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Experience indicates that the corporate form of organization is pe-
culiarly adapted to the administration of governmental programs
which are (1) predominantly of a commercial character; (2) are at
least potentially self-sustaining; and (3) involve a large number of
business-type transactions with the public.

Harry S. Truman, Budget Message to Congress, 1948

The federal government will not start or carry out any commercial
activity to provide a service or product for its own use if such prod-
uct or service can be procured from private enterprise through or-
dinary channels.

Dwight D. Eisenhower, Bureau of the Budget Bulletin,
1955

Today I am taking what I hope and believe will be a historic step in
reforming the federal government by announcing the formation of a
national performance review. Our goal is to make the entire federal
government both less expensive and more efficient and to change
the culture of our national bureaucracy away from complacency
and entitlement toward initiative and empowerment. We intend to
redesign, to reinvent, to reinvigorate the entire national gov-
ernment.

William Jefferson Clinton, Old Executive Office
Building, March 3, 1993




PREFACE

RAND was approached by the Defense Reform Initiative Office and
asked to conduct a short-term effort examining alternative ways that
government could carry out its activities. This document reports the
results of that effort. As a reference document, it should prove useful
to government agencies and decisionmakers, both within and out-
side the Department of Defense, who are considering options for or-
ganizing themselves or their functions in different ways.

This research was sponsored by the Defense Reform Initiative Office
within the Office of the Secretary of Defense, and it was carried out in
the Forces and Resources Policy Center of RAND’s National Defense
Research Institute, a federally funded research and development
center sponsored by the Office of the Secretary of Defense, the Joint
Staff, the unified commands, and the defense agencies.
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SUMMARY

Since the earliest days of the Continental Congress, our government
has sought alternative organizational and procedural constructs for
important government supporting functions and instruments of
policy that are inherently commercial in nature. In this modern era,
the need for alternatives is even more pressing as the form and na-
ture of government requirements become increasingly complex and
budgets are constrained.

Some functions by their very definition cannot be performed other
than in-house. These inherently governmental functions involve the
discretionary use of governmental authority or in some way commit
the government to a specific course of action or financial expenditure
as stated in 48 CFR 7.5. If an activity is considered commercial or it
can be restructured to partition the governmental and commercial
functions, competitive sourcing is usually selected to allow the in-
house group to participate in the competitive process. Additional
tests to determine whether an activity is commercial or gov-
ernmental are in OMB Circular A-76.

In this report, we consider governance structures and organizational
forms that offer alternatives to the usual in-house provision of ser-
vices. These alternatives often offer a chance to adopt modern busi-
ness practices, streamline the organization, and adopt market mech-
anisms to improve quality, lower costs, and become more responsive
to constituencies. The alternatives considered here have a wide va-
riety of characteristics. We found it useful to array them along the
dimension of ownership of process and customer base. These range
from totally governmental to totally private or somewhere in be-
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tween. In addition, we also consider a number of other characteris-
tics that distinguish these alternatives from one another. These are
summarized in a table that is helpful as an organizing framework and
as a way to select an appropriate choice set of alternatives for a given
function or activity. The suitability of any alternative clearly depends
on the specific goals of the effort and the contextual details of the sit-
uation under consideration. To illustrate some of these specifics, the
main body of the report briefly describes the important features of
the alternatives and one or more case studies that illustrate the ap-
plication of the alternative.
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Chapter One
OVERVIEW

As the quotes from Truman, Eisenhower, and Clinton in the Fore-
word of this report all indicate, our government has been reinventing
itself for many years. Indeed, from the earliest days of the Continen-
tal Congress, it was recognized that some functions are better per-
formed by a commercial organization outside the government. In
1781, the Continental Congress chartered the Bank of North America
to handle the finances of the emerging nation and purchased 60 per-
cent of its shares. At that time it was felt that a colonial bank would
handle the financial affairs of the colonies better than the British
banks. This first government corporation insulated the nation’s fi-
nances from the vagaries of both national and international politics
while still allowing a high level of governmental control. Even then,
the Continental Congress was concerned about the inefficiency of
government and appointed an Inspector General whose charter was
to “root out abuses which prevail in different departments.”

The Progressive Movement in public administration (1890-1910)
foreshadowed the current era in its emphasis on making government
more businesslike and eliminating administrative discretion. The
basic underlying tenet of its philosophy was that there was one best
way to handle a given situation and all these “best practices” could
be captured in a rule book. Unfortunately, in the current era, the
negative aspects of the Progressive approach have become appar-
ent—government is beset with too many rules and not enough flex-
ibility in adapting to a rapidly changing world. The most successful
business organizations of today are respected for their capacity to
innovate by learning and adapting to new and changing environ-
ments, technology, and know-how while at the same time remaining
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responsive to the needs of their customers and clients. These mod-
ern business-like themes are echoed in the current era in the Na-
tional Partnership for Reinventing Government and more directly in
the Department of Defense (DoD) by the Defense Reform Initiative
(DRI). In November 1997, Secretary Cohen introduced the DRI in an
effort to oversee reform initiatives within the department, to coordi-
nate DoD’s initiatives with those being undertaken outside the de-
partment, and to foster “a revolution in business affairs within DoD
that will bring to the Department techniques and business practices
that have restored American corporations to leadership in the mar-
ketplace” (Defense Reform Initiative, 1997).

DoD is in the process of examining traditional ways of doing busi-
ness and increasingly looking to competition as the way to make de-
partmental agencies and support structures more agile and efficient.
The National Defense Research Institute was asked to undertake a
two-month study of the range of options available to DoD in terms of
alternative ways of doing business and to provide some useful case
studies that would illustrate each option. This report is the result of
that short-term effort.

ORGANIZATION OF THE REPORT

The main body of the report first profiles each alternative in terms of
its ownership, staffing, customers, cash flow, and pros and cons.
Each alternative is illustrated by one or more brief case studies that
focus on implementation, major facilitating and constraining factors,
and results. This section provides a brief overview of the various
alternatives considered in this report. Because of the considerable
interest in competitive sourcing as a way to make the government
more cost-effective and efficient, the appendix provides a brief
discussion of some issues related to competitive sourcing. Following
the appendix is a glossary of terms related to privatization used by
the U.S. Government Accounting Office (GAO)! (U.S. GAO, 1997a)
that may prove to be a handy reference in distinguishing among the
various alternatives being discussed.

1GAQ’s definitions may not always be the same as those used by DoD.
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INHERENTLY GOVERNMENTAL VERSUS COMMERCIAL
ACTIVITIES

Some functions are proscribed from being performed by other than
in-house government personnel. Title 48 defines inherently gov-
ernmental functions as those that are “so intimately related to the
public interest as to mandate performance by Government employ-
ees,” although the regulation is careful to point out that this is a pol-
icy determination, not a legal determination (Code of Federal
Regulations (CFR) Title 48). An inherently governmental function
includes any activity that requires the exercise of discretion or the
making of value judgments in applying government authority (48
CFR 7 Subpart 7.5).

Given that a function is not inherently governmental, various alter-
native ways of doing business can be considered. As we discuss be-
low, the appropriateness of a particular alternative for a given situa-
tion depends on several characteristics including customer base, the
source of funding, control over staffing, process, and outcome.?

2When considering efforts to privatize government activities, it is important to step
back and consider the issue from a broader perspective. The underlying belief that the
country’s interest is best served if government becomes more like business and U.S.
citizens more like customers leaves out considerable depth in the relationship be-
tween the government and the citizens (Mintzberg, 1996). Distinctions are made be-
tween inherently governmental and inherently commercial activities but do not cover
a wide variety of legal issues involving Constitutional concerns such as first amend-
ment rights, procedural and substantive due process, sovereign immunity, and the
separation of powers (14 Federal Acquisition Regulation (FAR) 7, FAR Subpart 7.5 §
7.501, and Office of Management and Budget (OMB) Memorandum A-76).

A recent case before the U.S. Supreme Court highlights these concerns. In this case,
Lebron claims that first amendment rights and the fifth amendment right of due pro-
cess were violated by Amtrak, which, despite the fact that it is a federal corporation,
acts as a branch of the government and is bound by the Constitution to deliver said
rights. Amtrak, by virtue of being a corporation, claimed not to have violated any
rights. The issue revolved around the federal action doctrine, which holds that
“entities displaying a close relation to the government can be treated as acting for the
government”-and can be considered part of the government. The court opinion, writ-
ten by Justice Scalia, states in part:

It surely cannot be that government, state or federal, is able to evade the most solemn
obligations imposed in the Constitution by simply resorting to the corporate form. On
that thesis, Plessy v. Ferguson can be resurrected by the simple device of having the
State of Louisiana operate segregated trains through a state-owned Amtrak.
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CAVEATS

It is important to understand the limitations of this report. It pre-
sents a compendium of alternative governance structures and orga-
nizational forms, drawn from a variety of source material. Because it
is a short-term effort, the descriptions and the case studies are lim-
ited to what could be drawn together in a relatively short period of
time. The report does not contain any analysis or original data partly
because that was not our mandate and partly because of the time
constraints. Nor does the report contain guidelines that could help
DoD decide among alternatives in a given situation. This would be
difficult to do in the abstract, without specifying in more detail a
particular case or activity to be analyzed. Even formulating general
guidelines would require considerably more time and analysis than
was possible in this effort. Despite these limitations, the report is a
useful addition to the literature because it draws together, in one
document, the spectrum of alternatives available to DoD when con-
sidering changes in the current way of doing business. It provides
succinct descriptions of each, highlights differences among them,
and describes case studies showing the use of the particular alterna-
tive and results of such efforts, when available.

ALTERNATIVE GOVERNANCE STRUCTURES AND
ORGANIZATIONAL FORMS

This section briefly defines the alternatives considered in this report.
Although we refer to them as governance structures or organizational
forms, some of them are ways to transition between different gover-
nance structures.

Because the alternatives differ along a variety of dimensions, it was
difficult to choose any one characteristic as the organizing principle.
For simplicity, we chose to rank these alternatives according to who

The concern here and with several other cases is that using some of these privatization
vehicles, the government—in particular Congress and the Executive Branch—could
contract out of the Constitution. Other cases involve separation of powers issues as-
sociated with the retention of revenues by profitmaking government organizations in
the Executive Branch in violation of the budgetary process provided for by the
Congress. The application of privatization schemes requires careful consideration of
the legal issues as well as the policy issues.
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is providing the service. Thus, the order starts with activities pro-
vided by government organizations, followed by mixed forms—activ-
ities provided jointly by government and private organizations—and,
finally, activities provided by private organizations.

Performance-Based Organizations (PBOs)

PBOs are discrete management units within a federal agency, headed
by a chief operating officer (COOQ), who generally has a performance
agreement reviewed annually. Under a PBO, policymaking is sepa-
rated from service operation functions. Policymaking remains
within the purview of the government department, and operational
responsibility transfers to the PBO. The PBO commits to specific
measurable goals, customer service standards, and targets for im-
proved performance. A PBO remains under the full control of the
government, is funded completely by the government, and is staffed
by government employees. A draft Logistics Management Institute
(LMI) report (Vivar and Reay, 1999) highlights some concerns:

e It may be difficult to separate policy functions from operations.

e The one-year duration of the performance agreement with the
COO is too short and may provide the wrong incentives. It is im-
portant that the agency be focused on both long-term and short-
term goals. The performance contract should reflect both sets of
goals.

e Providing incentives to the COO is not likely to alter overall or-
ganizational behavior.

» The disruption in delivery of services during the transition may
impose high costs.

Government Franchises

These administrative units of agencies provide support services to
other administrative entities on a cost-reimbursable, competitive
basis. Ownership remains in the hands of the government, although
the units operate as self-supporting, business units. Government
employees constitute the majority of the staff, but government fran-
chises may also contract out for services. Government franchises
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offer some advantages: They generate revenue for the agency offer-
ing the service; for their customers, they offer lower costs and a
chance to focus on core competencies.

Cooperative Partnerships

Cooperative partnerships are joint governmental initiatives in which
federal, state, or local government agencies partner to provide ser-
vices and information or to conduct mutual missions. Most coop-
erative partnerships are formed under memoranda of understanding
{(MOUs), although in some instances, the partners use less formal
agreements. Such partnerships can help reduce or eliminate dupli-
cation of services and provide more seamless, convenient services to
citizens.

Federal Government Corporations (FGCs)

There is no clear legal definition of a government corporation, and
there is considerable variation among the many government corpo-
rations in existence today with respect to their structure and control.
FGCs are appropriate for governmental programs or agencies that
are predominantly of a business nature, produce revenue and are
potentially self-sustaining, involve large numbers of business-type
transactions with the public, and require greater flexibility than
permitted under governmental rules (Truman, 1948). Although these
criteria have been generally endorsed by several other studies, a 1996
GAO report recommended that Congress adopt a uniform definition
of and standardized criteria for FGCs and strengthen oversight and
accountability of them (U.S. GAO, 1996). There is some concern
regarding the lack of accountability to constituencies and the
potential conflicts with Constitutional issues.

Another organization—an independent establishment of the execu-
tive branch of the U.S. government—falls under the rubric of FGCs.
There is only one such organization—the U.S. Postal Service
(USPS)—but it essentially functions as an FGC.
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Government-Owned Contractor-Operated (GOCOs)

GOCOs are a form of privatization in which the facilities and equip-
ment are owned by the government but are operated by contractors
with mostly contractor staffing. They are implemented through
standard contracting methods and are entirely supported by the
government. Their major advantage is their promise of efficient
commercial operation of facilities for which the government is the
sole customer, but concerns with oversight and control can lead to
micromanagement and declines in efficiency.

Private Management

Similar to GOCOs, private management involves commercial opera-
tion of government-owned capital assets to provide a service to the
public. Unlike GOCOs that supply government agencies, private
management offers services to the general public. Private manage-
ment offers several advantages: efficient commercial operation for
the public, alternatives to public financing of facilities, and an alter-
native to asset sale if title is not clear. However, it also implies the
potential loss of control over an important public facility and per-
haps the loss of some Constitutional protections for citizen rights.

Public/Private Partnerships or Joint Ventures

In a public/private venture, public and private sector partners form a
contractual agreement. Typically, under these agreements, the
agency retains ownership of the public facility, the private party in-
vests its own capital to design and develop the properties, and each
partner shares in income resulting from the partnership. These
shared risks and rewards distinguish public/private partnerships
from the more typical contracting out of services and functions.
Such joint ventures may increase efficiency and tap expertise not
available in a government agency. Establishing a public/private
partnership is also considerably easier than trying to dispose of
property under the General Services Administration regulation.

One variant on this concept of importance to DoD is “asset financ-
ing,” often used as a method of housing and utility “privatization” in
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DoD.3 These so-called privatization efforts are not what people
normally mean by privatization, which is usually some form of asset
sale. Rather, they cover a variety of creative ways to induce private
firms to finance DoD housing and utility needs. This allows DoD to
improve services without expending its own obligational authority
under OMB scoring. These initiatives can be as important financially
to DoD as competitive sourcing and innovative contracting in the
right circumstances.

Government-Sponsored Enterprises (GSEs)

GSEs (e.g., Fannie Mae, Freddie Mac) are federally chartered but
privately owned financial institutions. They are not agencies of the
United States but are entities that accomplish a public purpose
defined by law (i.e., enhancing the credit available to homebuyers,
farmers, students, and colleges). GSEs occupy a middle ground be-
tween purely private corporations and government agencies. They
benefit from implicit federal guarantees that enhance their ability to
borrow money in the private market at favorable rates and to borrow
from the Treasury if needed. Because they have a public purpose,
some GSEs are exempt from federal, state, or local corporate income
taxes and Securities and Exchange Commission registration re-
quirements and fees. However, because they are federally chartered,
they can involve significant risks to the taxpayers and have at times
imposed large costs on the taxpayer.

Federally Funded Research and Development Centers
(FFRDCs)

An FFRDC is created to meet a special long-term research or devel-
opment need that cannot be met effectively by existing in-house or
contractor resources. FFRDCs are of three basic types, providing re-
search and development in specialized areas, policy analysis and
decisionmaking support, and specialized system engineering and
integration support. FFRDCs offer several advantages to their spon-
soring agencies: ready access to advanced research and develop-
ment capabilities, long-term relationships that foster a deeper un-

3We are grateful to our reviewer, Frank Camm, for pointing this out.




Overview 9

derstanding of the sponsor’s priorities and problems, objectivity, and
independence from partisan or ideological biases. On the minus
side, they tend to be expensive and need sophisticated management
to ensure that their priorities mesh with those of the sponsor.

Competitive Sourcing

Outsourcing, or competitive sourcing as it is now called, is receiving
the lion’s share of attention in DoD’s reform efforts. It is defined as
shifting functions from in-house providers to private firms, although
with managed cost competitions under A-76, the in-house team may
be designated as the service provider. The government remains the
financier and has management and policy control over the type of
quality and services to be provided. This is done using standard con-
tracting methods but it often requires a managed cost competition.
The appendix provides a detailed discussion of some issues related
to competitive sourcing as well as a discussion of how to make such
competitions more effective.

Employee Stock Ownership Plans (ESOPs)

Creating an ESOP is a way to privatize a previously governmental
function. In an ESOP privatization, employees who were previously
performing a government operation or function voluntarily form a
private firm to provide the same service as private contractors. The
employees receive salaries and benefits as well as dividends or a
share of the profits. ESOPs are attractive as a means of privatization
because of secured employment (at least in the short run), continued
access to in-house expertise, enhanced productivity because em-
ployees have a direct financial stake in the performance of the com-
pany, and tax advantages. However, several concerns have been
raised about ESOPs. Employees generally do not have voting rights,
rarely receive dividends, have no say in the choice of a trustee, and
the stocks usually form a very small portion of their compensation.
Because of the rules, large functions are generally better candidates
for ESOP privatization unless functions can be bundled.
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Asset Sales

An asset sale is the transfer of ownership of government assets,
commercial-type enterprises, or functions to the private sector. In
general, the government has no role in the financial support, man-
agement, or oversight of a sold asset. However, if the asset is sold to
a company in an industry with monopolistic characteristics, the gov-
ernment may regulate certain aspects of the business, such as utility
rates.

HIGHLIGHTING DIFFERENCES AMONG ALTERNATIVES*

The definitions provided above, although useful in describing the
spectrum of alternatives, are not very useful to a decisionmaker at-
tempting to make decisions about appropriate alternative gover-
nance structures or organizational forms for activities or functions
that are currently being carried out in house. In thinking about the
characteristics that might be important to DoD, we first selected the
dimension of control as the most salient characteristic. However,
control itself has many dimensions and it is not easy to compress all
of them into one summary indicator. For example, control could en-
compass any or all of the following: day-to-day operations, the de-
sign of the product or choice of process to deliver the product,
staffing, physical or financial assets, and planning. In many in-
stances, the real concern is accountability: the ability of DoD to hold
the service provider accountable for the timeliness, quality, and cost
of the product. However, this can be accomplished to a greater or
lesser degree in almost every governance structure by putting into
place appropriate incentives and performance goals. To illustrate
this point, consider that accountability can be higher in a carefully
executed outsourced contract than in some government depart-
ments that are hampered by civil service and other rules from levying
penalties for inefficiency. In addition, many contract sources further
enhance accountability by bundling, with the services they provide,
cost accounting and performance measurement systems that are
superior to those in the government.

