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STAY AHEAD OF THE CURVE

Incentive Contracts

¥ Basic concept of incentive contracting:
Bl Supplies or services can be acquired at a lower cost by relating amount or

hY

profit or fee payable under the contract to the contractor 's performance

¥ Purpose behind incentive contracting

Bl Motivate contractor efforts that might not otherwise be emphasized and
discourage inefficiency and waste =

¥ Types of incentive contracts:

Bl Fixed-price incentive contracts and cost-reimbursement incentive contracts

¥ Fixed-price incentive contracts preferred when contract costs are reasonably
certain
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Incentive Contracts (cont )

¥ Types of incentives

Pl Cost incentives

¥ Profit or fee adjustment formula intended to motivate contractor to
effectively manage costs

¥ Incentive contracts include: target cost, target profit or fee, and a profit or
fee adjustment formula
Pl If contractor meets target cost, it will receive target fee

Pl If contractor is below target cost, it will receive upward adjustment in profit or
fee

Bl If contractor is above target cost, it will result in downward adjustment in
profit or fee

¥ Performance incentives

Bl Designed to relate profit or fee to results achieved by contractor
(e.g., a missile range, aircraft speed, engine thrust)

¥ Delivery incentives

Bl Used when improvement from delivery schedule is a significant
government objective
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Incentive Contracts (cont )

¥ Fixed-price incentive contracts

Bl Provides for adjusting profit and establishes final contract price via
formula based on total negotiated cost to total target cost

¥ Two types:

Bl Firm target

¥ Specifies target cost, target profit, price ceiling, and profit formula, all
negotiated at the outset

Pl Successive targets
¥ Initial cost and profit objectives
¥ At later production point, parties negotiate the firm target cost

¥ Used when available cost or pricing information is not sufficient to permit
negotiation of target cost and profit before award, but belief that reliable

information will become available to permit further negotiations
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Incentive Contracts (cont )

¥ Cost-plus-incentive-fee contracts

Bl Used for services or development and test programs when target
cost and fee adjustment formula can be negotiated that are likely to
motivate the contractor to manage effectively

Bl Contract specifies:

¥ Target cost, target fee, minimum and maximum fees, fee adjustment

formula
Bl After contract performance, contractor ‘s fee is determined by fee
adjustment formula

¥ Contractor may receive increase in fee above target fee when total
allowable costs are less than target costs

¥ Contractor may receive decrease in fee below target fee when total
allowable costs exceed target costs

¥ When total allowable costs are within fee-adjustment range, contractor
receives total allowable costs plus minimum or maximum fee



Award Fee Contracting

¥ Basic concept of award fee (or performance based)
contracting: provide the contractor the abllity to
earn a bonus or |fee zbased on exemplary

performance
Bl Theory behind award fee contracting: encourages (and
rewards) superior performance resulting in a better

product for the Government and more profit for the
contractor

¥ Types of contracts to use award fee? Services
(Including R&D), supplies, or any type of contract
where the risk makes it feasible and effective



Atwm:ylnny

Types of AF Contracts

¥ Cost Plus Award Fee (ICPAF 2: estimated cost
and award fee amount based on periodic
evaluations

Pl Award fee determination made unilaterally by the
Government

¥ Fixed-price Award Fee (FP-AF): not as common.
Fixed price (including all estimated costs and profit)
IS established at contract award plus an additional,
separate award fee amount

Pl Generally, Award fee earned for performance beyond
that required
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CPAF Basics

¥ Award fee pool is negotiated and included in the
contract

Pl May include award fee and base fee

¥ Base fee = fixed amount the contractor earns for satisfactory
performance

¥ The award fee earned is determined by the
Government s assessment of the contractor s
performance in relation to the criteria set forth in the
contract

Pl Contractor can comment on award fee evaluation and
determination, but cannot dispute the score or award

Pl Contractor can earn all or none of the award fee pool
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CPAF Structure

¥ Award Fee Plan : sets forth the evaluation criteria against
which the Government evaluates the contractor 's
performance. Includes requirements, methodology for

determining award fee, method for implementing changes,
etc.

