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PURPOSE

The purpose of this document is to provide guidance in implementing SMC/CC’s contract incentive policy in linking incentives to mission and program success outcomes.  SMC/CC’s letter is provided on page 6, and addresses the following core principles:

· Cost-Plus-Award-Fee (CPAF) contracts, with subjective award fee criteria, will no longer be the preferred incentive approach;

· Cost-Plus-Incentive-Fee (CPIF) contracts, with a potential award fee, are highly encouraged; 

· Incentives need to consider the phase of the acquisition program (National Security Space directive, NSS-03-01), the maturity of the technology and the system or product being developed/acquired (spacecraft, launch vehicle, ground systems, and user equipment);

· Acquisition strategies need to discuss performance, schedule, and cost incentives, and their order of importance to the program; 

· Award fee plans should link fees to mission & program success, achievements, deliverables, and objective results;

· Award fee plans should include both objective/quantitative and subjective award fee criteria; 

· The incentive arrangement needs to ensure the contractor has a stake in the outcome (i.e., no fee will be earned for mission failures, when appropriate); and

· The full range of incentive contract types and features should be considered for new development programs and in managing existing programs.
Guidelines presented in this document need to be considered in developing the incentive strategy; however, each acquisition is unique and the incentive strategy must be modified to fit the specific objectives of each program.  Any examples presented in this guide are only provided for illustrative purposes and must be appropriately tailored for each acquisition.  

BACKGROUND

In its December 2005 report titled “DOD Has Paid Billions in Award and Incentive Fees Regardless of Acquisition Outcomes,” the GAO criticized the DOD for failing to structure and implement award fee contracts in a way that effectively motivates contractors to improve performance and achieve acquisition outcomes.  

In response to the GAO report, on March 29, 2006 the Deputy Under Secretary of Defense for Acquisition and Technology issued a policy memo which provided guidance to the Services on the proper use of award fees.  This memo promulgated new policies on incentive and award fee contracting.  

Based on the GAO report and the policy memo, SMC/CC issued new SMC policy on contract incentives.  He directed all Wing and Group Commanders and their acquisition teams to consider the full range of incentive contract types and features when establishing new development programs and in managing existing programs.  Cost plus award fee (CPAF) type contracts, with subjective award fee criteria, will no longer be the default incentive approach at SMC.  Incentive structures need to consider the products being developed and the stage of acquisition program consistent with the block/incremental acquisition strategy.  

SMC/PK was tasked to lead the initiative to revitalize the contract incentive approach and develop an incentives guide for use by all SMC programs.  This guide starts out with an overview of the basic types of contract incentives and things that need to be considered when establishing incentives.  Then the guide gives more specific guidance on how to effectively apply contract incentives in each acquisition stage.  The guide also contains examples of real life incentive plans that have been used in other acquisition programs.

It should be noted that the Air Force (SAF/AQC) and the DOD are currently updating their respective Award Fee Guides.  While we discuss the appropriate use of Award Fee contracts in this guide, we encourage users of this guide to go to the Air Force and DOD Guides for Award Fee policy and guidance.  Additionally, during the drafting of the guide, a significant change requiring the use of FFP contracts on research and development efforts was passed in the FY07 National Defense Authorization Act (NDAA).  Implementation instructions are in the process of being created.  This highlights the necessity to consult all current policy and instructions when using this guide.
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GENERAL DISCUSSION ON INCENTIVES

INTRODUCTION

The goal of contract incentives is to encourage and motivate optimal performance in areas deemed critical to an acquisition program’s success: cost, schedule, performance and risk.  This is particularly important for space missions because they are a “one strike and you are out” activity.  Thousands of functions can be correctly performed and one mistake can be mission catastrophic.  At SMC, award-fee has been used as the primary incentive approach since the 1990s, but SMC is now looking to use the full range of contract incentives.  Award fee contracts should use a combination of both subjective and objective criteria, and for non-award fee contracts, objective incentives should be developed that incentivize cost, schedule and/or performance as appropriate.

This guide addresses the issues that need to be considered in structuring incentives and provides possible incentives in each of the stages of the acquisition.  In all stages, a carefully considered combination of contract type, cost incentives, performance incentives, schedule incentives, and award fee can motivate the contractor to meet our acquisition objectives.

The Federal Acquisition Regulation (FAR) Subpart 16.4 prescribes policies and procedures for incentive contracts.   It discusses the major types of contract incentives and gives guidance on using multiple incentives in the same contract.  A review of FAR Part 16.4 is not provided in this guide but would be the place to start for personnel wanting to learn the basics of contract incentives.  

