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CONTRACTOR PERFORMANCE INCENTIVES

OBJECTIVES:


a.  Explain the application of incentive contracts


b.  Discuss other incentive program arrangements


c.  Discuss past performance information

5.0 Why use incentives in writing Performance-Based Service Contracts?

We as taxpayers and government employees, are motivated to get the “best bang for the buck” when using contracts as vehicles for accomplishing our mission.  Contractors are motivated to stay in business and make a profit.  We need to seek the best ways to incentivize our contractors to compete for our business in order that we get the best value service provider, motivated to perform under the best business arrangement, for each requirement.  Together, the principles of performance-based contracting and our best value source selection procedures lead us to the desired results.  PBSC principles include defining our requirement in terms of outcomes desired and measurable performance standards upon which we base our quality assurance approach. The better we are at focusing on measurable outcomes, the better we will be at developing clear and effective performance incentives.

What is the role of the BRAG in developing incentives?

AFI 63-124 identifies a key support role for any BRAG as encouraging the use of   incentives to invigorate contractor performance.  BRAGs should use incentives that result in higher levels of contractor performance that are consistent with economic efficiency.  Incentives should be considered for every acquisition as early as possible in the planning stages.  They are an inherent part of our acquisition strategy and should be consistent with (or build on) performance objectives (outcomes) and thresholds (standards).  AFI 63-124 specifically states, “Members of the BRAG will encourage the use of incentives (including non-monetary incentives) and consider implementing partnering.”

5.1 Application of Incentives

What are the different types of incentives?

There are endless possibilities for the actual incentives used as an engine for contractor performance.  However, some general classifications can be made.  Incentives may be considered monetary or non-monetary, positive or negative.  No matter the final composition of the incentives used, incentives should encourage better quality performance where appropriate and discourage inefficiency.  To be effective, the incentive must be realistic in terms of contractor performance and controllable by the 

contractor. The incentive should be consistent with the effort or cost to achieve the desired outcome.  A contractor won’t spend a dime to earn a nickel and stay in business.  Like all other aspects of the contract, the incentives must be clearly communicated.  Part of this communication is to define the incentives so that they are measurable.  If we don’t communicate clearly our expectations to the contractor and how well the contractor must perform to achieve the incentive, the incentive will have at best, only a random chance of achieving our desired outcome.  An “I’ll know it when I see it” approach is NOT an incentive.

Where can I find additional information on incentives?

The Office of Federal Procurement Policy (OFPP) Guide on Performance-Based Service Contracting, accessible at www.arnet.gov/BestP/PPBSC.html, is a good reference for anyone involved in government service contracts.  Some points from its discussion on incentives are as follows.

· Ensure incentives reflect both the value to the government and a meaningful incentive to the contractor.  They should correlate with results.

· Incentives should be challenging, yet reasonably attainable.

· Where negative incentives are used, the deduction should represent the value of service lost based on a reasonable estimate of the cost it would have taken to perform.  

· It is important to verify the effectiveness of incentives used.

· Past performance “report cards” should reflect actual performance and be used for future evaluations for award.  A powerful incentive of excellence and customer satisfaction is created when contractors know their performance will influence future award decisions.

What are the different categories of incentives?

Another general way to look at types of incentives is to categorize them in terms of cost, performance, schedule, award fee, and future business.

Cost incentives.  Incentives for controlling costs must always be a factor in an incentive arrangement.  Contract type and negotiated price or fee in cost-type contracts establishes these incentive arrangements.  Various contract types are discussed in more detail later in this chapter.

Performance incentives.  These incentives may be considered in connection with specific product characteristics or other specific elements of the contractor's 

performance. These incentives should be designed to relate profit or fee to results achieved by the contractor, compared with specified targets.  For services such as maintenance of equipment, these characteristics may include mean time between failure (MTBF); mean time to repair or system availability rates (in-commission rates).  Regardless of the measure, performance incentives must be quantified and a reasonable range, (high-target-low), established.  The FAR points out that:

· Technical performance incentives may be particularly appropriate in major systems contracts, both in development and in production (if improved performance is attainable and highly desirable to the Government).

· Performance tests and/or assessments of work performance are generally essential in order to determine the degree of attainment of performance targets.

· Because performance incentives present complex problems in contract administration, the contracting officer should negotiate them in full coordination with Government engineering and pricing specialists.

Schedule incentives.  Schedule incentives should be considered when improvement from a required delivery schedule is a significant Government objective. Schedule incentives can be defined in terms of the calendar (days, months) or in terms of milestone attainment.

Award Fee incentives.  An award fee incentive may be used with both fixed price and cost reimbursement type contracts.  Award fee is different from other incentive types because it is based on subjective rather than objective evaluation criteria and the Government unilaterally determines the amount of fee earned.  Other incentive types are distributed strictly in accordance with the formula (share ratio) established during negotiations.

· Quality assurance personnel documentation of contractor performance provides the groundwork for award fee.  When award fee incentives are based on exceeding performance standards, objective quality evidence is essential. 

· Award fee ratings must be supported by documented findings of the evaluation/assessment personnel--both positive and negative.

Future business.  Using contractors’ past performance information when determining whether to exercise options for additional work or periods of performance and when awarding new contracts using best value criteria is a strong incentive for contractors to ensure current performance is satisfactory or better.  Documentation of poor performance may be the sole reason for a contractor not receiving award of future contracts.  Communicating how well the contractor is performing while he is performing is the fastest way to motivate the contractor to improve performance or to reinforce exceptional performance.   Incentive fee ratings should match the past performance information.  There should be no unexplained inconsistencies between the two.  The integrity of the quality assurance and past performance evaluation and its documentation of contractor performance is essential in incentivizing contractor performance.    

5.2 Contract Types

What is contract type?