4This section benefited greatly from several useful discussions with our reviewer,
Frank Camm.
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Therefore, we focus on dimensions that are more easily quantifiable,
such as:

« Who has ownership (and, therefore, control) over the production
process? This would also have some implications for staffing.

« Who are the customers for this service?

We array the set of alternatives along each of these dimensions.
Clearly, however, other dimensions are important including the
source of funding (direct appropriations versus sales) and the resid-
ual claimant. It is also useful to have a matrix that allows the deci-
sionmaker to see at a glance the major similarities and distinctions
among the various alternatives.

Figure 1 arrays the alternatives according to the ownership or control
over the process of provision of services. We examine these from the
point of view of the agency or department that is the customer for
this service. Ownership of process ranges from purely governmental
to purely private control. For example, the standard DoD agency
controls the entire provision of services and is responsible for day-to-
day operations and planning. However, PBOs and government fran-
chises, although still remaining purely governmental in provision,
are slightly removed from the more traditional department in the
level of control by the department over the process. For example,
government franchises involve having one department’s or agency'’s
tasks being performed by another organization in the government.
Although still within the government, the process of provision is
slightly less under the control of the organization receiving the ser-
vices. Similarly, PBOs generally have greater flexibility in staffing and
acquisition than typical government agencies or franchises, so al-
though provision is still governmental, there is a difference in the
level of ownership by the agency that is the customer. The broadest
spectrum of control possibilities is demonstrated by federal govern-
ment corporations, which range from mostly governmental control
to mostly private control, depending on the charter of the corpora-
tion.
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Ownership of process

Figure 1—Alternatives Arrayed Along the Ownership of Process Dimension

The other end of the scale is anchored by asset sales. Under an asset
sale, the government transfers ownership of a physical asset to an-
other organization that is generally a private company (or perhaps a
local government). The government generally relinquishes all own-
ership over the process in the transaction.

These same alternatives are arrayed in Figure 2 in terms of the
customer/client dimension. By customers/clients, we mean who is
being served by the function or activity being undertaken for the
federal government: government (including other government
agencies), private customers, or a mix of both.




Overview 13

The figure shows some interesting differences in the way that the al-
ternatives are ranked. Clearly, government agencies serve all kinds
of customers so they range across the entire spectrum. Similarly,
PBOs generally serve either a mix of customers or a fully private or
general public customer base. The one PBO currently extant serves
the general public (students) and most of the ones proposed serve
customers or clients from the general public as well. Generally, gov-
ernment franchises serve an internal government customer; simi-
larly, FFRDCs and GOCOs serve government customers only and
thus are not appropriate alternatives when considering activities that

RAND MR1103-2
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Figure 2—Alternatives Arrayed Along the Customer-Client Dimension
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serve private customers or a mix of the two. The federal government
corporation serves a broad spectrum of clients but seldom is created
to serve a solely governmental one. Private management in the cases
considered here involve the management of government facilities
that serve the general public such as airports.

Obviously, other dimensions are important including the funding
mechanism (direct appropriations versus contracts) and additional
government inputs (i.e., assets, tax breaks). Table 1 summarizes
these alternatives along a variety of dimensions that capture the im-
portant distinctions among them and should provide a useful
framework for distinguishing among systems and may assist deci-
sionmaking. The characteristics shown in the table include the fol-
lowing:

» Who is providing the service?

»  Whatis the staffing of the organization?
» Who s the customer for the service?

» What s the source of the funding?

»  What are the other inputs provided by the government?

We have talked about service providers and customers previously
because these are fairly central to DoD’s deliberation about which
structure is appropriate.

Who the service provider is clearly has implications for staffing as
well. With respect to staffing, the table shows a clear distinction be-
tween entities that are staffed by government employees (the first
five listed) and the remainder, which are staffed by private employ-
ees. The one exception is joint ventures, where we find a mixture of
government and private staffing.

In terms of funding, most receive all their funding through direct ap-
propriations whereas a few-—private management, joint ventures,
and GSEs—receive their funding from direct sales. FGCs span the
spectrum of funding. We distinguish between “direct appropria-
tions” and “direct sales” because the difference has profound impli-
cations for control over a relationship and motivations for improve-
ment. We also distinguish government assets from funds to highlight
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differences in the way government agencies think about these and
the difference in the way MOUs and contracts treat them.

This table provides a framework for sorting out the various alterna-
tives in terms of several important characteristics. Given the charac-
teristics of the activity or function being considered for reorganiza-
tion or privatization, this framework can be used to delineate the
proper choice set of alternative options and to limit consideration of
alternatives to a smaller, more appropriate subset. The details pro-
vided in the main body of the report, along with the case studies,
then will help flesh out these alternatives.

Ultimately, however, the decisionmaker needs to articulate objec-
tives for that particular activity or function and to rank the alterna-
tives being considered according to how well they achieve specific
goals.

This introduction has provided an overview of the various alternative
organizational arrangements available to the government in its ef-
forts to remake itself into a leaner, more efficient entity. Each option
shown has its own advantages and disadvantages. Thus, we should
not expect a dominant or perfect policy alternative to emerge from
this set of prescriptions. It is unlikely that any one alternative will be
ideal, given a multiplicity of goals. It bears repeating that one should
not decide on a preferred alternative until all the alternatives have
been evaluated with respect to all the goals (Weimer and Vining,
1992).




Chapter Two

PERFORMANCE-BASED ORGANIZATION

Provider

Staffing

Customers

Source of funding
Distinctive features

Implementation issues
Pros

Cons

Entities seeking PBO
status

Case study

Government

Government

Government and private

Direct appropriations

« PBO formed as a discrete management unit run by a
COO

» Policy-setting functions are retained by departmental
secretary, operating functions are moved under the
purview of the PBO

e COO from outside the government provides latitude in
personnel, procurement, financing, and real property

¢ COO signs yearly performance contract

« PBO must specify measurable performance goals to
ensure accountability of results

Requires legislation and internal support

e Performance goals are clear and understandable to all

¢ Increased flexibility in personnel and acquisition

o Costs due to disruption in service delivery during the

transition may be high

Requires a large time investment

Employees may object to the change

Unions may have concerns

Defense Commissary Agency

FAA Air Traffic Services Division

Federal Lands Highway Program

National Technical Information Service

Patent and Trademark Office

Rural Telephone Bank

Seafood Inspection Service

St. Lawrence Seaway Development Corporation

U.S. Mint

Office of Student Financial Assistance Programs

17
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CASE STUDY: OFFICE OF STUDENT FINANCIAL
ASSISTANCE PROGRAMS

Background

In a March 1996 speech to the National Press Club, Vice President
Gore proposed creating PBOs within existing federal departments.
Under the Higher Education Amendments of 1998, the Department
of Education Student Financial Aid Program (SFAP) became the first
federal PBO—the Office of Student Financial Assistance Programs
(OSFAP).

A number of factors influenced the decision to turn SFAP into a PBO.
Since the Clinton administration began in fiscal year 1993, student
aid has rapidly expanded. Between fiscal year 1993 and fiscal year
1998, it doubled in size (Smith, 1998). Further, the diversity and
number of the program’s participants and the complexity of the fed-
eral aid policy and programs created performance and management
concerns (Department of Education, 1997). In fact, the Advisory
Committee on Student Financial Assistance had been evaluating the
management and performance of the student financial aid office for
over ten years. One action the committee recommended to improve
the system was to restructure the management of delivery through a
PBO. The Department of Education agreed to support restructuring
SFAP as part of its modernization efforts (Advisory Committee on
Student Financial Assistance, 1998).

Provisions of Legislation

Under Public Law 105-244, the Secretary of Education remains
responsible for setting federal student aid policy and the PBO is
responsible for the administration of the information and financial
systems that support student financial assistance programs. The
PBO is headed by a COO with demonstrated management ability and
expertise in information technology. The COO reports directly to the
Secretary of Education. Each year, the secretary and the COO enter
an annual performance agreement that establishes measurable
organizational and individual goals for the COO. The plan includes
goals for service improvement, cost reduction, the improvement and
integration of support systems, and the delivery system. The COQ’s
compensation, above an established based amount, is tied to
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meeting the goals of the performance agreement. The PBO is given
an independent operating budget and possesses increased flexibility
in procurement and personnel management.

Major Facilitating Factors

The concept of creating a PBO in the Department of Education
student financial aid office gained the support of education and
political leadership including the Advisory Committee on Student
Financial Assistance, the Education Department’s Inspector General,
Vice President Gore and the National Performance Review, members
of Congress, and the higher education community.

Reported Results

Greg Woods was sworn in as the COO of OSFAP in December 1998.
An interim performance plan is in place and the performance plan
will be delivered September 1999.




Chapter Three

GOVERNMENT FRANCHISE

Provider
Staffing

Customers

Source of funding

Distinctive features
Implementation issues
Pros

Cons

Examples

Case studies

Government

Primarily government, but franchise may also contract-

out for services

Federal agencies and departments

Funding provided by fees charged to its customers; some

franchises have received a direct appropriation from

Congress for start-up costs

Designed to operate as self-supporting, businesslike units

Requires legislation

¢ Allows the purchasing agency to concentrate on its core
mission

¢ Often reduces the cost of the good/service for the
purchasing agency

¢ Generates revenue for the agency offering the service

¢ Purchasing agency risks purchasing a service that may
not be delivered as promised

¢ Relinquished support service capabilities may be
difficult to reestablish if necessary

Department of the Treasury

¢ Federal Quality Consulting Group

o Center for Applied Financial Management

Department of the Interior

¢ Denver Administrative Support Center

Department of Commerce

o Office of Computer Services

¢ Administrative Support Centers of the National
Oceanic and Atmospheric Administration

Department of Health and Human Services

¢ Federal Occupational Health Organization

Department of Agriculture

¢ The National Finance Center

Department of the Treasury

e Franchise Business Activity-West (formerly a
Cooperative Administrative Support Unit)

21
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CASE STUDY: NATIONAL FINANCE CENTER

Participants

Service provider: USDA National Finance Center
Service purchaser: Federal agencies and bureaus
Background

Among federal agencies, the USDA had been the forerunner in the
application of computer technology in managing administrative
functions. In 1973, USDA merged its centralized payroll and person-
nel system and its centralized voucher and invoice processing center
to form the National Finance Center (NFC). In the early 1980s, NFC
developed and operated efficient and cost-effective administrative,
financial, and management information systems making it a prime
candidate for cross-servicing (now referred to as franchising) other
federal departments and agencies. The Reagan administration
encouraged cross-servicing, and in 1983, NFC began franchising its
services to other federal departments and agencies (USDA National
Finance Center, undated).

Today, NFC provides administrative and financial systems, including
payroll, accounting, commercial vendor payments, travel, accounts
receivable, and property management, to more than 120 federal
agencies and bureaus. The smallest payroll/personnel customer has
only two accounts and the largest has over 160,000 accounts. NFC
also keeps records for the federal Thrift Savings Program that serves
the entire federal community. NFC receives no direct appropriations
from Congress, operating on a fee-for-service, entrepreneurial basis
with its customers.

Contract Provisions

NFC establishes fee-for-service contracts with its customers. These
contracts incorporate conversion and on-going operating costs.
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Results

NFC is one of the largest franchising providers of administrative and
financial services in the federal government. Through franchising
partnerships, NFC claims to have reduced unit costs while enhancing
systems and improving service quality and has saved the federal gov-
ernment millions of dollars. The Government Accounting Office has
recognized NFC as the most experienced and successful franchising
provider in the government (USDA National Finance Center, un-
dated).

CASE STUDY: FRANCHISE BUSINESS ACTIVITY-
WEST/COOPERATIVE ADMINISTRATIVE SUPPORT UNIT

Participants

Service provider: Franchise Business Activity-West

Service purchaser: Federal and municipal customers in Cali-
fornia, Arizona, and Nevada

Background

Franchise Business Activity-West was initiated as a CASU through a
pilot program in Los Angeles in 1989. The pilot’s objective was to
consolidate selected administrative support functions to reduce re-
dundancy and inherent operating costs under the premise that fed-
eral agencies, at the local level, performed redundant administrative
actions that could be consolidated. The program recovered all inter-
nal operating costs through a surcharge added to the products and
services developed and focused on customer service and competi-
tion with existing methods and organizations in service delivery. The
program was voluntary and developed according to local design and
initiative (U.S. Treasury Department, undated).

Analysis showed that for the Los Angeles program to achieve cost ef-
fectiveness and profitability, the scope of delivery required expan-
sion to geographical areas beyond the centralized federal complexes
in the metropolitan Los Angeles area. The program has geographi-
cally expanded over the years to include Central and Northern Cali-
fornia, San Diego, Nevada, Arizona, New Mexico, and Texas. The
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general growth of the program area is reflected in changes to the or-
ganizational designation from Los Angeles CASU in 1989 to the
Southern California CASU in 1993 to the Southwest Regional CASU
in 1994 (U.S. Treasury Department, undated).

In 1995, the Department of the Treasury invited Southwest Regional
CASU to participate in the Franchise Fund Pilot Program that was
formally approved by Congress in 1996 under the Government Man-
agement Reform Act (PL 103-356). In 1996, Southwest Regional
CASU began its transition into a franchise fund. It adopted a new
name, the Franchise Business Activity-West, changed its support
agency from the Internal Revenue Service to the Bureau of Public
Debt, and initiated a working capital fund account (U.S. Treasury
Department, undated).

Contract Provisions

Franchise Business Activity-West establishes fee-for-service con-
tracts with small, medium, and large federal and municipal agencies.

Results

Franchise Business Activity-West provides over 20 product/service
packages to more than 170 federal and municipal customers. Total
revenues in 1996 exceeded $9 million.




Chapter Four

COOPERATIVE PARTNERSHIP

Provider
Staffing

Customers
Source of funding

Implementation issues

Pros

Examples

Case studies

Several governments or government agencies

Primarily government but may include private staff, as

some one-stop shops include private entities as a partner

Private

Direct appropriation or outside grant

Requires a high level of support from all partnering agen-

cies

¢ Provides more seamless, convenient services to citizens
and businesses

¢ Can stop the provision of duplicate services

¢ One-Stop Capital Shops

» Customs and Immigration have divided the job of
primary inspections for travelers entering the United
States

¢ The Department of Commerce, the Small Business
Administration, and the Export-Import Bank jointly
staff an Export Assistance Center to provide one-stop
service to exporting businesses

¢ U.S. General Store, Atlanta, Georgia

Houston U.S. General Store for Small Business

CASE STUDY: U.S. GENERAL STORE, ATLANTA, GEORGIA

Participants

Federal, state, and local government agencies and a private, non-
profit organization (listed below).

Federal Executive Board (FEB), Federal Aviation Administration,
Federal Communications Commission, Federal Deposit Insurance
Corporation, Federal Trade Commission, Fish and Wildlife Services,
Food and Drug Administration, Forest Service, General Services

25
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Administration (GSA), Georgia Department of Labor, Georgia
Department of Transportation, Goodwill Industries, Internal
Revenue Service (IRS), Office of Personnel Management, National
Park Service, Small Business Administration (SBA), Social Security
Administration, U.S. Department of Commerce, U.S. Department of
Education, U.S. Department of Energy, U.S. Department of Health
and Human Services, U.S. Department of Housing and Urban
Development (HUD), U.S. Department of Labor/Job Corps, U.S.
Merit Systems Protection Board, U.S. Postal Service.

Description and Provisions of Agreement

The U.S. General Stores are formed through cooperative partner-
ships between federal, state, or local governments. The U.S. General
Store in Atlanta opened in June 1996 to provide citizens with gov-
ernment information pertaining to federal, state, county, city, and
local organizations within the community at a single location. The
Federal Executive Board sponsors the store, the General Services
Administration provides its manager, and the City of Atlanta donates
the office space. The store opened with a contribution of $1,000 from
each participating agency (Federal Benchmarking Consortium,
1997).

The store’s interior resembles a bank, with counters for general ser-
vices and desks for more specialized assistance. The store also con-
tains kiosks that provide electronic information and transaction ser-
vices and personal computers for Internet access. Twenty-four fed-
eral, state, and city agencies currently participate in the General
Store (Federal Benchmarking Consortium, 1997).

CASE STUDY: HOUSTON U.S. GENERAL STORE FOR SMALL
BUSINESS

Participants

Federal, state, and local government agencies and private sector
firms (listed below).

U.S. Small Business Administration, Houston Small Business Devel-
opment Corporation, Business Information Center, Internal Revenue
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Service, Environmental Protection Agency (EPA), General Services
Administration, SCORE-Retired Executives, City of Houston One
Stop Business Center, Texas Natural Resources Conservation Com-
mission, Department of Labor-Wage and Hour Division, Office of
Federal Contract Compliance Programs, NASA, Equal Employment
Opportunity Commission (EEOC), Occupational Safety and Health
Administration (OSHA), U.S. Department of Housing and Urban De-
velopment, Immigration and Naturalization Service, State of Texas
Comptrollers Office, U.S. Postal Service, U.S. Customs Service, Harris
County DBA, Veterans Administration Medical Center, Harris County
Housing and Community Development Agency, Harris County Ap-
praisal District, Eller Media, Shell Oil, METROBANK, Academy Sports
and Outdoors, Gannett Outdoor, Sykes Communications, Office of
Congressman Gene Green, Office of Congressman Ken Bentsen, Of-
fice of Congresswoman Sheila Jackson Lee.

Description and Agreement Provisions

The Houston U.S. General Store for Small Business is a one-stop
shop for small businesses. It provides a wide array of services such as
business start-up procedures; loan information and applications;
SBA loan guarantees; marketing and sales counseling; and
information regarding taxes, immigration rules and regulations, and
OSHA rules.

The General Store is housed in a shopping center owned by the City
of Houston and is managed by a management committee that was
appointed by the Houston FEB. The management committee is
composed of senior managers from EEOC, SBA, GSA, HUD, and EPA.
Originally, the SBA managed the store, but this proved too heavy a
burden for one agency. As a result, the FEB formed the management
committee. The store is staffed with two SBA employees, six Service
Corps of Retired Executives (SCORE) volunteers on a rotating basis,
two GSA employees, two IRS employees, a part-time City of Houston
Business Center representative, a county clerk representative two
afternoons per week, and an OSHA representative one-half day a
week.