TYPES OF INCENTIVES

The foundation of any incentive is the contract type.  It is necessary to use the type of contract that establishes appropriate responsibility, accountability, and risk and reward on the contractor to motivate good performance yet relieves the contractor of excessive risks over which it has no control and that are unpredictable.  In concert with the basic contract type, there are other incentives that need to be carefully considered.

Cost/Financial Incentives
A cost incentive relates profit or fee directly to results achieved by the contractor.

These incentives are normally based on a shared formula between the Government and the contractor (i.e., fixed-price incentive (FPI) or cost plus incentive fee (CPIF) contracts) or the payment of a fee from an award fee pool. To be effective the incentives must be quantitative, clearly related to the desired outcome, and within a reasonable range. The arrangement must offer rewards commensurate with the risks the contractor assumes. The arrangement must not create a situation in which cost to the Government is overemphasized or underemphasized relative to other program objectives.

Cash flow is important to contractors in any incentive plan.  Many techniques that are not specifically an incentive, such as an award fee with a base fee and performance based payments for FFP contracts are ways to ensure cash flow for the contractor.  Base fee may be considered when a guaranteed return is appropriate.  Performance-Based Payments allow contractors to get paid under FFP contracts upon completion of specific events rather than waiting until the item is delivered.  
Performance Incentives

Performance Incentives are designed to relate profit to the contractor’s achieved results based on specified targets.  Performance incentives should be used when they will induce better quality performance and may be positive, negative, or a combination of both. A performance incentive should be applied selectively to motivate efforts that may not otherwise be emphasized, and to discourage inefficiency. Incentives should apply to the most important aspects of the work, rather than to each individual task.  Incentivizing too many requirements dilutes the monetary importance of each requirement to the contractor and also creates an administrative burden for the government.

Schedule/Delivery Incentives
Schedule Incentives focus on getting a contractor to meet or exceed minimum delivery requirements. They can be defined in terms of early delivery, attaining or exceeding milestones, or meeting rapid-response or urgent requirements. Sometimes, schedule risks may be very high since the customer requirements may not remain firm and the impact of changes cannot be predicted with reasonable accuracy. Reward to the contractor for accepting schedule risks must be consistent with the level of risk it assumes. As an example, pre-production schedule objectives and risks would differ significantly from production schedule objectives and risks. The pre-production challenges usually are unknowns in technology and instability in requirements and funding -- placing more risk on the contractor. On the other hand, manufacturing unknowns that drive a production schedule such as supply of materials and parts, and labor represent a greater risk to the customer. 

Other Incentives
Other incentives can be established in the basic contract and include such things as Award-term contract arrangements.  Award-term contracts reward exceptional contractor performance by extending the period of the contract for a prescribed period of time.  Award term contracts must comply with the Competition in Contracting Act (CICA).  In order to comply with CICA, ensure the maximum potential term and price/cost for that effort was part of the competition or the Justification and Approval Documentation. Other incentives are discussed throughout this guide.

Multiple Incentives

Any contract that contains more than one incentive is a multiple incentive contract. If multiple incentives are used, the amounts allocated to each incentive and fee area must be sufficient to adequately motivate and reward a contractor to excel in each.  A balance must be achieved in which no incentive is either so insignificant that it offers little reward for the contractor or so large that it overshadows all other areas and neutralizes their motivational effect.  All multiple-incentive contracts must include a cost incentive (or constraint) that operates to preclude rewarding a contractor for superior technical performance or delivery results when the cost of those results outweighs their value to the Government (See FAR Part 16.402-4)
Negative v. Positive Incentives
Note that incentives can either be negative or positive.  Although an incentive is generally thought of as a "positive" incentive, a negative incentive is any requirement that causes a contractor to take action in order to avoid an undesirable result. 

Past-Performance

Although not an incentive written into the contract, past performance assessments are a quick way for motivating improved performance or to reinforce exceptional performance.  Past performance information can have an effect on decisions to exercise options or to make future contract awards.  When making past performance assessments, the information must be supportable with performance documentation and should not conflict with any other positive or negative incentives applied on the contract.
FACTORS AFFECTING CONTRACT INCENTIVES

The Realism of the Program Baseline
Perhaps the most important factor in ensuring the effectiveness of an incentive arrangement is the ability of the contractor and the government to agree on a reasonable cost, schedule and performance baseline.  No incentive can be successful if it does not appear to be achievable.  For example, if the estimated cost of a contract is severely underestimated, then under-run incentives have little to no meaning to the contractor.