Contract type is the agreement on the level of responsibility a contractor will assume for the costs of contract performance.  Under a Firm Fixed Price contract, the contractor bears the cost risk.  In other words, each dollar spent performing the contract translates directly to a dollar of profit lost.  Under a cost reimbursement type contract, the government bears the cost risk as the contractor is paid all his allowable, allocable and reasonable costs incurred for his effort.  Contract type also provides the amount and nature of profit offered to the contractor for achieving or exceeding specified standards on government contracts.  The choice of which type depends largely on how well you can define and quantify your requirement. You may use any contract type alone or in combination with other contract types.  The one contract type expressly prohibited in government contracting is cost-plus-percentage-of-cost.  In other words, you can’t use a contract type that provides incentive for the contractor to increase costs by increasing profit proportionately to cost.  We want the contractor to be efficient, not encourage inefficiencies and increased costs.  

How do you decide which contract type is right?

Chose contract types most likely to motivate contractors to perform at optimal levels. To the maximum extent practicable performance incentives, either positive, negative or both shall be incorporated into the contract to encourage contractors to increase efficiency and maximize performance. These incentives shall correspond to the specific performance standards in the quality assurance surveillance plan and shall be capable of being measured objectively. Fixed-price contracts are generally appropriate for services that can be defined objectively and for which the risk of performance is manageable.

Selecting the contract type requires the exercise of sound judgment. When using competitive proposals contracting type is a matter for negotiation.  Negotiating/determining the contract type and determining a pricing structure are closely related and should be considered together. The objective is to select a contract type and price (or estimated cost and fee) that will result in reasonable contractor risk and provide the contractor with the greatest incentive for efficient and economical performance. 

A firm-fixed-price contract, which best utilizes the basic profit motive of business enterprise, shall be used when the risk involved is minimal or can be predicted with an acceptable degree of certainty. However, when a reasonable basis for firm pricing does not exist, other contract types should be considered, and negotiations should be directed toward selecting a contract type (or combination of types) that will appropriately tie profit to contractor performance. 

There are many factors that the contracting officer should consider in selecting and negotiating the contract type. They include the following: extent of price competition, confidence in the realism of the price of the service, type and complexity of the requirement, urgency of the requirement, period of performance of the contract, the contractor’s technical capability and financial responsibility, the impact of other contracts on the instant contract, the extent and nature of subcontracting, the adequacy of the contractor’s accounting system and the acquisition history of the service to be provided.

What is the difference between profit and fee?

Both profit and fee are monetary incentives.  However, the term profit is normally reserved for firm-fixed-price type contracts and fee for cost-reimbursement type contracts.  Fee and profit do not translate directly.  Profit relates to the amount of money the contractor earns after all costs of performance.  Therefore, profit can be negative (loss).  Under a cost-reimbursement type contract, the fee is the monetary incentive above and beyond costs paid by the government.  Keep in mind, however, that the fee may not be free and clear as the contractor may have incurred costs that were unallowable, non-allocable or unreasonable. 

What are the choices and why is one better than another?

The contract types are grouped into two broad categories: fixed-price contracts and cost-reimbursement contracts. The specific contract types range from firm-fixed-price, in which the contractor has full responsibility for the performance costs and resulting profit (or loss), to cost-plus-fixed-fee, in which the contractor has minimal responsibility for the performance costs and the negotiated fee (profit) is fixed. In between are the various incentive contracts, in which the contractor's responsibility for the performance costs and the profit or fee incentives offered are tailored to the uncertainties involved in contract performance. 
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Contract type may be viewed as a continuum between fixed price and cost type contracts.  The contracting officer is responsible for determining the appropriate contract type for the specific requirement.  The most common contract types used in operational contracting are discussed below so you can see how the profit incentive can be structured in various ways.  Again it is important to remember how well we achieve the principles of performance-based contracting will in large part determine the contract type we should use.  The further we are to the left (fixed-price) end of this continuum the better, because that gives the government the least cost risk.  The more complex and government unique the requirement, the more risk the government must assume and the further we move to the right of the continuum.  The time, effort and resources it takes the government to administer the contract also increase as we move from the left (fixed-price) to the right (cost reimbursement).  The contractor’s obligation to perform also shifts with the continuum.  In fixed-price type contracts the contractor is obligated to complete performance regardless of cost.  In cost-reimbursement type contracts the contractor is required to perform his best effort up to the amount of funds obligated on the contract. Keep the continuum in perspective by remembering these contract types cover relatively simple buys for commercial items to acquisition of major weapons systems.  Use the best type for the circumstances.

What are the different types of fixed price contracts?

Firm–Fixed-Price (FFP).  A firm-fixed-price contract provides for a price that is not subject to any adjustment on the basis of the contractor's actual cost experience in performing the contract. This contract type places maximum risk and full responsibility for all costs and resulting profit or loss on the contractor. It provides maximum incentive for the contractor to control costs and perform effectively and imposes a minimum administrative burden upon the contracting parties. As the government, we prefer to place the maximum risk suitable to the requirement on the contractor, therefore, a firm-fixed-price is the preferred contract type.  Contracts for commercial items or services must be firm-fixed-price or fixed-price with economic price adjustment.  That makes sense because the commercial market place ensures the price is reasonable through competition.  In the commercial marketplace, businesses that do not perform or who don’t have competitive prices don’t last; they go out of business.    Customers who purchase commercial services decide on a price.  They do not analyze the individual costs that make up the price.  For example, if you want to purchase commercial lawn care services, you are likely to compare prices of several lawn care companies in your area.  Once you decide whom you want to provide lawn care services, you agree to pay the price that contractor established for customers like you.   Even if you negotiate a discount for the service, your agreement is to pay a set price for a specific service. You wouldn’t research the cost of labor and fringe benefits, workman’s compensation insurance, the cost of lawn mowers and other equipment, cost of fertilizer and other supplies, liability insurance, taxes, the cost and proportion of management salaries, office expenses, etc.  Those costs go into the contractor’s determination of price, but as a commercial customer, you are not interested in nor do you have visibility into these details.  By deciding on a price, the contractor can increase his profit by being more efficient or lose profit and even suffer a loss if actual costs to perform exceed his price.  If, for instance, the cost of fertilizer goes up before the contractor buys it to apply to your lawn, the cost risk is his.  Once the price has been agreed to and a contract signed, the actual costs are born by the contractor.  Performance-based service contracts that are firm-fixed price provide the maximum performance and cost risk for the contractor, but also the maximum profit incentive.  This is because the price is typically set based on reasonable expectations of cost plus profit.  If the contractor becomes more efficient and reduces his overall costs, the efficiencies translate to increased profits.  