The store itself operates without a budget. Public and private part-
ners have donated all services and equipment in the store including
furniture, computers, workstations, and fax machines. The Houston
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Small Business Development Corporation fixed the rent for the first
and second year of operations at one dollar. Future financing for the
store remains uncertain and is a concern.

The agencies did not execute memoranda of understanding, provid-
ing the large project flexibility in objectives, job descriptions, roles,
financial participation, staffing, and training. As a substitute for
memoranda of understanding, subcommittees were established to
implement the program with committed agency personnel who de-
velop strategic plans for both the short and long term (National Part-
nership for Reinventing Government, undated).

Facilitating Factors

The store received support from political officials. Congresswoman
Sheila Jackson Lee assisted the store by providing access to the Vice
President and the Mayor of the City of Houston. She also worked as
an ambassador for the store’s work, helping to attract customers and
partners (National Partnership for Reinventing Government, un-
dated).

The leadership and experience of the Houston Federal Executive
Board also assisted in the store’s success. The FEB has a history of
collaboration between federal agencies and partnerships with non-
governmental agencies that provided the experience needed to im-
plement a broad collaborative effort. The FEB also had an executive
director who provided strong leadership and developed an extensive
communication system by fax. The communication system instantly
notifies the partners and staff of important events enhancing com-
munication among all partners (National Partnership for Reinvent-
ing Government, undated).




Chapter Five

FEDERAL GOVERNMENT CORPORATION

Provider

Staffing
Customers
Source of funding

Distinctive features

Implementation issues
Pros

Cons

Examples

Case studies

Government, some private

Government or private, depending on charter

Private

Primarily sales; may also receive direct appropriations

(e.g., Amtrak)

e Operate as self-sustaining, commercial organizations
(goal)

« Provide goods and services of national importance that
are not provided adequately by the private sector

¢ Profit or nonprofit

Legislation required

« Efficiency of execution of policy mandates from corpo-
rate and commercial structure

» Insulation of programs from political forces

o Off the balance sheet financing of projects

o Lack of accountability to constituencies

o Potential conflicts with constitutional issues

e Amtrak

e FHA

e Eximbank

e RTC

e Smithsonian

e U.S. Institute for Peace

¢ National Park Foundation

¢ Tennessee Valley Authority

¢ U.S. Enrichment Corporation

e U.S. Postal Service
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CASE STUDY: U.S. ENRICHMENT CORPORATION
Background

With the last U.S. underground nuclear weapons test in September
1992, the demand for weapons grade enriched uranium decreased to
a bare minimum. The materials production complex developed by
the Department of Energy (DoE) was scaled for the fabrication of
many warheads per year. With the cessation of nuclear testing, the
advent of the START agreements, and the soon-to-be-signed but not
ratified Comprehensive Test Ban Treaty, the utility of the materials
production facilities for national security was limited. Although most
of these facilities were tailored to the unique demands of nuclear
weapon fabrication, the uranium enrichment plants in Portsmouth,
Ohio, and Paducah, Kentucky, were already providing enrichment
services to the commercial reactor industry worldwide.

These plants began providing low enriched uranium (LEU) for com-
mercial uses in 1969 (Private Ownership of Nuclear Materials Act of
1964). During the 1970s, these plants satisfied most of the LEU needs
of the Free World providing for substantial cost recovery to the U.S.
government. By the 1980s, the international market was fragmenting
with the emergence of several overseas competitors. When the in-
ternational prices for LEU dropped and the need for weapons grade
enrichment declined, the DoE was not able to recover costs as it had
before.

In 1992, Congress passed the Energy Policy Act, designed to restruc-
ture the uranium enrichment program at DoE. Under the terms of
this legislation, the United States Enrichment Corporation (USEC), a
wholly owned government corporation, was created as the first step
toward the eventual privatization of the entire DoE enrichment pro-
gram. This legislation leased the two existing gaseous diffusion en-
richment plants (Portsmouth and Paducah) to USEC, granted it the
exclusive commercial rights to the development of the new Atomic
Vapor Laser Isotope Separation (AVLIS) technology, and transferred
to USEC all intellectual and property rights in this connection. The
legislation also exempted USEC from many operating restrictions of
the earlier form of the program.

In 1994, after its first full year of operation, USEC reported $1.4
billion in gross revenues with a net income of about $377 million. As
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a federal government corporation, USEC had about 88 percent of the
domestic market for LEU and 40 percent of the overseas market,
making it the world’s largest uranium enrichment services supplier
(U.S. GAO, 1995).

In 1995, a full privatization plan was submitted to the president. Two
possible paths were considered: one in which USEC would be taken
over in a merger or acquisition arrangement and one in which shares
in USEC would be offered directly to the public in an IPO (Initial
Public Offering). In either case, most of the liabilities associated with
operations and the environmental issues arising from the capital
leases for facilities would be retained by the government. In addi-
tion, the government would help support the recent deals with the
Russian government over the transfer of many tons of high enriched
uranium (HEU) from the dismantling of nuclear warheads for subse-
quent introduction into the international market as LEU after repro-
cessing. In effect, USEC became the reprocessing and sales and
marketing contractor for the Russian enrichment organization,
TENEX (USEC Privatization Act of 1996).

In June 1998, the IPO path was approved and USEC stock went on
sale on the New York Stock Exchange (NYSE) in July of that year.
Also in July of that year, $1.9 billion was transferred to the U.S.
Treasury for the redemption of government ownership in USEC. The
final IPO agreement contained two provisions that allowed the
government and U.S. taxpayers to benefit from any windfalls in
profits from the new private corporation—a claw back provision
directly on profits and the issuing of warrants for USEC stock.

Major Facilitating Factors

Three major factors contributed to the success of this privatization.
First, the facilities were already involved in commercial work and had
established a market presence in an existing market. Second, the
government was willing to structure the deal in such a way that out-
side investors could see an opportunity for growth with limited liabil-
ity. In particular, the government assumed all liability for environ-
mental issues and was willing to transfer all intellectual property
rights for the AVLIS technology to USEC. Third, the senior leadership
in the government from the White House through the department
secretaries to the local managers was committed to commercializing
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the operation in the best possible way to extract maximal value for
the government and U.S. taxpayers.

Major Constraining Factors

The side deal the government had made with the Russian govern-
ment to purchase HEU from dismantled nuclear warheads and to
down mix it with natural uranium so that it qualified as LEU for
commercial reactor application enormously complicated the negoti-
ations (U.S. GAO, 1995). In addition, the inability of USEC to secure
favorable electrical power rates through the continuation of an exist-
ing agreement between the government and the electric power utili-
ties made the initial operating cost estimates difficult. Subsequent
arrangements before IPO resolved this difficulty.

Present Status

USEC is traded on the NYSE under the symbol USU. The largest
market for the enrichment services is in Asia where recent delays in
reactor refueling has caused a decline in quarterly earnings.

CASE STUDY: U.S. POSTAL SERVICE, AN INDEPENDENT
ESTABLISHMENT OF THE EXECUTIVE BRANCH OF THE
U.S. GOVERNMENT

Background

Even in the colonial days before the United States existed as a nation,
providing for the exchange of correspondence between citizens and
business concerns was considered important. Initially, Post Offices
and Post Roads were supported by the British government. One of
the first issues settled at the Continental Congress in 1775 was the
continuation of the delivery of the mail by the colonists alone. From
this early a date, the delivery of mail was considered an essential
service provided by the government to its citizens that served to bind
the nation together personally, politically, and economically. Al-
though initially an organization operated as an independent agency
with the Postmaster General appointed by the President, the Post
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Office became a cabinet level department in 1829 during the Jackson
administration.

As the country expanded during the 1800s and the early 1900s, the
Post Office Department experimented with every new method of
transport that became available using several new methods such as
airplanes and steam ships. In many ways, the Post Office stimulated
economic development as well as delivering the mail. During these
times, the costs for such delivery were largely assumed by the gov-
ernment. The revenue recovered from postal rates was smaller than
the costs of operations.

After WWII, the Post Office did not modernize as readily as it had
before. Fragmented control over business processes and the work-
force caused it to fall further behind private organizations conduct-
ing similar business. By the 1960s, the Post Office Department had
fallen far behind in terms of management and labor practices and in
terms of best industrial practice in the operations of a shipping ser-
vice. It was clearly time for a change, and in 1969 the new Postmas-
ter General in the first Nixon administration proposed to reorganize
the Post Office as a wholly owned government corporation (Postal
Reform Act of 1969). After lengthy hearings, Congress and the Presi-
dent reached a compromise, but the seven unions involved objected
to the compromise provision. The unions conducted a work stop-
page in March 1970 that involved most of the workforce. In re-
sponse, Congress and the President agreed to create the U.S. Postal
Service as a new entity, very similar to a government corporation,
called an Independent Establishment of the Executive Branch of the
U.S. Government (39 U.S.C. 201). The Postal Reorganization Act
provided for independent control over budgets, removal of the or-
ganization from politics, collective bargaining between postal man-
agement and employees, and rate setting by the Postal Service after
hearings before an impartial panel.

Major Facilitating Factors

In the 1960s, the country as a whole depended on the Post Office for
delivery of personal and business correspondence. The decline in
service in this decade and the evident inefficiencies prompted ac-
tion. Because many of the services being delivered were of a com-
mercial nature and because similar commercial organizations ex-
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isted, templates for the new organization were clear and identifiable.
A government corporation could be structured to be an instrument
of both economic service and policy implementation. Policy formu-
lation would always reside in the government itself.

Major Constraining Factors

Some of the services delivered by the Post Office are a matter of gov-
ernment policy and tradition and are delivered at a loss. A strictly
commercial venture would simply stop the service. The new organi-
zation had to span the gap between the inherently governmental
services and inherently commercial services. Many of the provisions
of the legislation make these roles clear.

Present Status

The U.S. Postal Service (USPS) has substantially improved services
since the 1960s with the introduction of many new technologies.
Currently new modes of communication such as email and new
alternative services such as United Parcel Service (UPS) or FedEx
have substantially eroded the USPS market share in some niche
markets. The USPS still delivers mail at a loss to some remote parts
of the United States.




Chapter Six

GOVERNMENT-OWNED CONTRACTOR-OPERATED

Provider

Staffing

Customers

Source of funding
Distinctive features

Implementation issues
Pros

Cons
Examples

Case studies

Private and government

Private

Government—typically a single agency

Government

e Special target area of great importance to the
government often involving hazardous materials or
processes

 Capital assets and essential government personnel can
be split without disruption

¢ Capital assets of unique importance to the government

¢ Sometimes GOCO combined with FFRDC

Standard contracting method

Commercial operation of facilities for which the govern-

ment is the sole customer

Micromanagement may lead to declines in efficiency, but

alack of contract oversight can result in poor outcomes

o AirForce Plant 42

Sandia National Laboratory

Holston Army Ammunition Plant

U.S. Navy Military Sealift Command

Los Alamos National Laboratory

CASE STUDY: HOLSTON ARMY AMMUNITION PLANT

Participants

Government: Army Industrial Operations Command

Private: Eastman Chemical Company, Holston Defense Cor-
poration subsidiary

35
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Background

During WWI, American soldiers arrived in Europe so poorly
equipped that much of the equipment needed was purchased from
the French and British. Manpower could be raised far more quickly
than the equipment could be manufactured. Army planners in the
1920s and 1930s committed to a plan in which the expert ability of
U.S. industry at mass production would be harnessed in newly built
government-owned factories that produced armaments (Kane,
1998). Because of security and safety reasons, it was felt that these
facilities should be located far from the coast and in relatively remote
areas. In response to the fall of Paris to Nazi troops in 1940, the first
wave of construction of 29 armament facilities, operated as GOCOs,
began. The Ordnance Department built the Holston Ordnance
Works to Eastman Chemical specifications for the production of
Composition B.

Since WWII, the Holston Works has provided munitions for the Ko-
rean Conflict, Vietnam, and Desert Storm. Now, under the Industrial
Operations Command, Holston is in the process of modernizing its
facilities for modern technology and new explosive formulations for
the 21st century.

Holston operates on 6,000 acres of land in rural Tennessee with 425
buildings and 130 storage magazines. It employs 20 government
workers, two military staff, and about 600 civilian corporate employ-
ees. The annual budget is about $60 million. In 1995, Holston was
certified ISO 9002 compliant. In 1996, Holston received the Army
Communities of Excellence Award.

Major Facilitating Factors

The mass production of chemical explosives was ideally suited to the
expertise of the Eastman Chemical Company. With the overall
GOCO contracting strategy already planned from the 1930s, the
WWII national emergency rapidly marshaled U.S. industrial capacity
for the war effort. The facilities for mass production of Royal Demo-
lition Explosives (RDX) are highly specialized and not generally
commercial. The processes used and the management needed are
industrial. The government building of the facilities and Eastman
Chemical management was an ideal match. Geographically, the
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availability of vast tracks of remote land in the United States made
the isolation of facilities such as this possible. Finally, a government
management team committed to high quality and customer service
has allowed this facility to continue its contribution to national se-
curity.

Major Constraining Factors

The government invested in the facilities because it knew it would be
a customer and possibly the only customer for the materials it
needed. With an existing GOCO, the central issues concern excess
capacity and the possible commercialization of facilities. For a new
GOCO, the issues concern whether or not the government can sim-
ply contract-out for the entire service or if retaining existing facilities
in this manner is a wise hedge against an uncertain future.

Present Status

Holston Army Ammunition Plant is the single active DoD producer of
conventional explosives. It is the sole source supplier of high explo-
sive powder used by DoE in the fabrication of explosive lenses used
in nuclear warheads.

CASE STUDY: U.S. NAVY MILITARY SEALIFT COMMAND'!
Participants:

Public: Department of Navy’s Military Sealift Command
(MSC)

Private: International Marine Carriers, Inc. (IMC)

Background

MSC is responsible for the ocean transportation of DoD supplies and
equipment during both peace and war. Nine Sealift class tankers,
Sealift Atlantic, Sealift Pacific, Sealift Arabian Sea, Sealift China Sea,

1This case draws heavily upon U.S. GAO (1994).
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Sealift Indian Ocean, Sealift Mediterranean, Sealift Caribbean, Sealift
Arctic, and Sealift Antarctic, were specifically built for, and chartered
to, MSC for 20 years, 1975-1995. At the end of the charter period,
MSC was obligated to return the ships to the owners in the same
condition as received, less “depreciation and normal wear and tear.”
Although chartered to MSC, they were contractor operated and
maintained. These ships provided point-to-point fuel deliveries to
U.S. defense bases around the world during peacetime and were
equipped to transfer fuel to other ships at sea.

The condition of the ships had begun to deteriorate under the fixed-
price contract previous to the IMC contract. Internal MSC reports
from November 1988 noted that under a fixed-price contract, it was
not in the contractor’s interest to perform up to MSC’s standards and
that it was difficult to make the contractor do so. Nevertheless, the
next contract awarded, the IMC contract, was also fixed-price.

Upon Congressional request, the GAO conducted an investigation
regarding IMC’s operation of the Sealift tankers from April 1990 to
May 1994.

Contract Provisions

In April 1990, MSC awarded a five-year fixed-price contract for about
$170 million to IMC. The contract allowed modifications that in-
creased MSC’s payments to IMC, as of April 1, 1994, to about $256
million. The contract stipulated that the contractor was responsible
for (1) providing MSC monthly reports of completed maintenance
actions and keeping on board a written record of tests, inspections,
and maintenance conducted; and (2) staffing a complete crew (at
least 25 persons) that was qualified, had appropriate security clear-
ances, and was of good character.

Results

A fixed-price contract needs vigilant oversight, as any funds not
spent for personnel salary or maintenance remain with the contrac-
tor. However, MSC failed to provide proper oversight. MSC did not
assign (1) a program manager to oversee the performance of the con-
tract, (2) areas of responsibility and lines of authority, in writing,
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among various directorates involved in overseeing the contract, (3} a
group with overall responsibility for the contract, and (4) initially, a
Contracting Officer’s Technical Representative for contract monitor-
ing (one eventually was assigned in 1993). The lack of MSC oversight
led to further deterioration of the seatankers’ structure, unsafe con-
ditions for crew, unqualified crew working the tanker, and additional
costs to MSC (U.S. GAO, 1994).

IMC did not conduct preventative maintenance activities and did not
submit monthly reports to MSC as required under the contract.
Further, discrepancies existed between reports submitted and on-
board maintenance records. Lack of maintenance resulted in lack of
readiness and unsafe operating conditions. GAO found that the re-
fueling-at-sea equipment on many tankers was frequently inopera-
ble. Components of the equipment were frozen in place either by
rust or corrosion or critical parts were missing. These deficiencies af-
fected the ships’ ability to meet their missions. During Operation
Desert Storm, two tankers could not refuel at sea. MSC records also
documented unsafe operating conditions on the nine tankers includ-
ing excessive oil leaks; leaking fuel line and fuel pumps; inoperable
lifesaving equipment including life boats; poorly maintained or in-
operable fire stations; deteriorated, damaged, or missing railings on
the ships’ weather decks; and improperly stored chemicals and lu-
brication oil. Crew members on one tanker complained that alack of
gloves, boots, and respirators created health hazards when they had
to clean the cargo tanks (U.S. GAO, 1994).

IMC did not meet its contractual obligation regarding crew require-
ments. GAO found that IMC allowed tankers to sail with a shortage
of crew and that unqualified and inexperienced crew members often
worked on the ships. Crew members reported high turnover because
of low wages—IMC offered 10 percent less than the market rate.
GAO found that over a two-year period on three ships, 658 individu-
als had been hired to fill the 75 crew positions—an average of over
eight individuals for every position. Also, contrary to the contract,
MSC did not always approve “key” crew members, including ship’s
master, or captain, and IMC did not forward resumes to MSC as stip-
ulated in the contract.

Crew members’ lack of qualifications and experience had serious
environmental consequences. For instance, on February 4, 1991,
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Sealift Caribbean spilled oil in a Houston, Texas, port. This was the
ship’s fourth reported spill in water since IMC’s operational takeover
in April 1990. It also had seven reported spills on deck during the
ten-month period. Crew shortages and poorly qualified seamen
were cited as the probable causes for the spills. Also, on March 1992,
Sealift Caribbean discharged over 47,000 gallons of gasoline into the
sea. Naval investigators cited the captain’s “extremely poor judge-
ment and complete ignorance of actions expected and required of
him” as the reason for the discharge (U.S. GAO, 1994).

IMC did not properly screen crew members and many did not have
the appropriate clearances. A GAO review of contract files showed
no record of background investigations or security clearances for key
crew members. MSC had not verified that the contractor had ob-
tained appropriate clearances, and many key crew members had se-
curity clearances pending. In addition, a GAO check for criminal
records of crew members who had been employed over a two-year
period on the three ships GAO visited revealed that about 178 of the
658 individuals employed had been previously convicted of felonies
including assault and rape; about one-third of the convictions in-
volved various drug violations. Two individuals were fugitives. Some
of the seamen had used false Social Security numbers and some were
not U.S. citizens (U.S. GAO, 1994).