Risk
In general terms, contractors see risk as the likelihood that performance of the contract will achieve its financial objectives.  On the other hand, acquisition personnel see risk as the likelihood that needed goods or services will be received too late, or not at all, will be of inferior quality that will not satisfy the users’ needs, or will cost more than expected.  

There are many different types of risks that can significantly impact the ability of the contractor to achieve its financial objectives and the likelihood that the government will receive the full benefits expected under the contract.  Price risk reflects the contractor’s ability to maintain the price of the product in the face of competition or reduced business.  Technical risk relates to the possibility that the contractor will not be able to technically perform the contractual effort.  Schedule risk reflects the likelihood of meeting the contract schedule.  Market risk relates to the overall quantity of supplies or services that will be purchased by the market, including the government and the commercial market.  Technology risk relates to unexpected changes in the way products and services are performed, leading to the use of obsolete parts.  Cost risk is viewed as the probability of performing the contract within the awarded cost value.  Competitive risk includes the cost of remaining competitive in a saturated industry.  Contract type risk is based on where the financial risk is placed.  Fixed-price contracts place higher risks on the contractor, and in cost-reimbursement contracts, the Government largely accepts the financial risk.

The Product Being Acquired

SMC products consist of spacecraft, launch vehicles, ground systems, user equipment, and services.  Contracting for a spacecraft is not the same as contracting for launch vehicles or a service.  Each type of product contains unique factors that must be considered when creating contract incentives.  For spacecraft and launch vehicles one overwhelming difference is that there is likely only one chance to get it right, so the incentive strategy should place maximum emphasis on achievement of full mission success.

The Program Stage

The program stage must be considered because it is directly tied to the cost risk of the program.  Early in the acquisition cycle the requirements are less defined and the government normally bears higher cost risk.  As a system develops and matures, the requirements become more defined and the cost risk responsibility passes to the contractor.  At SMC, the contract incentive approach should be consistent with the new block/incremental acquisition approach.  This four-stage approach emphasizes maturity in technology at program inception. The first stage is Science & Technology (S&T), where we conduct basic research and explore the possibilities of new discoveries and technologies.  In the second, Technology Development, we mature, prove, and validate key technologies and subsystems.  The third stage is Systems Development where we take the most promising technologies and mature them to higher readiness levels so they can be demonstrated, evaluated, and integrated into the operational platforms in the fourth stage, System Production.

Extent of Competition

For the Government, competition represents the most powerful incentive for superior contractor performance. When effective competition exists, the central relationship is between the competing firms which benefits the Government. When competition is absent, the inherent competitive relationship is between the contractor and the Government. It is important to set the stage for a successful incentive program early in the acquisition process, especially during its competitive stages. In the earliest stages of the acquisition process, the Government should be looking for innovative solutions to meet its needs and should give industry the opportunity to propose innovative solutions. When developing the solicitation include language that encourages proposal of additional incentives.  After receipt of proposals, discussions with the individual offerors may enable specific incentives to be tailored to fit the factors that are most important to each individual firm. The goal is to enable each offeror to provide a proposal that best fits its ability to meet the needs of the Government.  When incorporating contractor suggested incentives in a competition, the Government must be careful in making sure the appropriate risk is incurred by all parties.  It should also be noted that although an effective incentive structure will always be a win-win for both the Government and the contractor, in a competitive environment the Government has more leverage than in a sole source environment to negotiate the incentive structure that best meets the Government’s needs.

CONSIDERATIONS WHEN USING INCENTIVES

Incentives Must Correlate To Desired Results

Make sure performance incentives are based on measurable standards that clearly relate to desired performance goals. Incentive provisions must clearly communicate the government’s objectives to be a useful guide for the contractor’s performance. Performance standards must be defined and be measurable – an “I’ll know it when I see it” approach will not be effective.   

Incentives Must Balance Competing Needs

The Government manager must carefully assess the total effect of all incentives under the contract to verify that they are effective together and achieve the desired result.  Poorly conceived or implemented incentives may cause unforeseen consequences in some other area.  For example, without proper controls, a schedule incentive could drive the contractor to speed up delivery while putting the quality of the product in jeopardy.  Similarly, an incentive to reduce cost could do so at the expense of reaching technical objectives.  Designing and implementing an effective incentive strategy can be a very difficult process, requiring business skills and considerable effort by all members of the acquisition team.