Fixed-Price with Economic Price Adjustment (FPEPA).  FPEPA is a variation of a firm-fixed-price contract type.  It is used when there are unstable market or labor conditions that would cause offerors to include significant costs in their price to cover contingencies.  It is similar to a firm-fixed-price contract but contains a clause that allows upward (with ceiling) and downward adjustment of price based on actual cost of specific contingencies.  This contract type was used frequently when gasoline prices were so volatile in the 1980s.  It reduces the cost risk for the contractor and keeps the price in line with actual market conditions. Market research done by the BRAG should uncover conditions that would make this contract type more appropriate than other types.  The longer the period of the contract, the more likely an EPA provision might be appropriate.  For example, back in the late 1980s when fuel prices were so volatile, a city utility entered into a contract for coal.  They thought they had saved a lot of money by negotiating a firm-fixed-price per ton for the next 15 years.  However, the market price of coal went down significantly in the 1990s, so the city is paying more for coal than the market price.  Fixed-price with EPA is preferred over any cost reimbursement type contract.  Cost reimbursement-type contracts require more administration to track contingencies and modify the contract to adjust the price than the firm-fixed price contract type.

Fixed-Price-Incentive (FPI).  FPI is a fixed-price contract type that provides for adjusting profit and establishing the final contract price by a formula based on the relationship of final negotiated total cost to total target cost.  This is a more complex contract type that requires visibility of actual costs, so the contractor must have an acceptable accounting system.  The elements that must be negotiated are: target cost, target profit, ceiling price and a formula for sharing cost risk above and below the targets.  It becomes a firm-fixed-price contract at the point where actual costs plus earned profit equal the ceiling price (Point of Total Assumption).   It is used when technical and cost uncertainties are too great for the use of a firm-fixed-price but a reasonable estimate (target cost) and ceiling price can be determined.  As with other fixed-price type contracts, the contractor must complete the requirement regardless of actual cost.  In service contracts this contract type might be used for operation and maintenance of an established weapon system.  

Fixed price contracts with award fees.  Award fee provisions may be used in fixed-price contracts when the government wishes to motivate a contractor and other incentives cannot be used because contractor performance cannot be measured objectively.  Such contracts shall establish a fixed fee for the effort, which will be paid for satisfactory performance.  Award fee earned (if any) will be paid in addition to that fixed price.  When an award fee is used the contract must provide for periodic evaluation of the contractor’s performance against an award fee plan.

What are cost reimbursement contracts?

Cost reimbursement contracts are at the other end of the continuum of contract types.  They place the cost risk on the government and are least preferred.  In a cost reimbursement contract, the government pays the contractor for all allowable and allocable costs the contractor incurs in performing the contract.  The costs must also meet a general test of reasonableness.  Allowable costs are those costs that are not prohibited under FAR Part 31 or the cost principles, even if it is considered a cost of doing business, e.g. advertising costs.  A cost must also be allocable, that is, the contractor must have an accounting system that allows costs to be severed and allocated among contracts.  By reasonable, we mean, "what a prudent person would pay in the course of conducting a business for profit.”  Once the contractor has spent an amount equal to the dollars obligated on the contract, he is not required to continue performing and does so at his own risk.  Therefore, this contract type does not guarantee an outcome, but simply requires the contractor’s best effort until the amount of money obligated on the contract has been spent.  It is obvious this contract type doesn’t provide as much incentive to control costs as a fixed-price type contract.  Fixed-price contracts must be ruled out as not appropriate for a requirement before cost type contracts can be considered.  The government has an additional administrative burden to administer a cost type contract.  Cost type contracts require appropriate surveillance to ensure effective performance and efficient cost controls are used.   So cost contracts are not preferred but are appropriate when we cannot describe our requirement with certainty.  Cost type contracts are suitable for use on complex service contracts.  In operational contracting they are more typically used in combination with other contract types.  For instance, if your requirement is for on-going maintenance of government equipment, you might want a cost reimbursement 

contract line item number (CLIN) for the contractor to purchase replacement parts and supplies.  In this example, the contractor’s effort to purchase the replacement parts would 

be in the services CLINs and cost-reimbursement would be for the actual cost of parts and supplies. 

What are the different types of cost reimbursement contracts?

Cost-plus-fixed-fee (CPFF).  CPFF is a cost-reimbursement contract with a specific dollar amount established at contract award that will be paid to the contractor regardless of actual cost of performance whether or not the contractor produces the desired outcome or simply exhausts the dollars obligated to the contract. It is different from cost-plus-percentage-of-cost because the contractor will get paid the same fee whether the actual costs incurred are more or less than the estimated costs.   Obviously cost-plus-fixed-fee contracts don’t provide much incentive for contractors to control costs.  It is the least preferred contract type because the government bears the cost risk and there is little incentive to control costs.  You would use this contract type when no other is appropriate and when you can’t define or quantify the requirement.  An example might be that you need a contractor to dig a well in the Sahara Desert, but you don’t know where you’ll find water.  You only have $100K and contractors want their costs covered plus a guaranteed fee of $10K to mobilize their equipment for a week.  You agree to pay actual costs up to $90K plus pay a fee of $10K as long as the contractor tries to find water.  If the contractor starts digging and finds water within 20 feet and his costs are only $40K, you would pay him $50K for digging the well on a cost-plus-fixed-fee basis.  If the contractor doesn’t reach water before his costs reach $90K, you would pay $100K and still not have water.

Cost-plus-incentive-fee (CPIF).  A CPIF contract is a cost-reimbursement contract that provides for an initially negotiated fee to be adjusted later by a formula based on the relationship of total allowable costs to total target costs. It is similar to a fixed-price-incentive-fee in that it provides for a sharing of the cost risk.  However, there is no ceiling price so the cost risk is never fully shifted to the contractor, and the incentive is only effective over the range of costs that fall within the formula for adjusting fee.  The elements negotiated in this cost-reimbursement contract type are target cost and target fee, a maximum and a minimum fee and a formula for sharing the risk of cost outcomes above or below the target cost.  So if the actual costs exceed the target cost, the contractor’s fee will be reduced proportionately to as low as the minimum fee.  If the contractor’s actual costs are less than the target cost, the contractor’s fee will be increased proportionately to as high as the maximum fee.  This arrangement provides incentive for the contractor to control costs so it is preferred over the cost-plus-fixed-fee contract type when the requirement is such that the contractor has some latitude to manage more effectively.  We have successfully used this contract type for operations and maintenance of satellite ground stations around the world.  The changing mission, with associated equipment modifications and worldwide locations, presents significant cost uncertainty.  