The lack of MSC oversight also cost MSC additional money. As are-
sult of not enforcing the contract’s maintenance requirements, MSC
had to take two actions that cost MSC about $20 million. At MSC di-
rection, the contractor hired additional crew, “wipers,” to wipe up
excess oil in the engine rooms and other parts of the ships. Also, be-
ginning in August 1991, each ship underwent material upgrades
costing MSC about $18 million over the original $170 million 1990
contract cost. Even after the material condition upgrade, an inde-
pendent marine surveyor surveyed four tankers for the ships’ owners
and found serious maintenance problems. Also, MSC did not ade-
quately inventory the government-furnished equipment and sup-
plies left on the ships when they were turned over to IMC as the new
contractor in 1990. As aresult, MSC is vulnerable to IMC’s claims. As
of the 1994 GAO study, IMC had filed claims to recoup funds spent to
purchase needed items and repair certain equipment.




Government-Owned Contractor-Operated 41

To reiterate, fixed-price contracts require diligent oversight. Because
of the lack of MSC oversight, IMC failed to uphold key provisions in
the contract.

CASE STUDY: LOS ALAMOS NATIONAL LABORATORY
Participants

Government: Atomic Energy Commission
Energy Research and Development Agency
Department of Energy
Department of the Army
Department of Defense

Private: University of California
University of Chicago
Columbia University
Massachusetts Institute of Technology

Background

In a letter to President Roosevelt dated August 2nd, 1939, Albert Ein-
stein urged support of efforts to develop a new and potent source of
energy using the chain reaction generated by uranium. He pointed
out that extremely powerful bombs could be constructed using this
energy source (Groves, 1962). Although initially the possibility of
such a bomb was of less interest, there was tremendous interest in
the possibility of solving the long-standing problem of finding an
energy source that could sustain long-duration undersea submarine
missions without the need for vast quantities of oxygen (Gunn, 1939).

This appeal to Roosevelt, although very favorably received, fell into a
science policy vacuum. No policy or structural mechanisms existed
at the time that allowed the broader U.S. science community to ad-
vise the central government during times of national crisis. There
were, however, a number of isolated and highly specialized scientific
bureaus: the National Academy of Sciences, created during the Civil
War; the National Research Council, created during World War [; and
the Science Advisory Board of the National Academy of Sciences, cre-
ated in 1933, which did not last long (largely because of the general
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sense that science and technology were to blame for the economic
ills of the era).

Nevertheless, Roosevelt appointed his top physicist, Lyman Briggs,
then head of the National Bureau of Standards, to form a committee
of government experts on uranium technology. However, there were
no government experts; scientific expertise in this area resided in
U.S. and European universities. Meanwhile, there were further criti-
cal developments in our understanding of the chain reaction pro-
cess. By the fall of 1942, it was clear to Secretary Stimson that the
chain reaction would yield the release of unprecedented quantities of
energy, that two isotopes of different elements could achieve this en-
ergy release, that several techniques for uranium isotope separation
were possible, and that plutonium production in a reactor awaited
the construction of such a device. The basic research of the past
three years was about to turn into the industrial development of a
weapon of war.

In September 1942, Brigadier General Leslie Groves was appointed to
head what became known as the Manhattan Project. In the next year
the foundations were laid for the Oak Ridge National Laboratory, the
Argonne National Laboratory, and the Berkeley National Laboratory
(later known at the Lawrence-Berkeley National Laboratory), and the
Hanford Research Laboratory. Until 1942, very little effort had been
devoted to the actual design, fabrication, and testing of the new
weapon. It was generally agreed that a special laboratory was neces-
sary for an integrated and coordinated effort. By the end of Decem-
ber 1942, General Groves had acquired the rights to the Los Alamos
site in a remote part of New Mexico and construction of the new lab-
oratory buildings had begun.

The organizational structure of the laboratory had Robert Oppen-
heimer as its scientific director and General Groves as its military
commander. Initially, the plan was to have a fully military organiza-
tion—a structure deemed necessary by the laboratory’s military and
super-secret mission. All scientists were to be commissioned officers
and a cadre of civilian technical support staff was to supplement
their efforts. Almostimmediately, Oppenheimer ran into difficulty in
recruiting scientific staff under this military organizational structure.
Many felt that the differences in rank among scientists and the dis-
tance between military and civilian researchers would create friction
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and lower morale and that free exchange of ideas essential to the re-
search would be inhibited by the requirements of military protocol.
The military idea was a nonstarter. Oppenheimer then proposed to
Groves that for the initial research phase, the organization would be
civilian with a conversion to military when full-scale testing of the
prototype devices began (Conant and Groves, 1943). In this initial
phase, all procurement, personnel, and other operational issues
would be conducted by the University of California under contract
with the War Department. With Los Alamos as a civilian laboratory
operated by the University of California, scientists from around the
country flocked to the effort. Many accepted positions with the
proviso that they would resign when the lab became a military orga-
nization. With the enormous successes of the initial and prototype
testing phases, General Groves never followed up on his plan to mili-
tarize Los Alamos. To this day, Los Alamos is a civilian laboratory
operated under a contract between the University of California and
the Department of Energy. The government owns all the facilities
and the business operations are done by contract.

The Los Alamos operational context is a GOCO but not the typical
GOCO of that era. Since WWI, the Army had fostered the creation of
GOCOs specifically to provide, for example, ammunition and explo-
sives in case of war (Kane, 1998). All of the GOCOs of that era were
oriented toward heavy industry and were operated by the industrial
giants of the time. Even the other facilities created to support the Los
Alamos weapon design effort with a supply of fissile material were
heavy industry GOCOs operated by industry. Los Alamos was the
first research GOCO. In keeping with its semi-academic mission, it
was operated by a university. The staff that were recruited had the
opportunity to work on research problems of great national impor-
tance using the most advanced and unique equipment known. The
research GOCO has been the model for many other GOCOs operated
by what is now the Department of Energy. These laboratories have
been and continue to be at the forefront of basic and applied re-
search in a wide variety of areas.

Major Facilitating Factors

Historical: Because Europe was at war and the United States was
about to be dragged into the conflict, a sense of impending national
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emergency motivated academic and otherwise apolitical individuals
to seek ways to contribute to the defense of their country. Moreover,
there had been an enormous influx of European academics fleeing
the tyranny of the Nazis. These new U.S. citizens represented the
very best of European science and technology and were highly moti-
vated to achieve the defeat of Germany and her allies.

Technical: A new understanding of the structure of matter stimu-
lated scientists to consider the possibility of achieving a nuclear
chain reaction. The neutron had only just been discovered (1932)
and its existence implied a very new field of endeavor. In the mid-
1930s, a German team of scientists showed that neutrons could
stimulate the fissioning of uranium with the release of energy and
the release of one or two neutrons. The neutrons were like a catalyst
for this nuclear reaction and the extra neutrons released by the
fission process could be used to catalyze subsequent fissions. A very
large energy release could thus be obtained. The military appli-
cations of this possibility were evident to scientists on both sides of
the Atlantic. Despite this, data vital to the effort were still published
in the open literature.

Organizational: Individuals in leadership positions were willing to
take the chance that a group of academics could pull off the first “big
science” project in history without detailed military supervision.
This set a standard of achievement that enabled future generations
of leaders. Few scientists or engineers were willing to join the new
research organization if it were purely military. General Groves, real-
izing that personnel were his most valuable asset in this project, for-
mulated a civilian organizational structure under University of Cali-
fornia management with an advisory military component—like a
board of directors. University involvement was critical because it
would set the standards of scientific and technical achievement and
would structure the rewards and incentives accordingly. The mili-
tary presence was critical to maintaining a focus on mission re-
quirements. The overall structure was the first of its kind and set the
foundation for science policy implementation for the next 50 years.

Major Constraining Factors

Historical: Before the creation of the Los Alamos Laboratory, no na-
tional science policy existed to allow the technical abilities of the U.S.
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scientific community to be coordinated toward the achievement of
an important national goal. Although the creation of the National
Academy of Sciences after the Civil War and the creation of the Na-
tional Research Council after WWI allowed for some coordination,
there was no centralized funding for research in areas of vital need to
the nation. It has often been argued that a Department of Science
should be created at the cabinet level, but the scientific community
has always balked at the possibility of a lack of diversity in the fund-
ing. The issue is academic freedom—a central issue to academics
around the world. In the same way, during the formation of Los
Alamos the research community balked at the idea that the research
for the atomic bomb be done under a military organization instead
of an academic one. So, just as today in many areas of government
research, the central issues of that era were about personnel and not
about bricks and mortar.

Technical: U.S. physicists of that era were educated basically in
classical physics—Newton’s laws, thermodynamics, and some
atomic physics and optics. Such education was designed to facilitate
their employment as physics teachers or by industry. Because there
was no nationally organized source of funding for research, much of
the research that was funded was directed at interesting but narrow
areas of concern to U.S. industry. As a result, the United States had a
cadre of physicists who knew how to do experiments in general, but
whose training in nuclear physics was slim to zero. There were no
experts in this new field, despite assurances to the contrary by those
in industry eager to tap into the supply of defense dollars. An atmo-
sphere of suspicion and contempt for technical opinion developed,
which was conquered only by the leadership of that era.

Organizational: The military mindset of the era was to control not
only the process but all the pieces and contributors to the process.
In the parlance of today, it was micromanagement. Even in that era,
researchers knew that there was a time to control all the details of a
process and a time to let the process develop on its own. The demar-
cation was well known to industrial giants such as DuPont and Gen-
eral Electric—research finds its own way and manufacturing is tightly
controlled. Because research on this scale had never before been
attempted and because the research was so closely coupled to efforts
in the manufacturing of the feed stock for the new weapon, it was
difficult to see the important distinctions between the two arenas of
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effort. It took the inspired leadership of that time to make this dis-
tinction.

Present Status

The Los Alamos National Laboratory remains as one of the premier
research facilities of the era. Since the operational adoption of the
Comprehensive Test Ban Treaty in the first term of the current ad-
ministration, the laboratory has changed enormously in its focus.
Now, the focus is “stockpile stewardship” and not the development
and testing of new weapons. With the loss of its former central mis-
sion, Los Alamos has struggled against misunderstanding and exces-
sive interference on the part of Department of Energy (DoE) as it has
sought to redefine its mission and importance in the national and
international arenas. Indeed, recent reports have criticized DoE for
its excessive government oversight and micromanagement (Task
Force on Alternative Futures for the Department of Energy National
Laboratories, 1995). Recent changes in leadership at the laboratory
and at DoE may help in this respect.




Chapter Seven

PRIVATE MANAGEMENT
Provider Private and government
Staffing Private
Customers Private
Source of funding Sales or direct appropriations depending upon agreement;
industry may also provide an investment
Distinctive features Commercial operation of government-owned capital as-

Implementation issues

Pros

Cons
Examples

Case studies

sets to provide a service to the public

Standard contracting method

Legislation may be required

Provides commercial operation of public facility
Alternative to public financing of facility in case of
sales-based financing

Services may not be delivered as promised
Indianapolis Airport

Atlantic City Airport

Albany Airport

Private management of airports

CASE STUDY: PRIVATE MANAGEMENT OF AIRPORTS

Participants

Government:

Private:

Municipal and county governments
Federal Aviation Agency (FAA)

British Airport Authorities, Inc.
Domestic and International Airlines
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Background

In 1978, the government deregulated airline ticket prices but re-
tained ownership of the air traffic control system and control over
the airports through the provisions of the government grants that
had been used in their construction (Airline Deregulation Act of
1978). Under deregulation and generally positive economic factors,
the use of U.S. airlines and airports enormously expanded. Now, 20
years later, the remaining government-owned assets in the air trans-
port industry are under pressure to modernize and accommodate a
still rapidly expanding industry. The government ownership and
management of airports and the air traffic control system are these
remaining assets. Whereas market forces have driven the expansion
of the airline industry after deregulation, government ownership and
management have inhibited a similarly market-driven expansion of
airport services and the air traffic control system.

The privatization of airports was internationally led by Margaret
Thatcher when she privatized the British Airport Authority (BAA) in
1987. It had become clear in Britain that the British airport system
was very inefficient and very expensive to operate. It also was found
that this system had great potential for revenue growth and efficiency
gains if the old business model of operating as a traditional public
utility was forsaken in favor of a new commercial model for airport
management. In the British model, both the ownership and
management of the airports were turned over to BAA Inc., a publicly
traded corporation.

With the success in Britain of the BAA, federal, state, and local opera-
tors of airports in the United States studied the possibility of a similar
approach here. All public airports in the United States were devel-
oped using grant funds from the FAA as well as funds from local
community bond issues and direct investment by the airline com-
panies. The FAA grant funds contain significant restrictions on the
use of any revenues from airport operations that inhibit the com-
mercialization of many airport areas. In particular, any net revenues
must be used to better the airport facility (U.S. GAO, 1996).

Because the direct sale of airport assets as well as any form of a lease
arrangement was very problematic, many communities sought a pri-
vate management arrangement for the government-owned airport
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facility (U.S. GAO, 1996). In many ways, U.S. airports are already
staffed by subcontractors. According to a GAO survey, only 10 per-
cent of people working at 69 of the largest airports are public em-
ployees (U.S. GAO, 1996). Under the private management arrange-
ment, the general contractor would be private as well.

The first airport in the United States to be operated under private
management was the Indianapolis Airport in 1995. The management
contract was won by British Airport Authority, US, Inc.

Major Facilitating Factors

The dramatic increase in air traffic and the increasingly important
role an airport plays in a local economy emphasized to local com-
munities the importance of efficient and well-run airports. More-
over, the need for significant expansion of many airport facilities re-
quired a financial alternative to the conventional issue of a bond in
many localities. These economic reasons are the main drivers for
commercialization of U.S. airports.

Major Constraining Factors

The initial financing for all airports in the United States came from
the government through an FAA grant. These facilities are limited in
what can be done with excess revenues, thus inhibiting any incen-
tives for commercialization.

Current Status

Currently, airports overseas are rapidly privatizing, whereas in the
United States privatization has been more cautiously approached.




Chapter Eight

PUBLIC/PRIVATE PARTNERSHIP OR JOINT

VENTURE

Provider

Staffing

Customers

Source of funding
Distinctive features

Implementation issues

Pros

Cons

Examples

Case studies -

Private and government

Private and government

Private and government

Sales

Often involves the renovation, construction, operation,

maintenance, or management of a facility or system

May require legislation

Contract

Business plan

Stakeholder support

Creates effective management of properties

May prove lucrative to public and private entities

Accesses private funds and expertise not available in

an agency

o Takes less time than disposing property under GSA
regulations

» Members of agency may resist change

New organizational structures within an agency may

be needed

Norfolk Port Facilities

Soldier Housing at Fort Drum

Thayer Hotel, West Point

Fort Mason Project

Rincon Center

Houston Regional Office Center Project

Cold Spring Medical Facility
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CASE STUDY: THE FORT MASON PROJECT!
Participants

Public: The Golden Gate National Recreation Area (GGNRA)
in California, managed by the Department of Inte-
rior’s National Park Service

Private: The Fort Mason Foundation, a private, nonprofit or-
ganization

Background

The lower Fort Mason area, located in San Francisco, is a historically
significant site, as it was a major point of embarkation for American
troops bound for the Pacific Theater during WWIIL. In 1973, the U.S.
Army transferred responsibility for its maintenance, restoration, and
use to GGNRA. In 1975, a Park Service study determined that the un-
occupied structures of the lower Fort Mason area were subject to
vandalism and deterioration. The GGNRA lacked the funds and ex-
pertise to restore and develop the lower Fort Mason facilities to the
standard required by the Historic Preservation Act of 1966.

Also during this period, nonprofit groups expressed an interest in
moving to the area, which is near the heart of central San Francisco.
The Park Service held a series of meetings with those groups. In
1976, business and civic leaders created the Fort Mason Foundation
to negotiate with the Park Service on behalf of the nonprofit
community. In 1977, the foundation provided a plan to administer
the warehouses and piers as a low-cost public use space and to assist
nonprofit organizations in their efforts to provide cultural,
educational, and recreational activities to the public.

Public/Private Cooperation Provisions

Under the cooperative agreement, the Park Service provides the
buildings rent free. In return, the foundation is required to (1) reno-
vate, maintain, and operate the lower Fort Mason area and (2) de-

LThis case draws heavily upon U.S. GAO (1999b).
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velop and administer the Fort Mason Center to provide cultural,
recreational, and educational programs to the public at minimum or
no cost. The center provides low-cost leases at rates approved by the
Park Service to nonprofit groups and other outside parties. The
original 1976 agreement expired in 1984 and was replaced by another
agreement that expires in 2004.

Major Facilitating Factors

Three primary factors facilitated the partnership between GGNRA
and the foundation. First, GGNRA was financially unable to main-
tain the Fort Mason buildings. The partnership provided a way for
the Park Service to address the problems without increasing funding
or staffing at GGNRA. Second, local residents supported the creation
of a nonprofit center to avoid overcommercialization of the site and
created the foundation. Park officials noted that negotiating with a
strong, unified organization was key to implementing the partner-
ship. Third, the general superintendent of GGNRA provided dy-
namic leadership and was willing to innovate and take risks (U.S.
GAO, 1999b).

Major Constraining Factors

The newly formed Fort Mason Foundation had no track record in
this business. However, this constraint was somewhat mitigated by
the experience and expertise of those chosen to serve on the founda-
tion’s board of directors (U.S. GAO, 1999b).

Reported Results

The historic character of the lower Fort Mason area is preserved. The
nine buildings and two piers constituting the complex have been
fully renovated and maintained over the past 22 years at minimal
cost to the Park Service. Further, the partnership meets one of the
Park Service’s and foundation’s objectives—to assist nonprofit or-
ganizations in their efforts to provide activities at little to no charge
to the public. The foundation leases space at low cost, about $8 per
square foot, which is about 60-70 percent less than current rental
market prices, to 50 residential nonprofit organizations.
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CASE STUDY: THE RINCON CENTER PROJECT?
Participants
Public: The U.S. Postal Service

Private: Rincon Center Associates (RCA)

Background

In 1979, the Postal Service announced its intention to vacate and sell
the Rincon Annex 3.5 acre postal facility, located in the “South of
Market” area of San Francisco, as the operation of the facility had
become inefficient. After the announcement, the Postal Service
decided to consider developing the site instead. In 1985, the Postal
Service issued a request for proposal (RFP) for the renovation of the
existing buildings plus construction of new space. The RFP required
that all competitors submit bids that included plans for (1) a central
atrium or shopping core, (2) the division of the new construction into
two buildings or towers, (3) compliance with historic preservation
requirements, and (4) provisions for affordable housing. The Postal
Service selected RCA from the seven submitted proposals.