Consider the Full Range of Contract Incentives

In many cases, a successful contracting strategy will use a single incentive concept. Other situations may call for more than one incentive approach and use innovative applications of contract type, cost, performance, schedule and other incentive structures. Incentives can be based on financial (cost or price) or non-financial considerations, achievement of quantitative targets or subjective performance evaluations by government officials, and may be positive or negative. The incentive may be targeted to a portion or aspect of the contract, such as labor or material cost, the schedule, quality requirements, terms and conditions, subcontractors, and individuals or groups of individuals. Some incentive arrangements try to encourage the contractor to maintain its commitment to the objectives of a project even if the primary reward becomes unattainable. Regardless of the final composition and structure of the incentives, the goal is to encourage and motivate optimal contractor performance in those areas deemed critical to an acquisition program’s success in the areas of cost, schedule and performance.

Make Incentives Challenging but Attainable

Incentives should push the contractor towards its limits, but must be realistic -- in other words, do not expect the contractor to spend a dime to earn a nickel or to expend extra effort when the objective is not attainable. Incentives should be consistent with the effort and the contract value. The goal is to reward contractors for outstanding work. The contractor should neither be penalized for work that is fully satisfactory nor should the contractor be paid extra for performance that merely meets minimum contract requirements.  

The Incentives Must Meet the Needs of Both Parties
For an incentive strategy to be successful it must recognize the needs and motivations of both parties at contract award and through the period of performance, and it must reflect a contract strategy that both the Government and the contractor believe will ensure a successful outcome.  The strategy must ensure the contractor receives appropriate returns based on the risk it is assuming and that the contractor has appropriate stake in the outcome in order to ensure that there is a joint commitment to success.  This does not mean that risk is transferred to the contractor in an unreasonable manner.  It does mean that contractors demonstrate that they stand behind their promises and deliver products that meet the customer’s needs.  

From the industry perspective profit, earnings per share, cash flow and return on investment are important industry considerations in entering into business relationships.  Often, the government will focus solely on the matter of fee, how much and how it is to be earned.  Fee is an important consideration, but certainly not the sole issue that motivates contractor performance.  Contractors may have many concerns that are independent of profit.  These motivational factors should be considered when establishing contract incentives.

Consider the Subcontractor Role

Programs that have experienced significant problems (at the Nunn-McCurdy level) share many of the same contributory features.  One of these features is the failure of one or more of the major subcontractors to deliver the item for which they are responsible.  In the case of satellites, this usually has been the contractor responsible for developing the payload.  The subcontractor is normally on the critical path, so delays incurred will have a magnifying impact on the prime contractor’s ability to perform.  Cost and schedule will inevitably be increased by subcontract problems.  The requirement to deliver hardware will focus attention on the subcontractor, independent of the prime’s ability to perform.  In some cases, the subcontractor appears to have limited to no stake in the outcome, and the prime will attempt to have the government solve the problem.  

When developing schedule, technical and cost incentive arrangements, the government team should develop key subcontractor milestones that will drive both prime and subcontractor fee allocation.  Critical events for the subcontractor should flow into the performance and schedule criteria such that it is less possible to obscure subcontractor failures.  The government should be aware of the prime’s incentive arrangements with their suppliers and subcontractors and the method that the prime uses should be compatible with the manner in which the government is evaluating their performance.  This will help in avoiding disconnects in which the prime is receiving performance fee, while the sub is being penalized.  The contractual arrangement should minimize the possible adversarial relationship between prime and subcontractor.

Consider the Funding Implications

It is important to consider funding implications when setting up incentives.  Positive incentives represent contingent liabilities with the correct appropriations budgeted and administratively reserved.  Issues arise with incentives (i.e., on-orbit incentives) expected to be earned in years when the funds would be cancelled.  The DMSP program worked around this issue by obtaining approval from Congress for “no-year” funds.  Negative incentives do not encounter funds cancellation issues; however, negative incentives, if returned to the Treasury, bring about budgeting complications.  Returning funds imply that there is excess money for the program, and any budget increase gets challenged.  The budget approval authority overlooks the fact that the money returned is for performance below contract requirements, and is likely to budget less money for future years.

Consider the Administrative Burden
Even when the incentive strategies are appropriately structured, the administrative demands of executing the strategy may over burden the Government and the contractor so that the costs outweigh the benefits.  Changes in user’s needs and in available resources can further erode the value of the benefits versus the costs of implementing the incentives.

Create a Written Incentive Plan

When an award fee contract is chosen, an Award Fee Plan should be created in accordance with the latest version of SMC Award Fee Plan Template.  If a non-award fee contract is chosen that contains incentives it is a good idea to create an Incentive Plan.  This plan can serve to document the basis for the decision to select certain contract incentives, and is similar to an Award Fee Plan.  It explains the purpose of the incentives, how and when the incentives can be earned, and the roles of the various parties involved in administering the incentives.  This plan also ensures that future Government and contractor employees involved with the management and administration of the contract have a complete understanding of how the incentives are intended to work.