However, since the system has been operated and maintained by contractors for many years, it is possible to estimate a realistic target cost and fee as well as a share ratio for adjusting fee when actual costs are less or more than the target.  In this example, the contractor’s contractual right to increase their fee for underruns is conditioned on meeting a minimum operational availability rate.  This contract also has an award-fee portion to provide an incentive for other performance factors than cannot be objectively measured.

Cost-plus-award-fee (CPAF).  A CPAF contract is a cost-reimbursement contract that provides for a fee consisting of (a) a base amount (which may be zero) fixed at inception of the contract and (b) an award amount, based upon a judgmental evaluation by the Government, sufficient to provide motivation for excellence in contract performance. The contractor may earn the award fee in whole or in part during performance for excellence in such areas as quality, timeliness, technical ingenuity, and cost-effective management. 

When a base fee of zero is used the entire fee is included in the pool against which specific evaluation criteria are applied, therefore allowing for some amount of the award fee to be given for “satisfactory” performance.  When the base fee amount is not zero the contractor receives the base fee for “satisfactory” performance and some or the entire award fee for better than “satisfactory” performance.  The base fee plus the award fee is the effective (total) fee for the contract.

The amount of the award fee to be paid is determined by the Government's judgmental evaluation of the contractor's performance in terms of the criteria stated in the contract. This determination is made unilaterally by the Government. The cost-plus-award-fee contract is suitable for use when objective measures cannot be developed and when we need to motivate the contractor to excellence.  Award fee contracts take a great deal of resources to administer.  A formal process must be established and followed to subjectively evaluate the contractor’s performance.  The objectives, incentives, players and timelines are established by an award fee plan and written to incentivize specific aspects of that particular contract.  The biggest benefit of award fee is communication.  The award fee process forces us to decide what is important before performance begins and communicate that to the contractor.  Communicating what we want allows the contractor to focus his efforts to achieve the desired outcome.  The process gives recurring feedback to the contractor to let him know how well we think he is doing so he can sustain or adjust performance accordingly.  The idea is to reinforce performance characteristics we believe benefit the government and achieve our objectives.  Likewise, we inform the contractor of performance areas that need management attention and improvement.  This process provides checks and balances so that our subjective evaluation is fair.   Award fee monitors, an award review board and a fee determining official must be identified in each award fee plan.

Award fee monitors.  Award fee monitors are responsible for evaluating contractor performance against the award fee criteria in the plan. Normally, the 

quality assurance personnel (QAEs/QAS) assigned to the contract are designated as award fee monitors.  This ensures that quality assurance documentation forms the foundation of award fee documentation, eliminates duplication of effort and ensures consistency in contractor evaluation.  The importance of realistic documentation of contractor performance cannot be overemphasized in any contract, but this is especially true in award fee arrangements.  The unilateral determination of the amount of fee earned is unique to the government.  Currently the FAR and most award fee plans state that determination of award fee by the 

government is not subject to dispute.  In other words, the contractor has no recourse if he doesn’t agree with the determination.  This is why the integrity of the process, backed by documentation of actual performance, is so important. Currently, removal of this language from the FAR is being considered.  It has always been questionable whether the FAR language would stand up in the event the government did not have a sound basis for the award fee determination.  It is imperative that the award fee monitor documents both positive and negative performance and provides the contractor feedback on a continuous basis.  Award fee monitor documentation is periodically submitted to a recorder who consolidates the information for the award review board (ARB).

Award Review Board.  The Award Review Board is typically comprised of personnel higher in the organizational structure who are familiar with the requirement.  Their job is to analyze the information provided by award fee monitors to ensure the recommended rating is supported and consistent with the award fee plan.  They then present the results to the fee determining official (FDO).

Fee Determining Official.  The Fee Determining Official then decides the amount of award fee the contractor earned based on actual performance.  He advises the contractor and contracting officer of the amount.  Since communication is the key to effectiveness, the FDO usually signs a letter or has a meeting with the contractor to provide the basis for his determination, giving both positive and negative feedback so the contractor can focus on improving.  The contracting officer modifies the contract to authorize payment of the FDO’s determined award fee amount.

 You need to read the award fee plan for your contract and understand the award fee philosophy for the contract.  For example, the introduction for a CPAF contract might state that the contractor will receive up to 50 percent of the award fee for meeting SOW requirements and the remaining award fee is earned by exceeding SOW requirements in the areas specified in the evaluation criteria.  For combination contracts and CPAF contracts with base fee, the philosophy may be that an incentive/target/base fee provides profit/fee for satisfactory performance and the award fee is considered a bonus to motivate the contractor to provide optimum performance in critical areas.  For FPAF contracts the philosophy may be that the normal profit is for satisfactory performance and the award fee is considered a bonus to motivate the contractor to provide optimum performance in critical areas.   