Public/Private Cooperation Provisions

The partnership between the Postal Service and RCA was a
lease/develop/operate arrangement. The property was developed by
RCA subject to a 65-year ground lease of the air rights from the Postal
Service. Under the lease, RCA agreed to (1) build structures above
and around the original Rincon Annex building including 240,000
square feet of commercial space and two towers containing 260,000
square feet of residential space constructed over the commercial
base, (2) renovate the existing Rincon Annex building into office and
retail space, (3) build a 72,000-square-foot rooftop addition to the
annex, (4) preserve the exterior of the original Rincon Annex and the
historic murals within, (5) operate and maintain all the properties on
the site, and (6) set aside a portion of the housing units for use by

2This case draws heavily upon U.S. GAO (1999b).
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low- to moderate-income families. At the end of the 65-year lease,
the building reverts to Postal Service ownership.

Major Facilitating Factor

The Postal Reorganization Act of 1970 directed the Postal Service to
operate in a businesslike manner and authorizes the Postal Service to
manage its properties using businesslike arrangements.

Major Constraining Factor

RCA and the Postal Service faced constraints in their construction
options and their agreement process because of local requirements
for low- and moderate-income housing and the need to fulfill the
city’s architectural requirements while preserving its historic charac-
ter (U.S. GAO, 1999b).

Reported Results

The historical characteristics of both the original Rincon Annex post
office and the murals have been preserved and currently the Postal
Service receives about $4.5 million per year in ground rent. This
amount has increased about 60 percent from the start of the lease.
The property is leased at 100 percent, but because of cost overruns
during construction and a soft real estate leasing market during Rin-
con Center’s first several years of operations, RCA reports that the
property has been only moderately successful.

In December 1998, Postal Service officials reported that they are in
the process of selling the bulk of the Rincon Project to the private de-
veloper.
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CASE STUDY: THE HOUSTON REGIONAL OFFICE CENTER
PROJECT3

Participants
Public: Department of Veterans Affairs (VA)

Private: Amelang Partners, Inc. (API), a private sector real
estate developer

Background

In 1992, VA’s 20-year lease with the General Services Administration
for the VA Houston Regional Office was about to expire. VA believed
that the building was in serious disrepair and chose to relocate the
regional office to the grounds of the VA Medical Center (VAMC)
campus that had approximately 20 acres of available land. By mov-
ing, VA could reduce costs and enhance service to veterans by plac-
ing the office near other campus services.

In 1992, Congress provided VA with $17 million to build the new
Houston Regional Office on the VAMC campus. VA officials chose to
use an enhanced-use lease (EUL) agreement instead of designing
and building the facility in house. Under an EUL, VA can lease VA-
controlled property to the private sector or private entities for long-
term use for non-VA uses in exchange for receiving fair considera-
tion, monetary or in-kind, that enhances VA’s mission or programs.
VA sponsored a national competition to develop the site for a re-
gional office building and some VA-approved commercial develop-
ments. Eight developers submitted proposals to develop the site. In
January 1993, VA selected API to develop the property.

Enhanced-Use Lease Provisions

Under the 35-year EUL, API agreed to design, build, and maintain the
Houston VA Regional Office building, add 500 parking spaces, and
develop and maintain the remainder of the 20-acre site with com-
mercial buildings. API owns and operates 29,000 square feet of

SThis case draws heavily upon U.S. GAO (1999b).
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commercial property and provides VA with a percentage of the rents.
VA and the City of Houston first approve all private development
proposed for the site. API assumed all financial obligations and risks
associated with private development. In return for providing APl
with commercial development rights, VA obtained long-term opera-
tion and maintenance services at reduced costs.

The EUL also contained an agreement that VA would lease-purchase
the regional office building within a one-year period after its con-
struction. At the end of the 35-year lease, VA will own the commer-
cial properties API developed and now leases.

Major Facilitating Factors

The primary facilitating factor for the project was the 1991 legislation
authorizing EULSs, as it enabled VA to keep lease payments from EUL
projects and use them to fund appropriate VA activities. Also, the
EUL program eliminated or streamlined many processes required in
government acquisitions. For example, VA did not have to adhere to
federal contracting procedures (U.S. GAO, 1999b).

Reported Results

After 11 months of construction, in March 1995, the building and
parking facility were completed. As of September 1998, all commer-
cial development was completed and all businesses were open. APl
currently pays VA about $75,000 annually from revenues of the
commercial development. This amount is in addition to the one-
time $75,000 rental payment made by the developer at the execution
of the lease.

VA reports that the EUL reduced the time needed to structure and
execute the development and resulted in significant cost savings over
VA'’s design and development of the property by itself. In May 1995,
this project earned a Hammer Award from Vice President Gore’s Na-
tional Performance Review (U.S. GAO, 1999b).
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CASE STUDY: THE COLD SPRING MEDICAL FACILITY
PROJECT*

Participants
Public: Department of Veterans Affairs

Private: State of Indiana

Background

In 1932, the federal government built the Cold Spring VA Medical
Center on 30 acres in Indianapolis, Indiana. In 1950, VA opened a
new hospital facility approximately 1.5 miles from Cold Spring and
converted the Cold Spring facility into a veterans’ psychiatric facility.
In 1995, VA decided to close Cold Spring because of the declining
number of patients using the facilities and a trend from inpatient to
outpatient care. Under traditional federal property management
and disposal procedures, VA faced either maintaining the Cold
Spring facility or undertaking a disposal process through the General
Services Administration that could take three to four years to com-
plete. Instead, under EUL authority, VA entered negotiations with
Indiana in January 1996. In September 1996, VA signed an EUL with
Indiana leasing 22.29 acres of the 30-acre Cold Spring facility.

Enhanced-Use Lease Provisions

VA signed an EUL with Indiana. Under an EUL, VA can lease VA-
controlled property to the private sector or private entities for long-
term use for non-VA uses in exchange for receiving fair considera-
tion, monetary or in-kind, that enhances VA’s mission or programs.
In this case, the EUL established a 35-year lease of the Cold Spring
Medical Facility to the state in return for a one-time direct payment
of $200,000 to VA and a payment of $9.8 million that was placed in a
VA EUL trust. Under the trust agreement, VA is to use these funds to
provide benefits for veterans residing in Indiana. However, the Sec-
retary of Veterans Affairs may designate the Provision of Veterans’
benefits without regard to residency.

4This case draws heavily upon U.S. GAO (1999b).
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Major Facilitating Factors

The 1991 legislation authorizing EULs facilitated this agreement, as it
enabled VA to keep lease payments from EUL projects and use them
to fund appropriate VA activities. Also contributing to the venture’s
success was the fact that Indiana needed an updated mental hospital
but did not have the money to refurbish their old hospital or build a
new one (U.S. GAO, 1999b).

Major Constraining Factors

The venture was constrained by a few factors. First, VA regional and
headquarters officials were initially concerned because the partner-
ship differs from the traditional way the federal government man-
ages and disposes of excess property. Second, VA met opposition
from the Cold Spring medical personnel who did not want to move
out of the Cold Spring facility. Third, VA officials reported concerns
regarding the timetable for Congressional review set by EUL legisla-
tion. Under EUL legislation, final action cannot be taken on a pro-
posed partnership for a period of 60 days during which Congress
must be in session to allow Congress sufficient time to review and
comment on the proposal. VA staff reported that the EUL private
sector partners sometimes grow impatient with this requirement, as
it slows down the approval process up to several months, depending
on the Congressional calendar (U.S. GAO, 1999b).

Reported Results

Indiana provided VA with both monetary and in-kind considerations
with an estimated total of $15.64 million. In addition, VA expects to
realize annual savings of $5 million by avoiding recurring mainte-
nance and operating costs, and Indiana saved between $10 and $15
million in significant renovation or construction of a new facility.

The project received a Hammer Award from the Vice President’s Na-
tional Performance Review.
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GOVERNMENT-SPONSORED ENTERPRISE

Provider

Staffing

Customers

Source of funding
Distinctive features

Implementation issues
Pros

Cons

Examples

Case studies

Private

Private

Private

Sales

o Implicit guarantees of performance by the government
provide favorable loan conditions for the GSE

Some GSEs exempted from state and local taxes

No immunity privileges from tort claims

Not subject to governmental due process restrictions
Not subject to Securities and Exchange Commission
(SEC) regulations

Legislation required

Stimulate economic growth for specific economic groups
through credit availability in the private sector

Due to federal sponsorship, GSEs pose potential risks and
costs to taxpayers, as the government is potentially liable
for a GSE’s obligations

e Farm Credit System

» Federal Home Loan Bank System

o Farmer Mae

o Freddie Mac

Fannie Mae

CASE STUDY: FANNIE MAE

Background

Congress created the Federal National Mortgage Association (Fannie
Mae) in 1938 to stimulate economic growth in the housing industry
by making home loans available to low- and middle-income citizens.
Originally chartered as a government corporation wholly owned and
controlled by the Federal Housing Authority, Fannie Mae was fully
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privatized in 1968 with stock trading on the NYSE. Currently, Fannie
Mae is the third largest corporation in the United States in terms of
assets and operates under a Congressional charter. Five members of
its board of directors are appointed by the President. Fannie Mae
does not make loans directly to consumers. It operates in the sec-
ondary loan market by buying loans already set up by private banks.
Because of its Congressional charter, it focuses on buying loans of
low- and middle-income individuals. By creating a secondary mar-
ket for loans to these individuals, Fannie Mae encourages private
banks to execute such loans and thus fulfills its charter.

Fannie Mae benefits from the perception by the market of the im-
plicit support of the government in the event of default on its debt
obligations. Because of this, Fannie Mae can borrow money at lower
rates than comparable private organizations. The savings in rates are
passed on in part to the original home buyers as well as to the owners
of Fannie Mae stock.

Major Facilitating Factors

At the end of the Great Depression, the housing market and the
banking institutions were still lagging in recovery. The Roosevelt
administration incentivized economic growth in these markets by
creating a secondary market for low-income home loans by charter-
ing Fannie Mae. Because of the longevity of loans (10~30 years), the
administration wanted to set up an organization that would not only
be efficient in providing the economic stimulus but also be insulated
from the vagaries of changes in political landscape. Fannie Mae
leverages the perceived support of the government to obtain low
rates on its debt obligations, and it passes these savings on to the
home borrowers and to its stockholders.

Present Status

Fannie Mae is the third largest publicly traded corporation in the
United States and still fulfills its charter to supply home loans to low-
and middle-income families.
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FEDERALLY FUNDED RESEARCH AND DEVELOPMENT

CENTER

Provider Private

Staffing Private

Customers Government

Source of funding Direct appropriations

Distinctive features For research and development only

Implementation issues  Legislation

Pros .
L]
*®

Cons .
L ]
[ ]
Examples .
L ]
[ ]
*
Case studies .
L]
L]

Objective research and analysis

Insulation from political pressures

Flexibility in staffing and acquisition

Establishes long-term relationships between the
FFRDC and the sponsor allowing the FFRDC to conduct
long-term research

Loss of mission focus

Requires extended Congressional support
Competition with private industry

Arroyo Center

Project Air Force

Center for Naval Analyses

IDA

National Defense Research Institute

Aerospace

Jet Propulsion Laboratory

CASE STUDY: NATIONAL DEFENSE RESEARCH INSTITUTE

Participants
Public: DoD, Office of the Secretary of Defense (OSD)
Private: RAND
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Background

The National Defense Research Institute (NDRI) is an FFRDC within
RAND that provides studies and analyses to policymakers in the
Office of the Secretary of Defense, the Joint Staff, the Unified
Commands, the defense agencies, and other sponsors. NDRI brings
together science, analytical rigor, and an understanding of world and
national security affairs to the study and choice of policy.

NDRI operates through three centers whose research corresponds
closely with the responsibilities of three of the undersecretaries in
the Office of the Secretary of Defense—Policy, Acquisition and Tech-
nology, and Personnel and Readiness—who are the principal spon-
sors of NDRI research. NDRI's centers support sponsors in a number
of ways—framing new policies; defining and suggesting how to im-
plement current policies; and studying complex problems where
multidisciplinary capability, objectivity, independence, and an ex-
plicit national-interest charter are essential. At the same time, spon-
sors turn to NDRI to provide analytic and technical support informed
by the results of its long-term research.

Major Facilitating Factors
The availability of highly skilled and knowledgeable analysts at
RAND was the major facilitating factor in establishing this FFRDC.

Major Constraining Factors

The budgets for FFRDCs are capped in the enabling appropriation
and authorization legislation each year.

Present Status

NDRI continues to contribute to the policy analysis requirements of
OSD.
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CASE STUDY: AEROSPACE
Participants
Public: DoD, Department of the Air Force

Private: Aerospace Corporation, El Segundo, California

Background

The launch of Sputnik in October 1957 refocused the attention of the
United States on technological leadership and in particular on tech-
nological hegemony in space. After many booster failures, the
United States put a small satellite into orbit in 1958. In that same
year, legislation created the National Aeronautics and Space Admin-
istration (NASA) as a civilian organization and specifically parti-
tioned all space activities related to national security as separate and
distinct under the supervision and control of DoD (Public Law 85-
568). The importance of space as a location for national security as-
sets was of high priority at DoD. The need for outstanding world
class research as well as world class mastery of launch operations
was apparent from the frequent launch and mission failures of that
era. These needs and the record of success at the other FFRDCs
prompted the Secretary of the Air Force to create the Aerospace Cor-
poration as the home for the new FFRDC.

Aerospace is responsible for all aspects of space system architecture
as well as launch system readiness for all national security space-
related activities. Their primary customers are the Space and Missile
Systems Center (SMC) of the Air Force Materiel Command and the
National Reconnaissance Office (NRO). Aerospace also supports the
space activities of other government agencies and international
organizations when it is in the national interest.

The primary mission of Aerospace is to ensure the mission success of
national security space programs. Thus, Aerospace is involved in ev-
ery phase of space systems development from concept and design
through deployment and operations. The FFRDC structure offers the
technical expertise and organizational continuity to manage space
systems that typically have lifetimes of a decade or more.
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Major Facilitating Factors

With the partitioning of civilian space and military space provided
for by the National Aeronautics and Space Act, DoD needed to create
a counterpart to NASA to focus on the national security aspects of
space systems and launch vehicles.

Major Constraining Factors

Staffing was the biggest limitation in the early days of the space pro-
gram. The scramble in the late 1950s and early 1960s to get the
United States into space in response to the Sputnik launch created a
huge demand for technical specialists in a wide variety of areas. With
NASA, Aerospace, and a large number of commercial contractors ac-
tively recruiting technical specialists, the supply of skilled workers
was exhausted. For a time, the educational system in the United
States was not turning out enough technically oriented students at all
grade levels to fulfill the expected demand.

Present Status

Aerospace Corporation currently employs 3,000 staff members. In
the past decade of operation, Aerospace-supported satellite systems
have had only one failure out of 85 successes.

CASE STUDY: JET PROPULSION LABORATORY

Participants

Public: National Aeronautics and Space Administration

Private: California Institute of Technology, Pasadena, Cali-
fornia

Background

The Jet Propulsion Laboratory (JPL) grew out of the staff and facilities
of the Guggenheim Aeronautical Laboratory at the California Insti-
tute of Technology. In the early 1930s, this laboratory was involved
in the development of liquid and solid rockets. The initial govern-
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ment funding came from the Army Air Corps to develop Jet Assisted
Take Off Rockets. During WWII, these rockets were commercially
produced to JPL specifications. With the advent of V1 and V2 rockets
by the Germans, JPL became active in the development of a U.S. ver-
sion of such a device. JPL pioneered telecommunication by means of
devices launched by a rocket and the ground control facilities needed
to support launch activities. By the time of Sputnik in October 1957,
many of the ingredients for a U.S. response were already available at
JPL. Explorer I was launched in January 1958. With the creation of
NASA in that same year, JPL was transferred from the Army to NASA.

By the 1960s, JPL became involved in the remote exploration of the
solar system using robotic probes and less involved in the develop-
ment of rockets or jet propulsion. The Ranger and Surveyor probes
of the Moon supported the Apollo program with advanced informa-
tion about lunar surface features and landing sites. Every satellite
launched for the exploration of the solar system was designed and
operated by JPL.

Major Facilitating Factors

The existence of a university laboratory conducting research in ex-
actly the area that was needed by the Army Air Corps before WWII
was a fortuitous circumstance. For NASA, the existence of a labora-
tory involved in the technologies and equipment needed to respond
to Sputnik was also fortuitous.

Major Constraining Factors

The advent of the Space Shuttle Program in the early 1970s and NASA
reliance on the shuttle as the sole satellite launch vehicle for the
1970s and beyond reduced the number of launch vehicles available
for satellite deployment. By the time the commercial market for
communications satellites had matured, the United States had very
limited capability in this area. For all JPL missions, the shuttle had
been mandated. This reduced the opportunities for alternative
launch systems.
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Present Status

Today, JPL serves as the principal NASA center for solar system ex-
ploration.
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COMPETITIVE SOURCING
Provider Private
Staffing Private
Customers Government
Source of funding Direct appropriation
Distinctive features OMB Circular A-76 requirements drive the process for

many types of competitive sourcing; depots are specifi-
cally excluded from A-76 requirements
Implementation issues e Standard contracting methods; sometimes requires A-
76 study
e Legislation required for certain services
Pros ¢ Allows agency or organization to concentrate on core
competencies
¢ Contracting-out may provide a lower-cost, higher-
quality product than in-house provision
e Ifan organization truly thinks about the desired prod-
uct/service, contracting-out may provide the
government greater control over the service/product
Cons « Without proper contract oversight, fraud, waste, and
abuse can occur
Initial savings estimates can be overstated
Employee and union resistance
Services may not be delivered as promised
Relinquished capabilities may be difficult to reestab-
lish, if desired
A-76 competition, Altus Air Force Base, Oklahoma
A-76 competition, Parris Istand, South Carolina
Aircraft and Missile Guidance System Depot Repair
Single Contracts for Multiple Support Services
Navy Aviation Maintenance Contract, TA-4] Skyhawks
The U.K. Inland Revenue Service
The British Army Logistics Information Systems Agency

Case studies
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CASE STUDY: A-76 COMPETITION, ALTUS AIR FORCE
BASE, OKLAHOMA

Participants
Public: Air Force

Private: Most Efficient Organization (MEO) (in-house)

Background

In October 1994, the Air Force initiated a large A-76 competition for
all aircraft maintenance at Altus Air Force Base (AFB), Oklahoma.
Altus AFB is the U.S. Air Force’s only Strategic Airlift and Air Refuel-
ing Training Center. Its primary mission is to provide quality train-
ing to produce combat-ready aircrew members for the Air Force.
Aircraft maintenance at Altus currently includes full maintenance
and support of all C-5, KC-135, C-141 transient aircraft, engine, and
associated ground equipment, and C-17 backshop support.