Constantly Assess the Effectiveness of the Incentives

It is important that contract incentives not be considered frozen at the moment of award. There are many reasons the incentive structure may need to be changed during contract performance.  Areas of emphasis often change during contract performance to reflect evolving priorities or contract changes that warrant changes to the incentives.  At appropriate times during the life of the contract, government managers may need to reassess the underlying assumptions which could lead to changes to the incentive arrangements called out in the incentive plan.  For contract changes, the change by itself may seem relatively simple and presents little risk.  However, taken as a whole, it may destroy any incentive arrangement in place.  For instance, an engineering change could affect the critical parameters in the performance incentive clause. 

Note:  Before reading this section read the General Discussion on Incentives Section

STAGE 1 – SCIENCE & TECHNOLOGY

DESCRIPTION OF SCIENCE & TECHNOLOGY

Science and Technology (S&T) is the first stage in the “back to basics” block approach.  It involves conducting basic research to increase our knowledge and exploring the possibilities of pursuing new technologies.  This basic research is often conducted by scientists and engineers in laboratories, universities, and research centers as well as by our industry partners.  This stage involves cutting edge work that is inherently high risk.  New discoveries take hard work and insight but are not predictable.  The S&T stage occurs prior to Pre-Key Decision Points (KDP)-A “Concept Studies” in the National Security Space (NSS)-03-01 model.  SMC rarely contracts for S&T efforts.

CONTRACT TYPE

Cost contracts are the most appropriate contract type for use during the S&T stage because the scope of the requirement is not well-defined.  Since S&T work often results in the delivery of a research report or study, a Cost-Plus-Fixed-Fee (CPFF) completion contract is preferred.  The completion form is preferred because it requires the contractor to complete and deliver a specified, acceptable end product (study report) prior to payment of the entire fee. Other contract types that might be considered during the S&T stage include cost sharing (CS), CPFF level-of-effort (LOE) or term, or firm-fixed price level-of-effort (FFP-LOE).  Cost sharing contracts do not result in the payment of any fee to the contractor.  CS contracts may be considered if the effort benefits the contractor in a commercial market or supports IR&D efforts already being pursued by the company.  CPFF LOE and FFP LOE contracts are the least preferred contract types because the ultimate deliverable is hours.  Term or LOE contracts describe the scope of work in general terms and obligate the contractor to devote a specified level of effort for a stated time period.  With CPFF LOE contracts, the fixed fee is payable at the expiration of the agreed-upon period upon confirmation of satisfactory completion of the level of effort specified in the contract.   With FFP LOE contracts, the government will pay the fixed price upon the contractor’s delivery of the stated level of effort.  Given the limitations of LOE contracts, care must be taken when choosing this type of contract, matching risk to the type of work that is to be delivered.    Cost-plus-award-fee (CPAF) contracts may also be considered if the benefits outweigh the burden of administering the award fee.  In all instances, the program manager and contracting officer must understand the scope of work and build a reasoned business case for the selected contract type.
INCENTIVE STRUCTURE

Cost Incentive
In the S&T stage, we normally do not emphasize cost control as reflected by the use of CPFF contracts.  We want contractors to explore new technologies and provide comprehensive studies; therefore, we don’t want contractors to be motivated to achieve cost underruns at the expense of achieving the desired objectives. Due to limited funding, cost during this stage is normally a constraint rather than an incentive.
Performance Incentive 

Performance incentives are normally not applicable during the S&T stage.  Again, the objective is to explore new technologies and deliver a research report.
Schedule Incentive
In the S&T stage, schedule incentives are generally inappropriate because the framework for the effort is defined by the funding and nature of the scientific method.   Since the emphasis is on gaining knowledge and exploring new technologies, focusing on schedule incentives could stifle the creative process.

SUMMARY

In the S&T stage, the desired outcome is usually the delivery of a research report. The incentive package should encourage contractors to complete these reports within the funding and timeline agreed to in the contract.  CPFF completion contracts generally provide the best incentive for achieving these objectives. 
Note:  Before reading this section read the General Discussion on Incentives Section
STAGE 2 – TECHNOLOGY DEVELOPMENT

DESCRIPTION OF TECHNOLOGY DEVELOPMENT
Technology development is the second stage.  The intent of this stage is to evaluate the utility of the basic science discoveries made in the science and technology stage.  This stage can be characterized by engineering studies, experiments to demonstrate technology, engineering models and even may include prototype subsytems that may be launched into space.  By its very nature, the technology development stage is pre-acquisition.  There will not normally be requirements that the program is measured against, such as an Initial Capabilities Document (ICD).  The nature of the stage is to prove the utility of a technology.  The purpose of the technology development is to take more risk and push the frontiers of what is possible. 