Example 1.  A contractor performs vehicle maintenance, but relies on a government operated supply system for parts.  In this example, the contractor has control over vehicles down for maintenance (VDM), but does not control vehicles down for parts (VDP).  The outcome you want is a high vehicle in-commission rate (VOC).  Included in the statement of work is a standard or threshold for vehicles down for maintenance.  However, VDM is only part of your desired outcome.  While the contractor relies on the government for parts, how well the contractor identifies the parts needed for repair and prepares supply requisitions affects the VDP and in turn the vehicle in-commission rate.  In this case, since the contractor’s actions affect, but do not control, VDP and vehicle in-commission rate, the contractor’s effect requires subjective evaluation.  Let’s assume the contractor has a high employee turnover, resulting in inexperienced personnel ordering the wrong parts and an associated decrease in the vehicle in-commission rate.  You could reflect the contractor’s poor personnel management impact on VOC in your award fee recommendation.  In contrast, if the contractor developed a system to verify the right parts were ordered as soon as possible every time, you could reward exceptional performance through the award fee.  This incentive would motivate the contractor to establish a better working relationship with the supply flight instead of using the fact that he does not control supply as an excuse for poor performance

Example 2.  Let’s assume the contractor now performs both vehicle maintenance and supply functions on the contract.  In this case, you could objectively measure his performance for the desired outcome of the vehicle in-commission rate, since he controls all aspects of performance.  If you can determine a realistic vehicle in-commission rate that meets your need, say 80%; you can probably use a firm-fixed-price type contract.  If 80% is realistic given the situation, but increasing the vehicle in-commission rate would clearly benefit your mission, you could use a fixed-price-incentive contract with performance incentives.  For example, you could specify a profit range specifically for achievement of the objective measure of vehicle in-commission rate: 80% = satisfactory (profit is included in the target price), 85% = additional profit of $10K, 90% = additional profit of $12.5K.  As we get better at describing our outcomes with measurable performance standards (thresholds), the more effectively we can use performance incentives.  Of course we must be able to answer the question, “how will quality assurance be accomplished?” before we establish performance incentives.

When would you use a combination of contract types?

Combination Contract Types.  More than one contract type may be used when it results in a more effective incentive arrangement for the particular requirement and the benefits of the incentives outweigh the administrative effort required to properly administer such an arrangement.  For instance, you may have a fixed price contract with a cost reimbursable line item for incidental supplies.  Another combination may involve award 

fee for certain aspects of performance.  Award fee is used with both cost-reimbursement and fixed-price type contracts.  

5.3 Other Performance Incentives

Is money the only way to motivate a contractor?

No, a contractor not only wants to make a profit, but he also wants to stay in business.  A contractor’s reputation is very important to attracting new business.  Opportunities for future awards provide a significant incentive.  The same things that motivate you also motivate the contractor--things like recognition, trust and in some cases, increased responsibility or autonomy.  The following paragraphs discuss how these apply to government contracting.

Contract options.  We can include options in service contracts that add or increase services or extend the period of performance.  Any service contract funded with one-year money, which is intended to continue more than twelve months, has an option or options to extend the period of performance.  For ongoing (recurring) service contracts we typically award a basic year with four one-year options.  This is because we used to have a five year limit on service contracts and because trying to price services for longer than five years is difficult for both the government and the contractor.  

Before we exercise an option, the contracting officer has to determine that the option is the best way for the government to fill its requirement.  The contracting officer works with the requiring activity and quality assurance personnel to make this determination.  The contracting officer will ask:  Does the requirement still exist?  Has the market place changed so that competing the requirement will provide a better method or price?  Are there funds to pay for the option?  Is the contractor’s performance acceptable?  Quality assurance personnel and their documentation of contractor performance provide the answer to the last question.  Now, more than ever, we are making the determination to exercise or not exercise an option based on the incumbent contractor’s past performance.  Since we are using “best value” rather than “low price” to determine contract awards, we are less likely to award to or exercise options with poor performers.  If a contractor is not meeting contract requirements, our surveillance and other administrative efforts increase.  With recent acquisition reform tools it may be much easier to compete the requirement and award to a better performer than to suffer the increased administrative effort.  

Contractors have limited funds to spend on preparing proposals and competing for new business.  Adding options for future business makes a requirement more attractive to 

pursue.  Some contracts are adding more options to encourage competition.    This is particularly effective on contracts that will require a contractor to make capital investments.  For example, at one base they wanted to get out of the business of providing government furnished vehicles.  Vehicles are still required to perform base support services, so they wrote the contract so that the contractor would be responsible for the purchase or lease of vehicles as the government vehicles wore out.  They increased option years from four to eight to make a contractor-provided fleet feasible.  By having the contractor, rather than the government, responsible for vehicles, the Government hopes to motivate the contractor to achieve efficiencies.

Award Term

Some USAF contracting activities are using an award term.  This contract arrangement is awarded for a base period with traditional options for up to five years and an award term contingent on a specified level of performance.  An example would be a three year base period with options for two additional years and an award term of three additional years contingent on contractor performance meeting or exceeding specific objective criteria.

Having options for future business, and communicating to the contractor that the unilateral right of the government to exercise those options will be largely dependent on the contractor’s performance, is a very effective incentive.  It becomes more and more effective as we improve our communication with the contractor throughout the contract period.  Giving the contractor continual feedback on his performance gives us similar benefits as using award fee.  As the contractor understands what we need, he can actually help us improve our statement of work to better reflect our desired outcomes and include measurable performance standards.  The contractor can also help reduce our surveillance by identifying metrics he uses to manage the contract that provide verifiable evidence he is complying with contract requirements.  

Indefinite delivery, indefinite quantity contracts (IDIQ).  Acquisition reform encourages multiple awards of indefinite delivery, indefinite quantity contracts.  These are also called task order contracts because the actual work is awarded when it is needed through orders against the contract.  These task orders describe the specific task or services to be performed.  The intent is to increase competition even when we can’t determine up front exactly when or how many services are needed.  In this situation, we award two or more contracts to different contractors.  Within those contracts we state how we will give each contractor a fair opportunity to be awarded task orders.  The emphasis on using a contractor’s past performance record as an incentive for future awards allows us to stipulate that future task orders will be awarded based on our evaluation of price (or cost) and the contractor’s past performance record.  In this case the contractor knows at the outset that he may not receive any future task orders unless his performance and price represent the best value compared to the other contractors holding similar contracts.  Unless the contractor is a strong performer, it is unlikely he will even spend his limited bid and proposal resources for the initial contract award. Once a contractor has won a multiple award IDIQ contract, he is motivated to provide strong performance and good prices in relation to his competitors.  An example of a multiple award IDIQ would be a competitive service contract for environmental cleanup.  Let’s assume a contract was awarded to each of companies A, B & C.  Each contractor is awarded task orders after competition and evaluation as stated in the contract. 