The competition included 1,401 military positions and 43 civilian
positions. Five contractors submitted proposals to compete against
the MEO. After a six-month period of study of the submitted pro-
posals, it was announced that the MEO won the competition. The
in-house win required that the Air Force convert a workforce of 1,444
military personnel and 43 civilian personnel to a workforce of 742
civilians. The MEO was awarded a $165.5 million multiyear award
that is expected to save $99.6 million over the life of the contract.
The Altus contract is the largest contract to oversee all aircraft main-
tenance that the Air Education and Training Command has ever
awarded to an in-house organization (U.S. GAO, 1999a).

The entire effort took 23 months, 17 of which involved some con-
tracting actions. The A-76 study took place concurrently with
roughly one-half of the entire procurement process (U.S. GAO,
1997b).

Results

According to Air Force officials, problems have been associated with
the transition of the workload at Altus. Specifically, full implementa-
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tion of the MEO had to be extended 17 months—from December
1996 to April 1998—because of hiring problems. The winning com-
petition required transitioning from a mostly military operation to
one operated by government civilians. As a result, heavy civilian re-
cruiting was necessary to get the MEO running. Altus found that it
needed time to recruit enough personnel for the work. During the
transition, the Air Force arranged for some of the maintenance work
to be completed by other organizations. During the transition, the
Air Force consolidated its personnel function into one location,
causing further delays in hiring (U.S. GAO, 1999a).

No cost comparison data are available yet.

CASE STUDY: A-76 COMPETITION: BASE OPERATING
SUPPORT AT PARRIS ISLAND, SOUTH CAROLINA!

Participants
Public: Marine Corps

Private: Contractor

Background

Parris Island, a Marine Corps Training Depot (MCTD), is one of the
two Marine Corps boot camps. All male recruits from east of the
Mississippi and all female recruits attend boot camp at Parris Island.
MCTD-Parris Island also houses specialized schools such as Non-
commissioned Officer (NCO) Leadership, Field Music, and Personnel
Administration. In 1982, MCTD-Parris Island began an A-76 study
for a multifunction base operating support (BOS) contract that in-
cluded refuse collection/disposal, grounds and surface maintenance,
family housing, and other building maintenance.

The A-76 competition that lasted five years was won by a contractor
headquartered in North Carolina that bid $19 million. The MEO bid
was $27 million. Officials used a two-step sealed-bid process in
which the lowest bid wins. The contract was a small business set-

1Case material comes from Tighe et al. (1997).
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aside. Only three small businesses bid on the contract and no local
company bid. The fixed-price contract that included an indefinite
quantity/delivery portion ran for one base year plus four option
years. This contract displaced 263 government workers. Of these
individuals, 12 percent retired, 31 percent were reassigned, and 57
percent were separated. According to Parris Island personnel, on the
contract start date, 217 of the 263 displaced workers had jobs. Ayear
passed between the contract win and the contract start date in 1988.

Results

The Paris Island BOS contract had many problems and resulted in
the work being brought back in house in 1992.

When the contractor took over BOS services in 1988, a worse situa-
tion than expected existed. The long A-76 process had reduced
morale, especially during the one-year period between the contract
award and contract start. The most qualified workers left quickly and
those who remained were not as productive. As a result, serious
backlogs accumulated.

Great tension existed between MCTD-Parris Island managers and
the contractor. Quality assurance (QA) evaluators monitored the
contractor’s performance and required that substandard work be re-
done. Many conflicts and performance arbitration proceedings be-
tween the contractor and the QA inspectors occurred. A large pro-
portion of the disputes concerned government-furnished equipment
and supplies such as the steam-generating power plant and the
sewage treatment plant. The government argued that they were not
being properly maintained and operated whereas the contractor
demanded improvements and upgrades to the facilities.

Further, MCTD-Parris Island managers found that the indefinite
quantity delivery (IDQ) component of the contract was too small to
respond to surge requirements. The contract had capped the IDQ
jobload at average levels. As a result, “above average” requirements
had to be negotiated as a change order with the contractor.
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In 1991, the contractor filed for bankruptcy for reasons unrelated to
the Parris Island contract. As a result, MCTD-Parris Island chose to
bid the contract again and selected a new contractor from eight bid-
ding firms. In this contract, the performance work statement was
more complete and the new contract featured more penalties for
nonperformance. The contract was for $44 million over a five-year
period—substantially more than the initial MEO bid of $31 million
(1991 dollars).

In 1992, only ten months into the contract, the government declared
that the contractor had defaulted and chose to bring the functions
back in house. When the second contractor defaulted, workers were
offered the chance to stay on and transition to the in-house work-
force. Of more than 200 employees, roughly 160 stayed on as tempo-
rary government employees. Eventually, 130 became full-time gov-
ernment workers.

Lessons Learned

Tighe et al. (1997) report lessons learned from the Parris Island
experience. First, there is a learning curve on both sides when
outsourcing and recent outsourcing initiatives by Parris Island have
been successful. Second, the long competition process is extremely
difficult for morale and may affect work performance and the
condition of the workload the contractor is assuming. Thus,
competitions should be performed as quickly as possible and long
delays between the contract award date and contract start date
should be avoided.

Tighe et al. also suggest that when contracting for a service where ac-
countability is easily blurred, such as contractor operation of in-
house power plant, an arm’s-length relationship may not work well.
They also note that a negotiated competitive process rather than a
sealed-bid process would have better protected quality. Further, in-
dustry standards and practices should play a key role in designing
performance work statements and performance-based contracts.
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CASE STUDY: AIRCRAFT AND MISSILE GUIDANCE SYSTEM
DEPOT REPAIR?

Participants
Public: U.S. Air Force

Private: Boeing North American, Inc., and Wyle Laboratories

Background

Aerospace Guidance and Metrology Center (AGMC) was closed as a
result of a decision of the Base Realignment and Closure Commis-
sion (BRAC). BRAC recommended the closure of AGMC, noting that
the workload could be privatized or moved to other depot mainte-
nance sites. Before closure, AGMC supported depot maintenance
and metrology and calibration.

In response to the BRAC recommendation, the Air Force moved a
small portion of AGMC’s Air Force workload to other Air Force de-
pots, the Navy moved most of its AGMC workload to other sites, and
the Army moved all of its workload to other sites. The Air Force de-
cided to privatize-in-place the remaining AGMC workloads. At the
time of this decision, the Air Force relied on an analysis that esti-
mated that privatizing would save about $5 million in 1997, Since
October 1996, the Newark, Ohio, facility has been operated as the
Boeing Guidance Repair Center (BGRC) by two contractors—Boeing
North American, Inc. (Autonetics Electronics Systems Division) and
Wyle Laboratories.

After a nine-month transition period, the first full year of the BGRC
contract operations began in October 1996. After the first quarter,
Ogden and Oklahoma City logistics center personnel noted that
funds were being expended faster than anticipated for the BGRC
contract. As a result, Headquarters, Air Force Materiel Command
(AFMC) undertook an evaluation that compared contractor versus
Air Force depot costs for the FY 1997 workload. The analysis
compared both actual and estimated aircraft and missile inertial
navigation system repair and metrology costs at the Boeing Guidance

2This case draws heavily upon U.S. GAO (1997b).
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Repair Center to actual historic costs for comparable workloads prior
to privatization-in-place.

Contract Provisions

In December 1995, the Air Force awarded Rockwell International a
five-year $246 million cost-plus-award-fee contract to assume
AGMC’s repair mission and awarded a five-year $19 million cost-
plus-award-fee contract to Wyle Laboratories to operate the metrol-
ogy laboratory. In 1996, Boeing acquired Rockwell International and
assumed Rockwell’s contract. The Air Force retained about 130 gov-
ernment employees at Newark to review and certify the operations of
the Air Force’s 130 metrology laboratories and to assist the Defense
Contract Management Command in monitoring Wyle Laboratories’
metrology contract.

Reported Results of Interim Study

An Air Force interim evaluation found that the first full year of op-
erations at the privatized-in-place center will likely cost $14.1 million
more (a 16 percent cost increase) than it would have cost if the facil-
ity had continued to operate as a public activity.3 Estimates ranged
from a $7.7 million to a $31.2 million increase. The study identified
three cost factors that contributed to increased costs at the facility:
material costs, contract administration, and award fees. The Air
Force study estimated an increased material cost of $3.4 million.
Although there has been increased ordering of material, it is uncer-
tain how material consumption will compare over a longer period.
Considering the significant increase in material orders and the ab-
sence of actual consumption data from Boeing, GAO found it rea-
sonable for AFMC to reflect this increase in its treatment of material
consumption. The evaluation found that contract administration
and oversight cost $5.5 million and estimated contractor award fees
of $5.2 million.

3An updated cost study showed the cost difference between government and private
operation of the facility to be more than 20 percent (private communication from Air
Force Installation and Logistics (AF/IL), dated 8 November 1999).
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Boeing questioned AFMC’s assessment, stating that Boeing’s esti-
mate was about $6.8 million lower than costs before privatization-in-
place. Boeing also noted that it is exceeding contract quality
requirements and minimum delivery schedules. The Air Force be-
lieved Boeing’s cost analysis incomplete. For example, Boeing’s es-
timate did not include contract administration and oversight costs of
about $3.4 million, and it overstated historic operations and mainte-
nance costs by about $5 million.

U.S. GAO (1997b) found that the AFMC interim study was method-
ologically sound and that it used the best available data, but GAO
notes that this is an interim analysis and actual costs will not be
known until the data are available.

CASE STUDY: SINGLE CONTRACTS FOR MULTIPLE
SUPPORT SERVICES*

Participants
Public: Base/military installation

Private: Private, for-profit entity

Background

Base operations support services are functions necessary to support,
operate, and maintain DoD installations. The military services differ
in their definitions of base support services making it difficult to de-
termine the actual size and cost of this workforce, but DoD estimates
that base support activities cost more than $30 billion in FY 1997.
Increasingly, DoD is outsourcing commercially available support
services (U.S. GAO, 1998).

Because of Congressional interest in potential savings that could be
achieved by using a single contract, rather than several smaller con-
tracts, to encompass multiple base operations, GAO surveyed exist-
ing single contracts for multiple services. GAO found that the deci-
sion to use a single contract occurred either as a result of an A-76

4This case draws heavily upon U.S. GAO (1998).
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study or at the time the installation or its current mission was
established. At the installations surveyed, not all base operations
support requirements were met through the single contract. Rather,
installations relied on some combination of single contract for
multiple services, single contracts for specific services, regional
contracts for specific services, and the use of in-house personnel.
The types of services procured under the multiple service contracts
vary depending on the mission and functions of the installation,
missions of tenant activities, existing contractual arrangements,
legislative restrictions, and a desire to keep some functions in house
(U.S. GAO, 1998).

Contract Provisions

Most of these contracts are fixed-price-award-fee contracts that
place maximum risk on the contractor and minimum risk on the
government. For example, Naval Submarine Base Bangor awarded a
ten-year multiple support services contract to Johnson Controls
World Services, Inc., in 1997. The contract is a fixed-price-award-fee
contract for a base price of about $40 million annually. The contract
provides a wide range of base support services including administra-
tive support, various public works services, utility and supply ser-
vices, and security services. It contains provisions for Johnson Con-
trols World Services, Inc., to meet ISO 9000 standards to better en-
sure they can meet customer requirements and help reduce the
monitoring costs.

Major Facilitating Factors

The types of services procured under multiple service contracts are
influenced by the mission and functions of the installation, missions
of tenant activities, existing contractual arrangements, legislative re-
strictions, and a desire to keep some functions in-house. Individuals
having implemented such contracts stress that a well-defined per-
formance work statement improves the contract’s success (U.S. GAO,
1998).
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Major Constraining Factors

Although some small businesses do compete in single multiple ser-
vice contracts, concern remains that it is difficult for them to com-
pete because of the high cost of preparing proposals and the low
probability of winning the contract when competing with large busi-
nesses. The effect on small businesses is a concern for DoD because
of a requirement, contained in the Small Business Administration
Reauthorization Act of 1997, that federal agencies consider the
impact on small businesses’ ability to compete when considering
consolidating activities previously performed by small businesses
into multiple services contracts (U.S. GAO, 1998).

Results

Although contracting officials report efficiency gains, including re-
duced overhead, cross utilization of contract personnel, and
increased flexibility, cost savings from single contracts are not docu-
mented. At most of the installations, savings cannot be easily quan-
tified because there is no requirement to track savings. Further,
contracts have changed since the initial commercial activities studies
were completed, so little basis for comparative analysis exists (U.S.
GAO, 1998).

CASE STUDY: NAVY AVIATION MAINTENANCE
CONTRACT, TA-4] SKYHAWKS?3

Participants

Public: U.S. Navy

Private: Lockheed, Grumman, and UNC Aviation Services

Background

Maintenance work for the organizational- and intermediate-level
maintenance of the A-4s and the T-2 Buckeyes that are flown by the

SThis case draws heavily upon Tighe et al. (1997).
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training commands was competed in an A-76 competition in the
mid-1980s. The winning bid for the A-76 competition was about 20
percent lower than the in-house bid, after contract management and
competition costs were included.

The conversion to contract maintenance began in July 1986 with
Training Wing Two and concluded in June 1988 with Training Wing
Six. The aircraft maintenance has been competed three times and
three different contractors have won each competition. Lockheed
won the initial bid, Grumman the second, and UNC Aviation Services
the third.

Contract Provisions

The contract covers the organizational- and intermediate-level
maintenance of the A-4s and T-2 Buckeyes that are flown by the
training commands. It is a fixed-price contract for one base year plus
four option years. :

Results

The Center for Naval Analyses (CNA) conducted a study to determine
if the change to outsourced maintenance was beneficial or detrimen-
tal to the quality of aircraft maintenance provided to the training
commands. CNA compared the quality and cost of in-house and
contracted maintenance of the TA-4] Skyhawk aircraft. This jet was
chosen because data existed for both in-house and contracted main-
tenance. CNA used fully mission capable (the percentage of time the
aircraft is fully ready, with no system degradations) and mission ca-
pable (percentage of time the aircraft is ready to fly, and not de-
graded by system discrepancies) as quality measures and direct
maintenance man-hours per flight hour (the amount of organiza-
tional-level maintenance completed for every flight hour) as a cost
measure (Tighe et al., 1997).

CNA found that after the initial contract went into effect, there was a
long break-in period during which the contractor’s performance was
lower than the previous performance of in-house personnel. It was
almost four years before the contractor reached the mean level and
two years before the contractor’s performance began to improve.
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Thus, for two to four years, training commands suffered a reduced
mission-capable rate (Tighe et al., 1997).

After the break-in period, the contractor met or exceeded the previ-
ous in-house level of quality and did so using fewer resources. The
contractor provided an equivalent amount of flight hours with a 33
percent reduction in direct maintenance man-hours, reducing costs
and saving resources. Interestingly, no break-in period was observed
when one contractor took over from another. The cost savings con-
tinued in subsequent contracts, even with a change in contractors
(Tighe et al., 1997).

CASE STUDY: THE U.K. INLAND REVENUE SERVICES®
Participants
Public: U.K. Inland Revenue Service

Private: EDS

Background

The objectives of the Inland Revenue Service were to bring about
faster implementation of new tax systems, increase its national
compliance rate, and decrease its operational costs. They entered
into a ten-year risk/reward contract with EDS for tax systems mod-
ernization in July 1994. This contract called for outsourcing of all
information-technology-related services that support tax assessment
and collection. EDS assumed operational responsibility for 11 com-
puter data centers and successfully transitioned over 1,900 employ-
ees to EDS. In July 1995, the Inland Revenue Service asked EDS to
assume technical responsibility for the development of the Self As-
sessment Tax system, touted as one of the major reforms in the U.K.
taxation system. In January 1996, EDS took over responsibility for
application development including product delivery, process man-
agement, and productivity. As a result, they transitioned an addi-
tional 1,000 civil service employees to EDS, including the Application
Development Team. EDS initiated a tactical improvement program

6This case draws heavily upon materials supplied by EDS.
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for the entire joint team, which included a performance metrics pro-
gram and adoption of its corporate standards for project manage-
ment and its Systems Life Cycle methodology as the development
standard.

Major Facilitating Factors

The major drivers on the part of the Inland Revenue Service to out-
source were to improve service to citizens, increase revenues, and
control costs. For example, the contract promised savings of £225
million over the lifetime of the contract. The second was EDS’s
agreement to transition all affected civil service employees at
comparable pay and benefit levels. Another important factor was
clear specification of performance metrics with which to measure
EDS’s performance: quality of service, customer service, timeliness
of performance, cost control. In addition, the Inland Revenue Ser-
vice’s willingness to treat EDS as a partner and to have an EDS repre-
sentative participate in senior board level meetings was an important
factor contributing to the success of the partnership, along with the
shared risk and reward nature of the relationship.

EDS has identified a number of factors critical to the success of such
partnerships:

e Enterprise plan, sponsorship, and buy-in

¢ Stakeholder involvermnent

e Procurement must support goals

e Flexibility to change roles as requirements change

e Requirements management plan

e Accurate project progress visibility

o Single responsibility for integration

e Transformation and change management expertise and plans
e Availability of experienced skill base and resources

e Appropriate incentives
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¢ Ability to achieve private and public sector success

* Appreciation for cultural differences (O’Malley, 1999)

Major Constraining Factors

Opposition from the staff association was the major constraining fac-
tor. They had questions asked in Parliament, mounted a vigorous
lobbying campaign, and warned about the dangers of tax data in the
hands of an American private company.

Results

As of June 1997, the Inland Revenue reported that one million self-
assessment tax forms were filed and only 5 percent had to be
returned to taxpayers. Further, the Inland Revenue’s computer
systems performed very well (Financial Times, June 19, 1997). In
addition, EDS reports that cost savings from this partnership amount
to 15-20 percent of Inland Revenue’s current IT costs or $300 million
in savings to date. EDS maintains an open book arrangement and
has profit shared every year on IT cost savings. EDS has hit or
exceeded targets with respect to quality of service and customer
service every year, and EDS staff have received awards for design and
usability of their ideas/processes. Employee turnover has been less
than 5 percent since 1994.

Notes

e For an opposing point of view, see Davies (undated). He cites a
study by Wilcocks of Templeton College, Oxford, which analyzed
61 outsourcing deals in Europe and the United States; the ex-
pected savings did not materialize or were invisible (including
several deals of the EDS/U K. Inland Revenue Service type). The
greatest chance of failure came from long-term contracts in
which all IT was outsourced.

» There is a great deal of concern about privacy issues, with this
much information in the hands of a private contractor.
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e There is also concern about the way in which a private contractor
could hold the government for ransom, should they decide to go
with another contractor.

