost comparison -  the cost of Federal taxes paid by the private sector from the cost of private sector performance.  A-76 POCs will need to be involved in the development and approval of proposals to provide or receive new or expanded franchise fund, working capital or other reimbursable services to or from other agencies.

7.  Inventories of Commercial Activities

Part I, Chapter 1, para F., provides that agencies will maintain an annual inventory of all commercial activities performed by in-house FTE.  In testimony before the Senate Governmental Affairs Subcommittee on Oversight of Government Management, Restructuring and the District of Columbia, June 18,1997, on the "Freedom from Government Competition Act,"  (S.314), there was a great deal of interest in the development of agency inventories of commercial activities and their compliance with OFPP Policy Letter 92-1, regarding the definition of what is really inherently governmental.