¥ Award fee monitors reporting to the Award fee evaluation
board (IAFEB 2 reporting to the Award fee determination
official (IAFDO 2

Pl AFDO: establishes the AFEB, approves changes to the evaluation
plan, makes the determination, etc.

Bl AFEB: reviews the monitor evaluations, submits report to the AFDO,
recommends appropriate changes in Award fee plan, etc.

Bl Award fee monitors: monitor daily performance, recommend
changes to Award fee plan, etc.
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Award Fee Determination
Challenges

¥ Award granted by AFDO can be changed by a Court or BCA
If the Government ‘s decisions were larbitrary and

capricious z(i.e., willful or unreasonable action without
regard to law or facts)
Pl Failure to assign/identify Award fee evaluation monitors as required

Pl Failure to apply the metrics of the Award fee plan. (e.g., emphasizing
areas that are not in, or are not emphasized by, the Award fee plan b
e.g., technical v. management v. schedule)

Pl Failure to adjust/modify the plan as required

B Failure to document the AFEB s determinations to sufficiently
support the Award fee determination
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IWin-Win zPossible For Govt and Industry

Benefit to Government

The Win-Win Paradigm

Timely, high quality
products

DR
Affordable programs an4d_
realistic budgets

Future availability of
systems and capabilities

Mission Success
Program Execution

Industrial Base

Continuing U.S. superigey Pushing The Envelope

|
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Contractor Drivers

Positioning for follow-on
business: financial incentiy

Y

Financial incentives to per

1

good cash flow

Attractive shareholder ret
enable continuing investmy

Allocation of company fun

(

technology and risk reduct

¥ IWin-Win zachieved through commitment and hard work

on both sides

Pl Effective communication and collaboration enable
tough challenges to be overcome

PIWe must work together to execute successfully

We have a common: objective. Deliver promised

performance. an tilme .ana.on cost



Observation: Some positive results

¥ Performance incentives aligned with critical activities and outcome

Bl Hybrid incentives structures that use technical, schedule and/or cost
incentives, as appropriate, with fixed and subjective pools

Bl Incentives based on OBJECTIVE performance outcomes

1

i

¥ Recognition that cost, schedule and technical objectives must be
balanced to achieve appropriate motivation

Bl In a funding (or schedule or requirements or combo) constrained
environment, joint govt-industry team focus on prudent decision making
and risk sharing is critical

¥ Empower and motivate the contractor
Pl With substantial fee at risk, contractor must act quickly and proactively

Pl Fixed fee or base fee, coupled with cash flow from incentive provisional
payments, maintains minimal industrial base health and profitability

¥ USG retains feedback mechanism for near-term performance focus

Pl Judicious use of subjective award fee pools
NORTHHROP GRUMMAN
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Example B Hybrid Fee Structure

8/
' Fixed Fee

Objective Incentive:
Cost Incentive
Schedule Incentive
Technical Incentive

Subjective Incentive:
Award Fee

Total Opportunity:

s System Development Contract B CPFF/IF/AF

3.0%
2.9%
3.5%
3.0%

1.5%

13.5%

NORTIHROP GRUMMMAN
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Observation: Some negative or unintended results

¥ Unbalanced risk b reward equation; risk shifted to contractor! .
4 Pl Expectation of perfection at each incremental step along the way
v Pl Incentives are almost always Ipenalties z

' ¥ !. while working to development and deliver complex systems
Pl Unanticipated technical and schedule problems will be encountered
Pl Govt integrated in decision making, oversight, and execution success

¥ Unbalanced risk b reward equation can have negative consequences
Pl Govt and contractor objectives not aligned
Bl Creates adversarial and win/lose relationships
Bl Focus on long-term mission objective is overtaken by short-term focus

¥ Space Industry has unigue characteristics b a penalty laden approach
to incentives will have lingering negative impacts to the industrial base

Pl Ability to attract investments for capital improvements
Pl Ability to attract and retain skilled and world-class employees

NORTIHROP GRUMMMAN
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Observation: Don 't lose the balance in the risk-
reward equation