An obvious question is how does this stage overlay the acquisition stages described in NSS 03-01?  The purpose of the technology development stage is to evaluate the utility of specific technology.  This is a pre-KDP-A activity as described in NSS 03-01.  However, let’s explore this conclusion.  It is easy to develop a scenario where a brand new technology is explored in the science and technology stage.  It is a complete breakthrough that may allow the DoD to exploit a mission area that has never been exploited before.  For example, a laser technology basic science discovery, may lead to focused energy weapons.  If this is the kind of technology that is being explored in the technology development stage, then some of the products that will result will be systems CONOPS, system architectures and AoA reports.  This would be a Pre KDP-A concept study activity.  It is just as easy to develop a scenario where the brand new technology that is being explored in the science and technology stage allows an existing mission area to be performed more efficiently.  An example of this would be wide area view technology which may replace infrared sensors currently deployed on existing satellites.  Some of the products that would come from this stage might include block upgrade planning.  This would be a Stage A Concept Development activity.  The point is that the technology development stage may overlap both Pre KDP-A and Concept Development stages of NSS 03-01, but the requirements are not developed enough to have entered the acquisition stage.

Because of the way that SMC is organized, much of the contract activity that will occur in the technology development stage will be assigned to XD, SDTW, or a systems wing.  An example of a program in this stage is the AIRSS program that is exploring advanced technology that may be incorporated into SBIRS or even replace SBIRS. 

CONTRACT TYPE

Fixed Price v. Cost Reimbursable

Choosing a contract type is an important step in determining the incentive structure of any contract.  In the Technology Development Stage, the decision to use cost reimbursement or fixed priced contracts must be examined.  It would be quite easy to default to cost reimbursement contracts in this stage.  This stage is characterized by ill defined requirements, high performance risk and a de-emphasis on cost as the most important outcome of the process.  This seems like the classic case where the effort would be impossible to price in a fixed priced environment because of ill defined or changing requirements.  In addition, placing all the cost risk on the contractor would seem to be inappropriate.  In most cases during the technology development stage, this would be the case.  This would be certainly true if the end result of the effort was to provide an experimental satellite that will actually be placed in orbit.

However, there are circumstances where fixed priced contracts would be appropriate.  Even though the ultimate scope of the work is to determine if a brand new technology has utility, the actual scope of work may not be ill defined.  For example, maybe all that is required is that the contractor conducts a feasibility study that entails testing the technology on an existing test bed.  In this case, a fixed price contract may be appropriate.  (Remember if the circumstances permit the use of a fixed price contract, the requirements for approval must be met as described in DFARS 235.006).  

The bottom line is that in the technology development stage, the contracts are usually going to be cost reimbursement.  However, the program manager and contracting officer must understand the scope of work and build a reasoned business case for why fixed priced contracting is not appropriate.

INCENTIVE STRUCTURE

As has been discussed in this guide, the goals of any incentive are to encourage contractors to act in a way that is desired by the customer.  In the technology development stage, the outcome that is desired by the customer is to take risk by pushing the boundaries of the possible.  The contracting officer will want to build an incentive package that encourages the contractor to exploit technology, take risks and to fairly evaluate the technology to determine if it has utility.  An interesting ramification of this stage is that we may be asking a contractor to prove that the technology that they developed has utility.  The incentive system in this case must be carefully weighted to make sure the contractor acts as an honest broker when demonstrating the limits of the technology.  For this stage, performance is almost always going to be the most important outcome for the Government.  The problem for this stage is that the contractor is not working to satisfy a set of requirements.  Since there are no requirements to measure against, consideration must be given to determine what constitutes improved performance.  More capable technology may not translate into improved utility.  Schedule will normally be the second most important outcome and cost, within the limits of available funding, will normally be the least important outcome.

Award Fee

Regardless of whether the contract type is cost reimbursement or fixed price, award fee may be appropriate in this stage.  Historically, CPAF contracting with subjective criteria has been the normal contract type for the technology development stage.  This practice needs to be carefully examined.  The advantage of a CPAF contract is that the program manager can enhance communication with the contractor during performance through his ratings of the contractor’s performance against the award fee criteria.  This is a powerful method for influencing contractor behavior during performance.  Thought must also be given to establish objective criteria in the award fee plan that will help guide contractor performance toward desired objectives.  In the technology development stage, these objective criteria are usually going to be performance based.  A CPAF contract that has a mix of subjective and objective criteria is a good way to motivate contractor behavior in the technology development stage.