CASE STUDY: THE BRITISH ARMY LOGISTICS
INFORMATION SYSTEMS AGENCY~

Participants

Public: The British Army Logistics Information Systems
Agency

Private: EDS

Background

One of the U.K. Ministry of Defence’s priorities is to modernize IT
services and to provide the most effective logistical support to the
British Army. LISA detailed several key business goals including a
detailed examination of processes and redesign of these, where
needed; adoption of best practices in the delivery of IT services;
design of a structured approach to logistics system modernization;
and consolidation and outsourcing of existing systems. In December
1995, EDS won a five-year contract to provide a complete range of IT
services to LISA. EDS currently provides all IT services, business
process reengineering, systems development, and modernization,
and also operates two GOCO data centers.

Major Facilitating Factors

The major facilitating factors included the department’s desire to be-
come more cost-effective and to modernize, EDS’s reputation as a
leader in IT and in building private-public partnerships, and EDS’s
assimilation of former government workers into the EDS workforce.
EDS transferred 180 government personnel to EDS.

"This case draws heavily upon materials supplied by EDS.
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Results

The partnership has resulted in $30 million of documented savings
with more expected as planned improvements are implemented with
no degradation in service as a result of EDS taking over the strategic
logistics system. EDS has completed the Year 2000 requirements
analysis; implemented a commercial-off-the-shelf (COTS)-based fi-
nancial management system; and improved system responsiveness
with the migration of ammunition management and asset tracking
systems to modern platforms.
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EMPLOYEE STOCK OWNERSHIP PLAN

Provider

Staffing

Customers

Source of funding
Distinctive features

Implementation issues

Pros

Cons

Private

Private

Government and private

Direct appropriation

Employees of the organization and outside investors own

the business; any firm can create an ESOP

» ESOPs can be created only in the absence of A-76

¢ Government must decide to “get out of the business”
and spin the business out of government to form a
profit or nonprofit company

+ Employee ownership is seen as a way to provide
employees with a direct financial incentive in the
privatization transaction; this offers opportunities for
significant capital ownership and the potential for
career enhancement

¢ Guarantees of employment may help mitigate concerns
regarding job security

¢ Because of the economic incentive, improved
efficiencies and cost reductions in the provision of the
service may result

* Successful privatization through employee ownership
may facilitate the expansion of products and services

» Tax advantages are offered by the ESOP to the lending
institution

¢ There are up-front administrative costs when
establishing an ESOP—even a mid-sized ESOP can cost
$50,000 in initial legal, accounting, actuarial, and
appraisal fees; annual administrative costs are likely to
be over $10,000 per year; only activities with a
minimum payroll of over $500,000 should be
considered for an ESOP

85
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Cons (cont.) * Care needs to be exercised in ensuring compliance with
conflict-of-interest laws and ethical rules; government
employees are prohibited from having a financial
interest in the outcome of decisions in which they are
involved or in making use of inside information in their
private financial undertakings; thus, protecting
employees who are considering an ESOP initiative from
conflict-of-interest laws is essential; this can be
achieved by making sure that negotiations are carried
out by a trustee or representative and not by the
employees themselves

» Careful financial planning needed

* Need to define a new relationship between the
government and the new contracting company,
including setting up of performance goals and
compliance with ESOP-related provisions of the
contract

* Need a buy-in from employees who traditionally are
very concerned with job security, pay and benefits, and
personal belief in public versus private employment.

Examples Amtrak is being considered

Case study U.S. Investigations Services, Inc.

CASE STUDY: U. S. INVESTIGATIONS SERVICES, INC.
Participants

Public: Office of Personnel Management (OPM)
Private: USIS

Background

OPM, following the mandates of the National Performance Review
and the Workforce Restructuring Act, wished to downsize OPM and
focus on their core mission. As one of the many reforms undertaken,
OPM decided to stop conducting investigations in-house. OPM pre-
sented their investigations unit, which conducted government back-
ground investigations, with several options. One of these was to
form an employee stock ownership plan—a new employee-owned
company that would perform many of the same services, albeit in the
private sector. USIS was created in 1996. OPM was highly supportive
throughout the transition and bore the costs associated with the fea-
sibility analysis and the subsequent implementation of the plan.
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Even more important, it awarded the fledgling company a three-year
exclusive contract to conduct investigations for OPM. This was the
first government privatization of its kind in the United States. Of the
706 employees who were offered jobs with the new company, 681 ac-
cepted the offer. They received equivalent salaries and benefits as
well as ownership of 90 percent of the company through an ESOP.
Four outside managers were brought in to head the company and
they each made an investment for the remaining 10 percent of the

equity.

Major Facilitating Factors

The commitment and support of OPM and underwriting of initial
costs by OPM played a major role in getting USIS started. OPM
awarded a three-year exclusive contract to protect the fledgling
company and to get it off the ground. Other important factors were
hiring outside managers to run the company, equipment transfers at
low cost, and the appointment of an outside ESOP trustee. This lat-
ter ensured that no conflict-of-interest laws were violated during the
time the contract was being negotiated.

Major Constraining Factors
The one major constraining factor was the fear of employees and
unions about loss of jobs and benefits.

Results

A private consulting firm estimated that USIS would save the taxpay-
ers $25 million in five years, although there do not appear to be any
studies of the actual cost savings.
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ASSET SALE
Provider Private
Staffing Private
Customers Private or government
Source of funding N/A
Distinctive features Government “gets out of the business” and sells its assets
Implementation issues  GSA disposal process
Pros ¢ Provides selling entity money from the sale

« Enables unused government resources to be used in
the private sector

Cons ) GSA disposal process is lengthy
Examples ¢ New York-New Jersey Port Authority sold the Vista
Hotel
¢ Michigan sold its Workers Compensation Accident
Fund
Case studies Hamilton land sales

CASE STUDY: HAMILTON LAND SALES!
Participants
Public: GSA and Navy

Private: New Hamilton Partnership (GSA parcel), Novato,
California

Background

In 1974, Hamilton Air Force Base, located in the City of Novato in
Marin County, California, was decommissioned. Subsequently, the

IThis case draws heavily upon State of California (undated).
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base was divided into three areas. The airfield, 722 acres, was trans-
ferred to the Army; the housing and recreational facilities, 554 acres,
were transferred to the Navy; and the remaining 411 acre parcel was
transferred to GSA. In 1985, GSA offered the parcel for public sale.
The 1998 BRAC closed the Army airfield, and the Navy vacated the
housing in 1996 because of a BRAC 1993 closure of the Navy’s San
Francisco bases.

Provisions of Asset Sales?

GSA Parcel. The GSA property was sold to Berg-Revoir development
group in 1985. Berg-Revoir bid $45 million for the property based on
a plan for a high-density housing development. The developer
planned to build 2,500-3,500 housing units and 3 million square feet
of commercial space. However, the community strongly objected to
this plan and overturned it by community referendum. The referen-
dum in combination with the discovery of a landfill on the property
led the original buyer to sell his option on the property.

The new option holder, the Martin Group (later becoming the New
Hamilton Partnership), worked for four years with the community to
develop a plan for a reduced level of development that included 955
single-family detached homes and duplexes, 95 units of affordable
rental housing for the elderly, 535,000 square feet of commercial and
retail space, and 200 acres of open land and recreation area. The re-
duced level of development dictated a lower sales price. In 1993, the
community was successful in having federal legislation enacted to
reduce the sales price from $45 to $15 million. In 1995, 150 acres in
the first phase of the sale were conveyed to the New Hamilton Part-
nership for $18 million.

Phase 1 of the sale has an approved Environmental Impact Report
and a plan approved by the city. After remediation, phase 2 of the
GSA parcel includes 250 acres that were conveyed to Novato in July
1997 by a long-term lease for $1. The developer will purchase por-
tions of the property slated for residential, office, and retail use.

2This case reports on the asset sale activities of the Hamilton Army Airfield. The
entirety of the reuse is not described.
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Navy Parcel. On August 18, 1998, the Novato City Council approved
an offer to purchase 554 acres for $8.13 million. Seventy-five percent
of the Navy property at Hamilton contains nearly 1,000 housing units
built in the 1950s. Nearly 60 percent of the units will be rebuilt or
retrofitted as affordable housing in compliance with the communi-
ty’s homeless assistance plan. The affordable housing component of
the Hamilton Reuse Plan meets the federal requirement that a nego-
tiated sale offer an “appreciable public benefit” not available through
a public sale.

Negotiations for the sale took nearly three years because of differing
appraisals of the property. Arecent agreement between the two par-
ties on appraisal assumptions, including the build-out time-frame
for redeveloping the property, consideration of building codes, and
demolition and construction costs, resulted in appraisals that fell
within a reasonable range of one another. An estimated $1.6 million
cost to remediate asbestos on the property was deducted from the
$8.13 million sale price.

Novato will issue a request for qualification (RFQ) for a master
developer in 1999.

Major Facilitating and Constraining Factors

The community was extremely influential in determining the reuse
of the Hamilton property. The community effectively blocked Berg-
Revoir’s high-density development plan of the GSA property. The
Marin community possesses a strong slow-growth attitude, partly
because of heavy traffic on the Rt. 101 corridor and environmental
constraints on nondeveloped properties. Only after the second de-
veloper worked with the community for four years was development
of the GSA property permitted.

The differences in the assumptions of the original Navy and city ap-
praisals slowed their negotiation process. Although both appraisals
originally took into consideration the reuse plan and were based on
the highest and best use to obtain the fair market value of the prop-
erty, it was not until the city and Navy agreed on certain basic as-
sumptions, such as the build-out time-frame for redeveloping the
property, that the appraisals fell into range of one another (State of
California, undated).




Appendix
ISSUES RELATED TO COMPETITIVE SOURCING

In 1995, the Commission on Roles and Missions of the Armed Forces
(CORM) focused on expanded outsourcing and privatization (O&P)
as the most important policy tool to improve the cost-effectiveness
of DoD support activities. In 1996, the Defense Science Board Task
Force on Outsourcing and Privatization called for a revolution in
DoD business affairs to support the revolution in military affairs. It
concluded that DoD could save $10 billion or more a year through
expanded O&P.

It is important to get some definitions clear at the outset. First, com-
petitive sourcing is fundamentally different from “contracting-out.”
DoD already contracts-out for many support services. For example,
contracting-out already accounts for about 25 percent of the billets
classified by the Air Force as “commercial” or potentially available
from the private sector. The other services would show similar num-
bers, although the actual activities outsourced differ. “Competitive
sourcing” is what the DRI and other recent commissions have fo-
cused on. It is an incremental expansion of support activities bought
from external sources. As CNA (Tighe et al., 1997) has argued repeat-
edly, the principal advantage of competitive sourcing comes from
competition itself. Whether DoD or a contractor wins, DoD still
benefits significantly in a typical competition. So this is more about
competition than outsourcing.

Second, privatization is the second half of what was once called O&P
and is now called competitive sourcing and privatization (CS&P). It
is primarily about inducing private firms to finance new housing and
utility services for DoD. It includes some transfer of DoD assets to
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the private sector but almost always in the context of a broader pro-
gram to get more investment in housing and utilities. This is where
the most innovative activity is going on in DoD to expand depen-
dence on external sources. This is not “privatization” in the usual
sense of the word.

This appendix focuses on competitive sourcing. Two versions of
competitive sourcing are relevant to DoD—A-76 studies and depot-
level competitions. The latter are often referred to as public/private
competitions for depot-level maintenance and have had the most
public visibility over the last two years as the Air Force competed
immense maintenance workloads in San Antonio and Sacramento.
We primarily focus on A-76 cost competitions in this appendix.

CONTRACTING THROUGH A-76 COST COMPETITIONS

The policy of using commercial suppliers for inherently commercial
activities in the government in the post World War II era dates back
to the Bureau of the Budget Bulletins issued in the middle 1950s and
early 1960s. In this era, concerns were raised over the government'’s
competing with the private sector and the adverse effect of this on
economic growth. These policy concerns are articulated in the OMB
Circular No. A-76 along with concern over an added issue—that of
enhancing productivity of in-house efforts. Under the latest A-76
circular, if an activity qualifies as a commercial activity and DoD
cannot justify keeping the activity in-house for policy reasons, then a
cost comparison will be made between the bid of a commercial
supplier and the cost estimate for providing the activity in-house.
Table A.1 lists the conditions permitting either government or com-
mercial performance of commercial activities. Careful attention in
the circular is paid to defining functions that qualify as commercial
rather than inherently governmental. A-76 applies only to Executive
Branch agencies and organizations, and Congress explicitly exempts
several activities in these agencies.

If an activity qualifies as a commercial activity and is not exempted
by any of the special provisions, the circular and its supplemental
handbook describe a process for determining whether or not a
commercial activity should be conducted by an in-house team or by
an outside contractor. The first step in this process is to establish a
baseline for the activity that is to be considered. The second step is
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to develop a performance work statement (PWS) that defines the
overall services to be provided and provides in great detail the work-
load process maps and flowcharts. The third step is to formally ad-
vertise for competitive bidding by outside organizations. As part of
that process, the in-house agency or group can reform itself into an
MEQO to compete. The MEO is the government’s best estimate of the
organizational structure and needed resources that meet the re-
quirements of the PWS at the lowest cost. The supplemental hand-
book to the circular gives detailed instructions on how to assemble
the in-house cost estimates. To win a competition, a private sector
bid must be at least 10 percent lower than the public sector bid.

Benefits and Costs of Cost Competitions

A managed cost competition offers three main advantages (Tighe et
al., 1997):

e It provides cost visibility; often, this is the first time that deci-
sionmakers realize the full cost of performing that function;

e Itprovides choice as to who should perform that function;

e It promotes efficiency and lower cost, regardless of who wins the
competition.

The first item, although undoubtedly true, rests on the assumption
that all costs can be correctly identified and assessed. If not, the
competition is unlikely to provide full cost visibility. Even in such a
case, however, the process of the competition itself is likely to pro-
vide much more information on costs than would otherwise perhaps
be available.

Studies by Savas (1992), Marcus (1993), and Tighe et al. (1997) have
shown that there is a significant potential for savings and other im-
provements from competition and outsourcing. Indeed, the 1997
Quadrennial Defense Review reports that between 1979 and 1994,
DoD conducted over 2,000 competitions, of which about half were
won by the in-house team. Annual operating costs were reduced by
31 percent, resulting in cumulative savings of $1.5 billion a year
(DoD, 1997, p. 29). These are impressive results.
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Table A.1

Governmental Versus Contract Performance of Commercial Activities

Conditions Permitting Government Performance of Commercial Activities

National Defense or Intelligence Security. The Secretary of Defense, or designee,
approves national defense justifications. The Director of Central Intelligence, or de-
signee, approves national security justifications.

Patient Care. Commercial activities at government-owned hospitals or other health
facilities may be performed by in-house, Inter Service Support Agreement (ISSA) or
contract employees when needed to maintain the quality of direct patient care.

Core Capability. A core capability of in-house and contract resources may be war -
ranted for certain functional areas.

Research and Development. Research and development activities may be converted
to or from in-house, contract, or ISSA without cost comparison. Severable support
activities are subject to the cost comparison provisions of this supplement.

No Satisfactory Commercial Source Available. Agencies will solicit private sector in-
terest and certify that the solicitation did not restrict or otherwise limit competition.

Functions with 10 or Fewer Full-Time Equivalent (FTE). May be converted to or
from in-house, contract or ISSA without a cost comparison, if the contracting officer
determines that reasonable prices cannot otherwise be obtained.

Meet Performance Standard. Agencies may demonstrate that the activity meets or
exceeds generally recognized industry cost and performance standards, after all ad-
justments required by this supplement.

Lower Cost. Results of a cost comparison demonstrate that in-house performance is
less costly.

Temporary Authorization. Temporary emergency performance may be warranted
not to exceed the next full contract option year.

However, there are significant costs associated with these competi-
tions in terms of time and effort. Those completed have typically
taken two years (and often much longer) to complete. In addition,
Keating (1997) points out that since 1978, approximately five A-76
cost comparisons have been canceled for every eight completed.
Controlling for other factors, cost comparisons that were more vul-
nerable to cancellations are those involving functions with large
number of civilians, in the Marine Corps, in the Defense Logistics
Agency, or in education and training and manufacturing activities.
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Table A.1 (cont.)

Conditions Permitting Contract Performance of Commercial Activities

Contracted Activities. Should be obtained by contract, unless a cost comparison
demonstrates that in-house or ISSA performance is more cost effective.

New Requirement. Should be obtained by contract, unless contract quality or price
appear unreasonable. A cost comparison is performed to convert the activity to in-
house or ISSA performance.

Severable Expansions. Same as above.

ISSAs. Commercial activities should not be performed through new or expanded
ISSAs, except as provided by law or this supplement.

Activities with 10 or Fewer FTE. May be converted to or from in-house, contract or
ISSA, without a cost comparison.

Activities with 11 or More FTE. May be converted to contract or ISSA, without cost
comparison, if fair and reasonable contract prices can be obtained by competitive
award and all directly affected federal employees on permanent appointments can be
reassigned to other comparable federal positions.

Preferential Procurement Programs. Contract performance may be granted, without
cost comparison, if the contract is awarded to a preferential procurement program.

Lower Cost. Conversion to contract is required if a cost comparison indicates that
contract performance is the lower cost alternative.

SOURCE: This table is taken from OMB-Circular A-76. Any reference in the table to
“this supplement” refers to OMB-Circular A-76.

In addition, several were canceled because they had reached the
two-year limit that first appeared in the FY1991 Appropriations Act.
The act specified that single function cost comparisons that had not
reached bid opening after two years must be canceled.

In another study, Keating, Camm, and Hanks (1998) used Air Force
data, current as of July 1, 1996, from the Commercial Activity Man-
agement Information System (CAMIS) to analyze trends in competi-
tion cancellations. They found that approximately three initiatives
have been canceled for every seven completed. Results suggest that,
controlling for other factors, multifunction initiatives are more likely
to be completed than single-function initiatives. Among the com-
mands, the Air Education and Training Command (AETC) had the
greatest success in completing A-76 initiatives. Among the functions,
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social services, real property maintenance, and installation services
initiatives are most likely to be completed whereas education and
training initiatives have been especially vulnerable to cancellation.

Tighe et al. (1997) note that the A-76 process itself can be used to
delay progress if managerial resistance exists. For instance, one
competition lasted eight years before it was cancelled in 1991 by
Congressional moratorium. During the eight years, the functional
manager delayed the study by bundling and unbundling the
functions every few years. In a different competition, staff prevented
source selection by changing the contract type five times.

The median cost comparison (between 1978 and 1994) took 664 days
to the initial decision, the mean was 810 days, and over 10 percent of
completed cost comparisons took at least four years to the initial de-
cision. Tighe et al. (undated) point out that initial competition costs
averaged 11 percent of baseline costs, whereas recurring costs to
monitor contracts averaged something below 10 percent (pp. 5-6).