Companies B & C performance on the task orders are rated exceptional while company A’s performance is rated marginal.  It isn’t likely that company A will be awarded future task orders if the contract bases award on past performance.  This is a strong motivator for performance.  Perform well and you get more work (and more profit!).

Reduced surveillance. 

How does reduced government surveillance motivate the contractor?

No one likes having someone constantly looking over his or her shoulder.  The higher the level and frequency of surveillance, the more obtrusive we seem to the contractor.  We convey that we don’t trust the contractor to perform without big brother watching.  If we don’t trust the contractor, it isn’t likely that we will evaluate him high in past performance.  With a constant presence of government quality assurance personnel, the contractor is less likely to duplicate that effort.  The contractor may wait for us to identify deficiencies before he takes corrective action.  The point is--too much surveillance tends to be a disincentive.  Our ideal situation is one where we have clearly defined our desired outcomes (objectives) and measurable performance standards (thresholds) and hold the contractor responsible for delivering only conforming services.  In addition, we want to tailor our surveillance methods so that we are expending the minimal government resources necessary to ensure we are getting what we are paying for.  When we hold the contractor accountable for delivering only conforming services and find ways to verify performance without a constant presence, the contractor is motivated to find ways to correct the cause of deficiencies so they don’t recur.  When we acknowledge his efforts, we reinforce that behavior and encourage an atmosphere of continual improvement.  Our primary objective is still to ensure we are getting what we are paying for.  Therefore, if the contractor performs poorly, we may need to increase our surveillance until performance improves.  

“Partnering” with the contractor is being successfully applied in private industry and is found more and more in government-contractor relationships.  It increases communication and trust and it focuses both the government and contractor on finding more efficient, mutually beneficial methods to ensure services conform to contract requirements.

AFI 63-124 suggests using contractor metrics as a method of surveillance.  An example would be where you planned to use daily periodic surveillance to ensure the contractor is 

performing maintenance of equipment to produce an operational availability rate of  95%.  Instead of doing direct observation of the individual maintenance tasks, validating contractor metrics may be much more efficient.  For instance, if the contractor tracks the percent of preventive maintenance he has performed early or on time and the government quality assurance personnel can validate by a random check of the contractor’s logs against actual maintenance observed, that is more efficient than observing all preventive maintenance.  It would give us a good indication that the operational availability rate would be achieved without expending as much effort as daily inspection.  The actual operational availability rate would be the final determination of whether the contractor met the contract standard.  This demonstrates why AFI 63-124 encourages partnering, contractor quality control plans and metrics and adjusting surveillance to current contractor performance.  It is more efficient, builds better relationships with the contractor, uses the contractor’s expertise and internal management indicators and motivates the contractor to improve performance.

Another example is to use customer feedback as a method of surveillance rather than 100% or periodic inspection for local area network (LAN) services.  Customers know if they are connected and can use the tools they need on the LAN even if they don’t understand the technical aspects.  If they experience a problem with service it is much more efficient for them to contact the contractor directly than to go through a government quality assurance person.  Most LANs have software that logs in calls and problems and tracks them until they are closed.  Periodic validation of a few log entries is an efficient way of ensuring customer service.  Time thresholds for fixing various problems are also easily verified using the same method.  If the sample used to verify indicates problems in the log, the sample size would have to be increased or some other method of surveillance used.  If the contractor had a long history of being very accurate and responsive, the sample size should be reduced.

5.4 Past Performance Information. 

What is past performance information (PPI)?

Past performance information (PPI) is relevant information regarding a contractor’s actions under previously awarded contracts. Quality assurance personnel documentation of contractors’ past performance is the keystone for PPI.  PPI also includes annual PPI assessments (report cards) and award fee evaluations that are both largely based on QA documentation.  PPI may also include surveys and interviews conducted as a part of a source selection, and any records in the contract file that address contractor performance.  All PPI is “For Official Use Only” and should be so marked.  It should not be released outside the government to anyone other than the contractor to which it pertains.  However, PPI should be no surprise to the contractor to whom it pertains.  

The keys to effective PPI are fairness, openness, and a commitment to using the information as a tool to improve performance. 

How do I collect and maintain PPI?

In this section we’ll talk about the Air Force process for collecting PPI and the quality assurance personnel role in the PPI process.  We’ll also discuss how it should be used to improve performance during the life of a contract.  We already covered how it applies to our decision to exercise options and award task orders.  The DoD Guide to Collection and Use of Past Performance Information is a great resource to understand why PPI is so important to improving government contracts.  The introduction to the guide is quoted below and excerpts pertaining to the services business segment will appear throughout this section.

Confidence in a prospective contractor’s ability to perform satisfactorily is an important factor in making a best value source selection decision.  One method of gaining this confidence is the evaluation of a prospective contractor’s performance on recently completed or ongoing contracts for the same or similar goods or services.  Past Performance Information (PPI) motivates contractors to improve their performance because of the potential use of that information in future source selections.  It is equally useful as a means of communication, providing feedback and additional performance incentives for ongoing contracts.  Excellent past performance also indicates a heightened probability of delivery of high quality products and services, which are on time and within costs.

PPI objectives provide a consistent evaluation methodology to identify and describe the performance of the wide array of DoD contractors and suppliers, including foreign companies, educational and non-profit institutions, and other federal agencies.

PPI may be used with other criteria to:

· Enhance market research

· Help establish the competitive range and make award decisions

· Provide a basis for discussing progress with contractors during contract performance

· Help decide whether to exercise contract options

· Help decide between different vendors on multiple award contracts when awarding task orders

· Aid the development of acquisition strategies

· Recognize good performers

What is the role of QA personnel in PPI?

PPI Collection Process.  The government has always been required to determine whether we are getting the services required before we accept those services.  Acceptance, in turn, allows the contracting officer to approve, and finance to pay the contractor.  The documentation quality assurance personnel create, collect and maintain, as a record of contractor performance on a specific contract is, by definition, PPI.  For ongoing service contracts, QA documentation is done throughout the period of performance.  Government and contractor personnel discuss performance throughout the contract life.  The sooner we identify any performance problems to the contractor the sooner he will be able to take corrective action.  In the event the contractor fails to perform conforming services, our objective is to have the services re-performed correctly as soon as possible.  For effective contract management, we have to communicate with the contractor throughout the life of the contract to achieve the objective.