¥ Use lupside zincentives
Pl Challenge performance and balance Idownside zincentives

Continue to use a hybrid set of various fee incentives tailored to
specific procurement

Bl Clear objective criteria, measurable, defined in advance
Pl Subjective award fee used for |feedback zand course correction
Pl Keep it understandable so it can be communicated

,«ﬂ

the long term performance view is maintained

¥
¥ Retain judicious and discretionary use of fee rollover, to ensure that
Pl Contractor has ability to recover from short term problems

¥

Recognize industry cash flow needs b provisional fee payments;
payback provision if criteria not attained

NORTIHROP GRUMMMAN
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¥ Existing Higher Tier Governing Policy & Procedures
Bl 2007 and 2008 Defense Appropriations Acts
¥ Instructs that use of award fee must be linked to defined acquisition outcomes

¥ No award fee to be paid for contractor performance not meeting basic
requirements

¥ Instructs for specific policy direction as to when rollover provisions are
permissible

¥ Provides for the creation of a mechanism to share award fee strategies

B DFARS 216.405 (Allowance of provisional award fee payments)

Bl Department of the Air Force Award Fee Guide (March 2002)

B AFFARS 5316.405-2 (HCA is FDO - may designate on individual or class contract
basis)

B AFSPC FARS 5316.405-9502 ( For Other Contracting actions under $100M, FDO
authority is designated to the Center Commander with the authority to redesignate.)




Pertinent Existing Policy

B GAO Report (06-66) Dated Dec 05

¥ Seven Recommendations
Bl Move toward outcome based award fee criteria that are both achievable

and promote accountability for acquisition outcomes
B Only pay award fee for satisfactory performance
Bl DOD leadership oversight on use of Award Fee
Bl Issue Rollover guidance
Bl Develop award fee database

Bl Develop performance measures to evaluate effectiveness

Bl Develop mechanism to share lessons on proven incentive strategies for
acquisition of goods & services across the DOD

B USD AT&L Memo (29 Mar 2006)
¥ Limited use of rollover provision imposed (rationale & documentation
required)
¥ Award fee must commensurate with contractor performance

¥ Establishment of DoD Award & Incentive Fee Community of Practice
(CoP)



¥ Existing Higher Tier Governing Policy & Procedures
B SECAF Memo (04 Apr 2006)
¥ Recognized that no lone size fits all z
¥ Emphasis on objectively verifiable criteria

¥ Suggested the use of base fee as well as objective (performance related)
criteria in Award fee contracts

B DPAP Memos (24 Apr 2007) (2)
¥ Use objective criteria whenever possible
¥ Established the rating system for contractor performance

¥ Encouraged the use of multiple incentive contracts where both objective
and subjective criteria exists

¥ Established semi-annual reporting of incentives paid for contracts > $50M
B SAF/AQ Memos (15 June 2007) (2)

¥ Use of CPAF (only) should be rare

¥ Requires use of base fee if the contract is pure CPAF

¥ Enables HCA delegation of D&F authority to SCCO to use CPAF
contracts in absence of objective criteria

Pertinent Existing Policy
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¥ Over the past decade, Air Force and SMC policy has evolved, resulting
in various issuances regarding:
B AFRB Composition & designations
B Standardizing the briefing process
Bl Expediting award fee payments

¥ Recent policy refinements by the Air Force leadership requires some
adjustments to Award Fee practices

¥ Primary initiatives of the SMC Leadership:
B Develop and maintain consistency in our policies & processes
B Achieve thoroughness of briefings to the FDO



Process Efficiencies
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¥ The SMC/AFSO 21 Project Team tasks:

Bl (a) Assess inefficiencies
Bl (b) Decrease process timelines

¥ Findings -- Award fee determination and obligation process is too long
Bl Programs have been waiting until the end of period to start

Bl Exceeds the 60 day goal in SAF/AQC Guide

Bl Average time from end of award fee period to FDO letter was 58 days, with

an additional 23 days after that before the award fee mod was awarded
(total of 81 days)

B AFRB & FDO briefings are not planned/scheduled in advance!