Award Fee Rollover

If rollover is contemplated in the development stage, there must be a well-defined discussion in the plan as to the nature of the rollover funds.  The use of rollover requires discretionary judgment and the rationale for its use must be well documented if it is to be included in an award fee plan.  It is generally discouraged at SMC, but may be used judiciously.

See Annex 1, Compendium of Contractual Incentives, Award Fee description, for more detailed discussion on award fees and rollovers.

Cost Incentives
In the technology development stage there would normally not be an emphasis placed on cost incentives.  Since we want the contractors to exploit technologies and take risks, we don’t want the contractor to be motivated to achieve cost underruns at the expense of achieving the technical objectives.
Performance Incentives
As described above, the most desired outcome to the Government in the technology development area is usually going to be enhanced performance.  It is conceivable that when looking at the utility of the technology, if we want contractors to take risks to increase performance, a performance incentive where the incentive is paid for increased performance might be appropriate.  Essentially, the fee is paid for performance above a negotiated level of performance, and the fee may be reduced for performance below a negotiated level of performance.  The use of a performance incentive would be a good way to motivate a contractor if competition did not exist.  The problem with this approach is the danger that the contractors might be incentivized to over promise the benefits of a technology in the technology development stage.  The performance must be verifiable so that the incentive does not create an unintended consequence of encouraging unwarranted optimism during performance.  

Schedule Incentives

In the technology development stage there would normally not be an emphasis placed on schedule incentives.  Since we want the contractors to exploit technologies and take risks, we don’t want the contractor to be motivated to achieve specific schedules at the expense of achieving the technical objectives.

Other Incentives
Award term contracts reward the contractor with follow-on contracts for exceptional performance.  This might be appropriate for technology demonstration contracts, as long as care is given to the danger of over promising as discussed above.  Normally these types of incentives are not going to apply in the technology demonstration stage.  However, specific circumstances may allow their use and they should be considered. 

OTHER CONSIDERATIONS

Competition

Competition is the ultimate incentive for maximizing cost, schedule and performance by any contractor.  This is true for the Technical Development stage.  There is no other incentive that will encourage contractors to aggressively take risks and push the boundaries of the possible that is better than competition.  The ability to be successful in a competition that will lead to additional work for the company is important.  Whenever possible, competitive acquisition should be pursued in the technology development stage.  Due to the nature of proving the utility of a technology, there are few impediments to companies entering the competition.  Once advances in basic science are understood, many companies will be eager to take advantage of the emerging market.  Care must be taken to protect intellectual property, but there is usually a way to exploit the competitive environment and still protect intellectual property if this is an issue.

The biggest drawback to designing a competitive environment is the cost of funding multiple contractors to perform essentially the same work.  Many times, program managers will balk at using a competitive arrangement because of limited funding.  Also, some program managers will resist at the limitations on communication that might be required when the Government is trying to achieve specific technical outcomes, but must take time to segregate intellectual and competition sensitive information from competitors.  While resources are limited and the administrative burden of running a competition are always an issue, the additional performance that the Government gets from contractors performing in an environment of competition far exceeds the drawbacks.

The hardest part of running a competition in the technology development stage is that a competition will motivate contractors to paint an optimistic picture of the advantages and utility of the new technology.  Since the best way for the company to get more contracts is for the technology to prove out as having utility and that the contractor’s approach is better than its competitors, the motivation is to downplay difficulties and to be optimistic about success.   The program office can mitigate this tendency by having multiple contractors.  The Government’s oversight of all of the contractor’s progress and results will help the Government to evaluate the reported progress of any individual contractor.   The contracting officer must also develop competition criteria for selecting successful contractors that are not strictly based on the reported success of the technology.  The criteria must also recognize the risk involved with the approach.  Finally, the Government must exercise the appropriate oversight to offset the motivations of the contractor to present all results in the most positive light and to over promise the benefits of the technology in a competitive environment.

SUMMARY

The purpose of the technology demonstration stage is to determine if technology has utility.  This stage is characterized by high risk activities that challenge the boundaries of what is possible.   The majority of the contract incentive packages that are employed during this stage will be CPAF.  Given that this is the case, it is still the responsibility of the program office and contracting officer to examine each business case to determine the appropriate set of incentives.  The only limitation in designing an incentive package is the creativity of the parties.  The technology development stage is fundamental in determining if a technology will have future utility and to get any future acquisition off on a solid foundation.  It is imperative to motivate the contractor to perform in this early stage, before vast resources are spent trying to insert an immature technology into an existing system.  
Note:  Before reading this section read the General Discussion on Incentives Section

STAGE 3 – SYSTEM DEVELOPMENT

DESCRIPTION OF SYSTEM DEVELOPMENT

The System Development Stage is the stage that is dedicated to bringing promising technologies to the maturity levels needed for integrating into operational platforms.  During this stage the system takes on a more specific and practical shape.  One of the underlying principles found in NSS 03-01 is the recognition that, unlike many other major systems that are developed by the DOD, space systems invest a greater percentage of total program costs during this stage.  A corollary principle is that some of the systems that are eventually fielded will take developmental units and incorporate them into the operational system. In fact, there may be a less distinct line of demarcation between System Development and Production in the area of Space than in almost any other major system acquired by the DOD.