The quality assurance plan for each contract should determine how to document contractor performance for that contract.  The documentation requirements may be unique to each contract.  In addition to the QA documentation, the BRAG is required to do an annual Contractor Performance Assessment Report, AFMC Form 162A-1, for every service contract valued at or over $1,000,000.  (There are slightly different assessment elements and reporting thresholds for different business sectors, but we will discuss only services here.)  The AFMC Form 162A-1 standardizes PPI collection into a format that can be loaded into and retrieved from a database.  DoD is developing an electronic system so that PPI can be easily shared across the government while protecting this sensitive information.  The form also provides ratings that will give a consistent view of contractor PPI for comparative purposes.  This standardized report is like a report card in that it has standard adjective ratings and evaluation elements: 






Rating

	Evaluation Area
	Unsatisfactory
	Marginal
	Satisfactory
	Very Good
	Exceptional

	Business Relations
	
	
	
	
	

	Management of Key Personnel
	
	
	
	
	

	Schedule
	
	
	
	
	

	Cost Control
	
	
	
	
	

	Quality of Service
	
	
	
	
	


The most important part of the Contractor Performance Assessment Report is the narrative support for the ratings.  This should include specifics on actual performance.  The details should come from the QA documentation and other BRAG members’ knowledge of the contractor’s performance.  The more detailed the narrative is, the more useful it will be to give feedback to the contractor to improve performance on the current contract, and in evaluating a contractor’s PPI record during source selection to make a new award decision.  To be credible for either purpose, the narrative must provide factual details of actual performance to support the ratings given.  Open communication is essential.  Our annual evaluation should not be new information to the contractor.  It should be a summary of what has already been identified.  Once the BRAG completes the AFMC Form 162A-1, it is forwarded to the contractor for review and comment.  In the event the contractor disagrees with the assessment, he has an opportunity to rebut the assessment and provide the reasons why he disagrees.  The contracting officer and BRAG should try to work changes acceptable to both parties and finalize the assessment report.  In the event they can’t reach agreement, a government-reviewing official at a level above 
the contracting officer or program manager will make a final determination.  The contractor is provided a copy of the final report.  The cardinal rule for PPI is that a contractor must be given the opportunity to comment on any adverse PPI.

What is different about the assessment report and my usual documentation of contractor performance?

Evaluation areas or assessment elements and ratings.  The assessment element descriptions (the AFMC form calls them evaluation areas) and rating definitions directed by DoD in the OUSDA(A&T) Memo dated November 20, 1997 are set out below.

Assessment Elements

“QUALITY OF PRODUCT OR SERVICE – Assess the contractor’s conformance to contract requirements, specifications and standards of good workmanship (e.g., commonly accepted technical, professional, environmental, or safety and health standards).”  

Stated in simpler terms, this is how well the contractor performed the contract.  QA documentation should provide the basis for this element.

“SCHEDULE – Assess the timeliness of the contractor against the completion of the contract, task orders, milestones, delivery schedules, administrative requirements (e.g. efforts that contribute to or effect the schedule variance).”  

This element has varying degrees of importance to service contracts.  If there are clear delivery dates or milestones to be met, whether the contractor met, did not meet, or exceeded schedule is clear.  If you are dealing with a contract for ongoing recurring services, the evaluation of this element will probably deal with things such as, “did the 

contractor meet requested dates for submitting proposals for negotiating changes?”  The contracting officer and/or program manager are likely to have the knowledge to evaluate this element.

“COST CONTROL – (Not required for Firm Fixed Price or Firm Fixed Price with Economic Price Adjustment) – Assess the contractor’s effectiveness in forecasting, managing, and controlling contract cost.”

Although not required for firm fixed price contracts, we want the narrative evaluation to convey as much as possible and give credit to superior performers.  If you have a firm fixed price contract where the contractor’s performance was exceptional in helping the government save money by improving processes or submitting value engineering change proposals to benefit the government, you should mention it in the narrative.  The contracting officer or program manager are likely to have the most knowledge of cost control, but other BRAG members may also have significant contributions to evaluating this element.

“BUSINESS RELATIONS – Assess the integration and coordination of all activity needed to execute the contract, specifically the timeliness, completeness and quality of problem identification, corrective action plans, proposal submittals, the contractor’s history of reasonable and cooperative behavior, customer satisfaction, timely award and management of subcontracts, and whether the contractor met small/small disadvantaged and women-owned business participation goals.”

This element covers a lot of subjective areas that were not necessarily covered in QA documentation in the past.  We need to emphasize that both positive and negative performance should be documented.  In the past, we tended to focus on only deficiencies.  We need to shift our focus so that we obtain the information needed to differentiate between exceptional and satisfactory performers, in addition to differences between satisfactory and marginal or unsatisfactory performers.  This is the element that may be the strongest incentive for contractors.  All BRAG members, including QA personnel, should have evaluation inputs to this element.  This element shows why the annual assessment report needs to be a team effort in order to be meaningful.  Each BRAG member is likely to have a slightly different perspective of contractor performance against this element.  The team approach gives each member a better understanding of the total business relationship with the contractor and helps develop a credible assessment.

“MANAGEMENT OF KEY PERSONNEL – Assess the contractor’s performance in selecting, retaining, supporting, and replacing, when necessary, key personnel.”

This is an area we normally discourage QA personnel from focusing on because most of our service contracts are “nonpersonal services”.  When we have a nonpersonal services contract, we are prohibited from taking any action that would imply the government is 

supervising contractor employees.  Evaluating key personnel would violate that prohibition.  So this assessment of how the contractor managed key personnel should focus on management and how management affected performance through their ability to attract and retain qualified personnel.  This element is also a BRAG team effort, but QA documentation will provide the factual basis of how well the contractor performed the services, which should be the focus.  

Three real life examples of narrative assessments are attached.  The names and some details have been omitted so “For Official Use” source selection information is not released.  Please pay particular attention to the notes on what is good and not so good about each example.