Process Efficiencies (cont.
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¥ AFSO 21 Team recommendations for shortening process
timelines:

B Enforce SMC goal of 30 day turnaround (SMC/CC memo
Jul 2000)

B Teams must accomplish as much as can be done before the end of
period

¥ No later than midterm feedback, Program Manager scheduls
AFRB & FDO briefings

B FDO briefing should be held within 10 working days after end of
period



AFRB Composition

¥ Pursuant to Air Force Award Fee Guide (Mar 02),
mandatory members are:
Bl AFRB Chair (voting member)
Bl Contracting Officer (voting member)
Bl Recorder (non-voting)

¥ SMC/CC prior guidance & practice has highly favored the inclusion of
SMC/PK & SMC/JA as voting members (SMC/CC memo Feb99)

¥ Arguments have been made for and against the inclusion of the user/
customer on the Board

¥ Due to unigue composition of the wings/groups and each program, there
needs to be flexibility yet consistency in the Boardore members



AFRB Comp_sition cont
I

! Core membership for all AFRBs:
1.! AFRB Chairperson
2.I' Contracting Officer
3. Recorder*
4.! Program Manager (if not acting as Chairperson)
5. Wing/Group Director of Contracting /Deputy

%! Add 1 members when FDO is at the Command Section level:
1.!'  Wing/Group Senior Engineer
2.  Wing/Group Program Control Chief/Deputy

OR 1.! Program Attorney Advisor

! Add 1 members when FDO is at Wing/Group level: | 2! Program Control Chief/Deputy

. . o 3.! Director of Logistics

| Members from optional representation pool = | 4.1 Director of Configuration & Data
5.1 Senior Engineer

*Non-voting member 6.! DCMA Representative***
**At the wing or group s discretion & shall be established in respective award fee plans 7.1 User/Customer

***PCMA inclusion as a voting member is highly encouraged




Expedited Obligation of Award Fees

¥ 17 Jul 2000 SMC/CC Policy requiring same day turnaround
for AF mod re-examined for revalidation
B Same day was translated to within one business day
B PCOs/Buyers prepared modification shell in advance of FDO session
B Policy disuse attributed to turnover

Bl Appeared to be effective in streamlining payments and expenditure
rate

Bl Possible exception--when Upward Obligation Authority (UOA)
needed

B SMC AFSO 21 Project Team and SMC/PK determined that this
goal is feasible
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¥  The new policy:
B Adoptstandardized briefing template -- universal application -- all SMC FDO
briefings
B Mandate a SMGtandard of 30 days from end of period to issuance of award fee
obligating mod. Entails:
¥ Program team#ork as much as possibie advance of end of period

¥ Performance Monitors submit alRRttlogram Managers review evaluative
comments no later than (NLT) monthly

¥ NLT mid award fee ternPM pre-schedules AFRB and FDO briefings to
follow end of period as closely as possible
B Direct:
¥ Universal SMC core AFRB membership,
¥ Required add 1 members when FDO is SMC/CC/CV/CD,
¥ Additional members for consideration by FDO when lower than CC/CV/CD
¥ Expectedhttendance at FDO session for MDAPs and Major Systems

B Employstandard construct for invitational Contractor presentation or attendance
at AFRB and FDO sessions

Bl Reset SMC goalssue modification w/in 1 business day of FDO decision signature.
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¥ SMC Incentive Guide
B Issued Mar 07
Bl Space Systems Acquisition
B Evolutionary/Block Strategy

B Provides Strategy for Phases of Development
¥ Dr. Sega Model

B S&T, Technology Development, Engineering Development ,
Production

B Incorporates latest Policy on Incentives
B Living Document
B Annexes contain Lessons Learned & Best Practices



¥ Incentives Course
Bl Based upon Incentives Guide

B Three Sections

¥ Incentives Policy B One day
¥ Award Fee Process b Half day
¥ Case Study D Half day

B Course Developed Nov 08
B Final Dry Run to Industry Partners Feb 09
B DAU/SMC Oriented toward inexperienced workforce