An A-76 cost competition is, of course, not the only way to outsource
a function or activity. This could be done directly either through a
formal bidding process where outside bidders are invited to bid for
the work or through the selection of a sole source provider. We turn
now to the benefits and costs of outsourcing in general.

Making Cost Competitions More Effective

Tighe et al. (undated) offer detailed suggestions on making managed
cost competitions more effective. To minimize transitory problems
during the initial learning curve period, they suggest:

¢ Using negotiated competitions that take bidders’ past perfor-
mance into account and performance-based contracts;

* Integrating contract and technical people into a team—problems
arise because technical people write the contract but the con-
tract personnel monitor it;

* Puttingin place good employee transition plans; and

s  Writing enforceable contracts.
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In terms of implementing the A-76 process, they suggest:

 Increasing the size and scope of competitions, providing training
for local managers, and rewarding those undertaking competi-
tions;

» Holding in-house teams to the same cost accounting rules and
regulations as private contractors;

e Screening out unqualified bidders;
¢ Bundling functions together; and

e Executing an MOU that specifies the work to be performed, its
quality, and cost, when an in-house team wins.

Senior DoD officials pointed out that two of these are already done in
the A-76 process: In-house contractors are held to the same cost ac-
counting rules and regulations as private contractors and an MOU is
executed when the in-house team wins (although the MOU is per-
haps not enforced as stringently as it could or should be).

Present RAND research verifies that most of these recommendations
are compatible with best commercial practice (Pint and Baldwin,
1997; Moore et al., 1999, 1997, 1996; Camm and Moore, 1997).

Recognizing the constraints placed on this process by federal pro-
curement policies discussed above, they also suggest statutory relief
of the following:

e The “60-40” split, by which DoD is required by statute (10 USC
Section 2466) to perform 60 percent of depot maintenance in
public depots;!

o The “core” maintenance rule (10 USC Sections 2464 and 2469),
which requires DoD to keep “core” maintenance capabilities in-
house;

IThe “60-40" split has been changed to “50-50,” which would imply a greater
percentage of work available to be competed. However, definitions also changed at
the same time so it is unclear what the effect of the new rule has been.
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* Davis-Bacon and Service Contracting Acts, which specify wage
rates and impose administrative tasks on contractors;2 and

e Title 10 USC Section 2465, which requires that fire-fighting and
security functions be performed by government personnel.3

BENEFITS AND COSTS OF USING EXTERNAL SOURCES FOR
SERVICES*

Quite apart from managed competitions, more general rewards and
risks associated with outsourcing are important to understand. The
benefits are widely known:

e Lower cost: this is the primary reason for DoD’s interest;

* Improved performance: using specialist providers, organizations
can improve responsiveness, quality, reliability, and flexibility of
their support services;

* Improved focus on core competencies: For example, by out-
sourcing desktop support, Microsoft was able to call on the su-
perior call center operations and management information sys-
tems of Entex;

* Quicker access to innovation: firms providing support services
survive by keeping up to date. Organic support services not
subject to continuous benchmarking can often be more compla-
cent about new developments.

There are numerous examples of successful outsourcing. One is the
U.K. Inland Revenue Service’s decision to enter into a ten-year
risk/reward contract with EDS for tax systems modernization in July

2A senior DoD official commented that it would be difficult, if not impossible, to
obtain waivers of these rules.

30ther requirements as well render conversion to contractor performance unwieldy.
For example, Section 2461 of 10 USC Chapter 146 requires that DoD conduct a
detailed cost analysis of any commercial or industrial type function involving more
than a minimum number of employees, if it is considering contracting out that
function to the private sector. Senior DoD officials are concerned about what this
means for reverse A-76 competitions (in which the private sector won the original bid,
but which DoD is now considering bringing back in house). :

4This section draws heavily on Camm and Moore (1997).
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1994.5 This contract called for outsourcing all IT-related services that
support tax assessment and collection. The results are impressive: a
50 percent decrease in the number of returns with errors, cost sav-
ings of 15-20 percent of Inland Revenue’s current IT costs, and very
low employee turnover (less than 5 percent since 1994). However, as
Kettl (1993) warns:

Government’s relationships with the private sector are not self-
administering; they require, rather, aggressive management by a
strong, competent government (pp. 5-6).

Camm and Moore (1997) offer an excellent summary of the risks as-
sociated with outsourcing a DoD function:

e A catastrophic failure to perform: For example, a recent DoD air
delivery contractor was late 40 percent of the time, forcing DoD
to go through the lengthy process of contract termination and
renegotiation;

e Loss of real-time control: real-time control of a complex process
becomes more important, especially in an uncertain operating
environment;

e High transaction costs associated with some activities: Some ac-
tivities may be so subtle as to make it difficult to specify clearly
what is needed. This leads to high transaction costs as work
statements are renegotiated and this may be unacceptable when
time is of the essence, as in combat;

o Inadequate investments in customized assets: providers will not
make customized investments unless they believe that they can
get a positive return on them.

e Loss of needed skills: For example, if DoD decides to outsource
the activity, it must provide aggressive oversight of the out-
sourced activity and also make certain that the activity is fully
integrated with DoD’s planning, execution, and information
systems. Thus, in common with many companies in the private
sector, it may pay DoD to keep the activity in house to train

SEor further details, see Chapter Eleven.
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managers who will oversee contract sources of this activity later
in their career.b

Examples abound to show that outsourcing does not guarantee high
performance. This can only be brought about by good contracting
and good selection. Contractual difficulties in outsourcing work
(Pint and Baldwin, 1997) include asset specificity, function complex-
ity or uncertainty, and measurement problems. Often, the difficulty
in specifying the work or estimating the workload can lead to poor
performance. For example, in the early 1990s, the Florida state gov-
ernment had contracted with EDS to build an automated Social Se-
curity system. In the first year, the system had problems, causing
massive logjams of cases and paying out $100 million more than it
should have in benefits. The state stopped paying EDS and EDS
sued, claiming that the state had changed the system unexpectedly
and underestimated the amount of information it needed to process.

It is clear from DoD’s own experience that not all private sector firms
offer high performance. In addition, performance gains are usually
greater if outsourcing leverages existing capacity and capabilities.
DoD’s outsourcings are unlikely to yield the best net benefits if they
do not directly access the highest performing providers. However,
until recently, federal procurement policies and regulations often
made this difficult.

CURRENT FEDERAL PROCUREMENT POLICY

Federal procurement policy is based on three key principles: equity,
integrity, and efficiency (Kelman, 1990). Equity concerns discourage
any effort to restrict the qualifications of private sector providers and
seek to give preference to small businesses and those owned by dis-
advantaged groups. To maintain high integrity, the government
seeks to prevent all fraud and abuse by government employees and
contractors. Such efforts generated extraordinarily detailed and bur-
densome procurement rules that often impose larger costs than they

6A senior DoD official commented that merely keeping the activity in house may not
guarantee that the agency will foster or retain the skills needed for excellent contract
administration and smart buying. It is important to deliberately foster and train
managers in these skills.
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avoid. To promote efficiency, the government often placed empha-
sis on the minimally qualified source that offered the lowest cost.
Risk-averse contract personnel were often reluctant to use other cri-
teria.

Recognizing these problems, recent acquisition reform efforts have
sought to simplify the rules for negotiated acquisitions (Federal Ac-
quisition Regulation, Part 15). These efforts have tried to minimize
the complexity of the solicitation, evaluation, and selection process,
while still trying to maintain fairness and equity and ensuring that
the government gets the best value for its money. Other similar ef-
forts are under way.

STRATEGIC SOURCING: THE KEY TO THE FUTUREZ?”

Innovative commercial firms are shifting to something they refer to
as “strategic sourcing.” These firms are looking for partners, not
vendors—partners that complement the core competencies of the
buying firms. Buyers expect lower costs from such partnerships but
they are more interested in improvements over time than in current
costs. Indeed, the business literature emphasizes that cost reduction
should not be the primary criterion used in outsourcing. More effec-
tive criteria include strategic focus, better performance, accelerating
re-engineering, and sharing risks with the supplier (Pint and Bald-
win, 1997). These eventually lead to lower costs.

Adopting such a broad, strategic view increases the potential for out-
sourcing large classes of activities. In the private sector, as partner-
ships have deepened and the suppliers and purchasers have “co-
evolved,” the bundles considered in specific sourcing decisions have
grown to include both more activities and more discretion about
how to provide services. This allows the suppliers to become more
efficient by exploiting economies of scale and scope. Innovative
firms have come to understand that source selection and contracting
are themselves core competencies that the buyer must cultivate and
improve over time. They pay more attention to the sourcing process
and put into place formal processes with formal quality tools to drive

TThis section is drawn from Camm and Moore (1997).
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continuous improvement in the process itself (Camm and Moore,
1997).

However, by and large, in the past, the outsourcing process in DoD
largely maintained the old focus. Decisions have been made
primarily at the local level for tactical reasons, the typical provider
has been an arm’s-length vendor who performed specific tasks under
very specific directions of a performance work statement,8 they have
typically chosen the lowest cost source, no consistent service-wide
sourcing policy has emerged, and most outsourcings have been
small and involved narrow functions (Camm and Moore, 1997).

This is beginning to change. In the name of applying acquisition
reform to service contracts, the senior leadership of DoD favors
performance-based service contracting that employs best-value
competitions to choose better external providers. The contracting
community of the Air force, for example, now thinks of itself
strategically as the “business advisor” to the warfighters and other
customers who use the services that the Air Force buys. DoD’s
challenge is now to implement this kind of vision in the field.
Successful implementation will require fundamental changes in the
skills, attitudes, and behavior of the DoD contracting, financial
management, and other functional personnel responsible for buying
services for DoD from external sources. Camm (1996) and Camm
and Moore (1997) offer some sensible and more general thoughts on
how to enhance the success of strategic sourcing efforts:

» Plan formally for major organizational changes required to
implement and sustain strategic sourcing;

* Focus on improving requirements determination and contract
design;

o Start with the best candidate activities for sourcing review;

e Where necessary, protect constituents that outsourcing might
hurt or seek constructive ways to diffuse opposition (Camm and
Moore, 1997, pp. xxii-xxiii).

8Interestingly, commercial firms often refer to this as “outtasking” not “outsourcing.”
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To garner support, they suggest framing change to the degree of se-
nior support available, having the organization designated a special
pilot, building a coalition of parties involved, using metrics relevant
to parties affected to support change, and providing incentives to the
parties involved. Baldwin, Camm, and Moore (1998) stress the im-
portance of developing and using metrics to justify investments,
measure ultimate success, and to support incentives.

Camm and Moore (1997) also outline a strategic sourcing process:

e Identify activities available for sourcing review;
o Identify DoD organizations responsible for review;
e Rank activities for review:

— Highest priority: generic business and administrative activi-
ties, especially activities that commercial firms currently
outsource and that are currently provided by robust,
commercial supplier industries;

— High priority: logistics activities that do not depend on ac-
cess to technical data from the original equipment manufac-
turer and that many high-quality firms routinely supply to
other firms;

— High priority (subject to resolution of important political
risks): activities that the DoD members consume directly for
their own personal care such as housing, commissaries, and
medical and dental care.

e Conduct initial analysis to refine approach and identify likely
source: need a simple, agile, robust analytic process such as
those used by commercial firms to compare options systemati-
cally and creatively;

e Finalize work scope and select source;

e Manage source to execute mission and improve process: ensure
an effective handoff and integration of the new source effectively
into its own planning and management process.

DoD already implements some of these steps (for example, steps 1
and 2) but some may be hard to do, given the rules and regulations of
A-76. Nonetheless, strategic sourcing, although requiring bold and
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innovative steps to implement, may fit in well with the current re-
form efforts to foster a revolution in business affairs.




GLOSSARY!

Asset Sale

Competition

An asset sale is the transfer of ownership of gov-
ernment assets, commercial type enterprises, or
functions to the private sector. In general, the
government will have no role in the financial sup-
port, management, or oversight of a sold asset.
However, if the asset is sold to a company in an
industry with monopolistic characteristics, the
government may regulate certain aspects of the
business, such as the regulation of utility rates.

Competition occurs when two or more parties in-
dependently attempt to secure the business of a
customer by offering the most favorable terms.
Competition in relation to government activities
is usually categorized in three ways: (1) public
versus private, in which public-sector organiza-
tions compete with the private sector to conduct
public-sector business; (2) public versus public, in
which public-sector organizations compete
among themselves to conduct public-sector busi-
ness; and (3) private versus private, in which pri-
vate-sector organizations compete among them-
selves to conduct public-sector business.

LThis glossary is taken from U.S. GAO (1997a).
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Contracting
Out

Divestiture

Employee
Stock Owner-
ship Plans

Franchising
of Internal
Services

Franchising-
External
Services

Contracting out is the hiring of private-sector
firms or nonprofit organizations to provide a good
or service for the government. Under this ap-
proach, the government remains the financier
and has management and policy control over the
type and quality of services to be provided. Thus,
the government can replace contractors that do
not perform well.

Divestiture involves the sale of government-
owned assets or commercial-type functions or
enterprises. After the divestiture, the government
generally has no role concerning financial sup-
port, management, regulation, or oversight.

Under an employee stock ownership plan (ESOP),
employees take over or participate in the man-
agement of the organization that employs them
by becoming shareholders of stock in that organi-
zation. In the public sector, an ESOP can be used
in privatizing a service or function. Recently, for
example, the Office of Personnel Management es-
tablished an ESOP for its employees who perform
personnel background investigations.

Under the franchising of internal services, gov-
ernment agencies may provide administrative
services to other government agencies on a reim-
bursable basis. Franchising gives agencies the
opportunity to obtain administrative services
from another governmental entity instead of pro-
viding them for themselves.

In the franchise-external service technique, the
government grants concession or privilege to a
private-sector entity to conduct business in a
particular market or geographical area, such as
concession stands, hotels and other services pro-
vided in certain national parks. The government
may regulate the service level or price, but users
of the service pay the provider directly.




Government
Corporations

Government-
Sponsored
Enterprises

Joint Ventures

Leasing
Arrangements

Glossary 109

Government corporations are separate legal enti-
ties that are created by Congress, generally with
the intent of conducting revenue-producing
commercial-type activities and that are generally
free from certain government restrictions related
to employees and acquisitions.

Government-sponsored enterprises (GSE) are pri-
vately owned, federally chartered financial insti-
tutions with a nationwide scope and limited
lending powers that benefit from an implicit fed-
eral guarantee that enhances a GSE’s ability to
borrow money in the private sector. They are not
agencies of the United States but serve as a means
of accomplishing a public purpose defined by
law.

See public-private partnership.

Leasing arrangements are a form of public-private
partnership. Under a long-term lease, the gov-
ernment may lease a facility or enterprise to a pri-
vate-sector entity for a specified period. Mainte-
nance, operation, and payment terms are spelled
out in the lease agreement. Under a sale-lease-
back arrangement, the government sells an asset
to a private-sector entity and then leases it back.
Under a sale-service contract or lease-service
contract, an asset sale or long-term lease is cou-
pled with an arrangement with the purchaser to
furnish services for a specified period. Leases in
which the government leases a facility (e.g., a
building lease) are considered a form of
contracting out, rather than a public-private
partnership.
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Managed
Competition

Outsourcing

Performance
Based Organi-
zations

Under managed competition, a public-sector
agency competes with private-sector firms to
provide public-sector functions or services under
a controlled or managed process. This process
clearly defines the steps to be taken by govern-
ment employees in preparing their own approach
to performing an activity. The agency’s proposal,
which includes a bid proposal for cost-estimate, is
useful to compete directly with private-sector
bids.

Under outsourcing, a government entity remains
fully responsible for the provision of affected ser-
vices and maintains control over management
decisions while another entity operates the func-
tion or performs the service. This approach in-
cludes contracting out, the granting of franchises
to private firms, and the use of volunteers to de-
liver public services.

Under a performance based organization (PBQ),
policymaking is to be separated from service op-
eration functions by moving all policymaking re-
sponsibilities to a Presidential appointee. The
service operations are moved to an organization
to be headed by a chief executive officer (CEQ),2
hired on a competitive contract for a fixed term.
The CEO’s contract defines expected perfor-
mance and in exchange for being held account-
able for achieving performance, the CEO is
granted certain flexibilities for human resource
management, procurement, and other adminis-
trative functions. As of March 1997, several PBOs
had been proposed but no PBO had been autho-
rized in the federal government.3

2GAO refers to a chief executive officer (CEO). The newest term for this position is
chief operating officer (COO) as is found in the body of this report.

3since the GAO publication, one PBO has been created—the Office of Student
Financial Assistance Programs.




Privatization

Public-Private
Partnership

Service
Shedding

Subsidies

Glossary 111

The term privatization has generally been defined
as any process aimed at shifting functions and re-
sponsibilities, in whole or in part, from the gov-
ernment to the private sector.

Under a public-private partnership, sometimes
referred to as a joint venture, a contractual ar-
rangement is formed between public- and pri-
vate-sector partners, and can include a variety of
activities involving the private sector in the devel-
opment, financing, ownership, and operation of a
public facility or service. It typically includes in-
frastructure projects and/or facilities. In such a
partnership, public and private resources are
pooled and their responsibilities divided so that
each partner’s efforts complement one another.
Typically, each partner shares in income resulting
from the partnership in direct proportion to the
partner’s investment. Such a venture, while a
contractual arrangement, differs from typical
service contracting in that the private-sector
partner usually makes a substantial cash, at-risk,
equity investment in the project, and the public
sector gains access to new revenue or service de-
livery capacity without having to pay the private-
sector partner.

Divestiture through service shedding occurs when
the government reduces the level of service pro-
vided or stops providing a service altogether. Pri-
vate-sector businesses or nonprofit organizations
may step in to provide the service if there is a
market demand.

The government can encourage private-sector in-
volvement in accomplishing public purposes
through tax subsidies or direct subsidies, such as
the funding of low-income housing and research
and development tax credits.
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User Fees

Volunteer
Activities

Vouchers

User fees require those who use a government
service to pay some or all of the cost of the service
rather than having the government pay for it
through revenues generated by taxes. Charging
entry fees into public parks is an example of a
user fee.

An activity in which volunteers provide all or part
of a service and are organized and directed by a
government entity can also be considered a form
of outsourcing. Volunteer activities are con-
ducted either through a formal agency volunteer
program or through a private nonprofit service
organization.

Vouchers are government financial subsidies
given to individuals for purchasing specific goods
or services from the private or public sector. The
government gives individuals redeemable certifi-
cates or vouchers to purchase the service in the
open market. Under this approach, the govern-
ment relies on the market competition for cost
control and individual citizens to seek out quality
goods or services. The government’s financial
obligation to the recipient is limited by the
amount of the voucher. A form of vouchers are
grants, which can be given to state and local
governments that may use the funds to buy ser-
vices from the private sector.
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