Ratings

“Exceptional.  Performance meets contractual requirements and exceeds many to the Government’s benefit.  The contractual performance of the element or sub-element being assessed was accomplished with few minor problems for which corrective actions taken by the contractor were highly effective.

Very Good.  Performance meets contractual requirements and exceeds some to the Government’s benefit.  The contractual performance of the element or sub-element being assessed was accomplished with some minor problems for which corrective actions taken by the contractor were effective.

Satisfactory.  Performance meets contractual requirements.  The contractual performance of the element or sub-element contains some minor problems for which corrective actions taken by the contractor appear or were satisfactory.

Marginal.  Performance does not meet some contractual requirements.  The contractual performance of the element or sub-element being assessed reflects a serious problem for which the contractor has not yet identified corrective actions.  The contractor’s proposed actions appear only marginally effective or were not fully implemented.

Unsatisfactory.  Performance does not meet most contractual requirements and recovery is not likely in a timely manner.  The contractual performance of the element or sub-element contains serious problem(s) for which the contractor’s corrective actions appear or were ineffective.”
Note the rating definitions are basically two aspects of describing or assessing contractor performance.  The first aspect deals with meeting, exceeding or failing to meet contract requirements.  This is nothing new.  The second deals with effectiveness of corrective action taken by the contractor.  Our statistical random sampling surveillance approach under the recently rescinded AFM 64-108 tended to focus on QAE identification of 

deficiencies, not the contractor’s responsibility to ensure conforming services.  The old approach also tended to block meaningful communication between the contractor that is needed for continual improvement. It is important for you to remember to focus on the contractor’s responsibility to identify deficiencies and take lasting corrective action.  You also need to address both aspects as you develop QA documentation during the course of the contract.  That will prepare you for producing a meaningful assessment with factual documentation and it will help you to focus the contractor on his responsibility to ensure he delivers only conforming services by finding the root cause of performance deficiencies and taking lasting corrective action.  

Some key points to remember in completing assessment reports are:

Narrative comments must correlate to the adjectival rating.  If the narrative only gives examples of deficiencies, it doesn’t support a rating of very good or excellent.  If the narrative fails to give details of performance, it doesn’t provide sound support for any rating.

The ratings and narrative need to be consistent with QA documentation and when applicable, award fee determinations.  Note that award fee plans may have different rating schemes from the DoD directed ratings for annual PPI report cards.  Narrative becomes even more important in this instance to ensure the DoD standardized ratings are supported.  The goal is to ensure all performance assessments, award fee determinations, incentive allocations or any other performance measures are evaluated consistently throughout contract performance.

Identifying excellent performers is as important as identifying marginal or unsatisfactory performers.  Fair differentiation will motivate the contractor to improve performance and provide the information needed to make a best value decision on future awards. 

Writing the assessment report is a BRAG team effort.

Contractors must be given an opportunity to comment on and discuss any adverse PPI.  There should be no surprises for the contractor in the annual assessment report.

PPI is “For Official Use Only” and should be protected as source selection information.  Contractors do not want their competitors to have access to their PPI!

Why is PPI so important to QAP?

Using contractor’s past performance information when determining whether to exercise options for additional work or periods of performance and when awarding new contracts 

using best value criteria is a strong incentive for contractors to ensure current performance is satisfactory or better.  Documentation of poor performance may be the sole reason for a contractor not receiving award of future contracts.  Communicating how well the contractor is performing while he is performing is the fastest way to motivate the contractor to improve performance or to reinforce exceptional performance. The integrity of the quality assurance and past performance evaluation and documentation of contractor performance is essential to incentivizing contractor performance. It is essential that QAP document both positive and negative past performance information.

5.5 Incentive Summary.  

We’ve covered the various types of contract incentives and how to apply them.  In summary, here are some of the best practices taken from an article on performance-based incentives by Gregory Garrett that appeared in the February 1995 issue of Contract Management magazine.  Keep in mind they came from an exceptionally large complex program, but regardless what your requirement is, many of them will apply.

- Think creatively.  Creativity is critical to the success of performance-based contracting.

- Avoid rewarding contractors for simply meeting contract requirements.

- Ensure that your performance incentives focus the contractor’s efforts on the desired objectives.  Make sure the contractor understands what is most important to you.

- Make performance incentives challenging yet attainable.

- Ensure that incentives motivate quality control, and that the results of the contractor’s quality control efforts can be measured.

- Recognize that not everything can be objectively measured.  Consider using a combination of objectively measured standards and a subjectively determined award fee.

- Use a combination of positive and negative incentives.

- Make sure that applicable FAR fee limitations are not exceeded.

Remember as a QAPC you are a critical member of the team.  With your help, the BRAG can develop the most effective, efficient incentives to improve contract performance and your mission.  Good luck!

Unit 5

REVIEW QUESTIONS
INSTRUCTIONS FOR QUESTIONS 1 THROUGH 5:  Supply the best answer for each of the following items.

1.  What is the purpose of incentives?

2.  What are the different categories of incentives that may be used?

3.  What is the difference between profit and fee?

4.  How are contract options used as incentives?

5.  How can surveillance be used as an incentive?

INSTRUCTIONS FOR QUESTIONS 6 THROUGH 15:  Determine the correct answer by matching the letter in column two with the answer in column one.  The letter responses can be used once, more than once or not at all.  Column one may have more than one correct answer.

6.   ____ Price is not subject to any adjustment on

        a.  Firm-Fixed Price

the basis of the contractor’s actual cost

b.  Fixed price with EPA

7.   ____ Used when there are unstable market or labor

conditions





        c.  Fixed price incentive

8.   ____ Provides maximum incentive for the
                    d.  Cost-Reimbursement 

contractor to control costs








                    e.  Fixed Price

9.   ____ Places the cost risk on the government 









        f.  Cost-plus-fixed fee

10.  ____ Least preferred contract type









        g.  Cost-plus-award fee

11. ____ Award amount based on a judgmental

evaluation by the government                                        h.  Fixed price award fee

12.  ____ Contract award paid regardless of whether

or not contractor produces desired outcome

13.  ____ Consists of a base amount and an award amount

14.  ____ The two categories of contracts

15. ____ Fixed price paid for satisfactory performance, 

award fee may be earned
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