The System Development Stage falls under two acquisition phases in the NSS 03-01 model -- Phase B “Preliminary Design” and Phase C “Complete Design.”  In order to accommodate the evolutionary approach, each acquisition phase of the System Development Stage should be considered a separate program with regard to the appropriate incentive arrangements that will be most effective.  All incentives should be tailored to the respective exit criteria required to complete that specific phase.  Accordingly, there should be some consideration in developing appropriate incentive arrangements as to the specific exit criteria (link to NSS 03-01 exit criteria).

GENERAL CONSIDERATION

Development contracts in particular must be predicated upon a reasonable cost estimate for incentive arrangements to have any possibility of effectiveness. It must be an axiom upon which the foundation of incentives is discussed that any development contract having an unreasonably optimistic estimated cost will have minimal expectations that the incentive arrangements can successfully motivate performance.

CONTRACT TYPE

Cost Reimbursable

The basic contract type that should be used in the developmental stage will normally be Cost Reimbursable.  The fee arrangement should offer the contractor the opportunity to earn an amount that is reasonable, yet adequate to ensure that the contractor will put maximum effort to achieve the desired outcome.  

Fixed Price

Fixed price development contracts are not normally considered appropriate for developmental effort due to the difficulty in defining the work requirement.  Risk in this phase is traditionally borne by the government; however once the program moves from NSS 03-01 Phase B Preliminary Design to Phase C Complete Design, the matter of risk should be reviewed and assessed with each contract.  In the event that a fixed-price arrangement is determined to be appropriate, the matter of share ratio (overrun, O/R, and under run, U/R), target profit and ceiling price are especially important.  A government risk share such as 90/10 both in U/R and O/R may make the contract type more acceptable to the contractor.  The contractor will want some measure of contingent risk incorporated into the Target Price and finally, will expect a high Ceiling Price in order to provide some mitigation for accepting the fixed-price risk.  

Labor Hour

Another approach that can be used is either a labor hour or fixed price level of effort type of contract.  In these contact arrangements, the hourly rate is fixed.  For labor hours contracts the number of hours is fluid and if the level of effort needed is known in advance a FPLOE (Fixed-Price-Level-of-Effort) contract can be selected.  Both of these contract types give the government the opportunity to balance funding turbulence with the concern over the use of cost-type contracts.

INCENTIVE STRUCTURE

Award Fee

Whether a cost-reimbursable or fixed price contract type is chosen, award fee can be very useful during this period and should include the use of subjective criteria, and wherever possible, outcome based objective criteria.

Award Fee Rollover

If rollover is contemplated in the development phase, there must be a well-defined discussion in the plan as to the nature of the rollover funds.  The use of rollover requires discretionary judgment and the rationale for its use must be well documented and it is to be included in an award fee plan.  It is generally discouraged at SMC, but may be used judiciously.

See Annex 1, Compendium of Contractual Incentives, Award Fee description, for more detailed discussion on award fees and rollovers.

Cost Incentives

Care should be taken in emphasizing cost savings.  The Space Launch Broad Area Review (BAR) commission determined that the Air Force and National Reconnaissance Office (NRO) had jointly over-emphasized cost avoidance at the expense of mission-success, and which contributed to the series of launch failures during the 1990’s.  

The National Reconnaissance Office (NRO) attempts to avoid this “unintended consequence” by not sharing in cost under runs as a rule.  The history of development effort in space is that there may be little expectation that under runs are possible.  Therefore, programs should analyze the benefit of cost under runs, and not incentivize cost savings at the expense of mission success.

This is not to say that cost savings should not be emphasized.  The Air Force’s approach in maturing technologies should drive out cost, schedule, and performance risk at each stage, allowing for cost savings to be possible, especially during the later stage (i.e., Production).

Performance Incentives

Performance incentives during the System Development Stage should be carefully tailored to reasonable expectations.  Historically, satellites have been extremely successful in meeting and exceeding performance expectations.  Under the new Block approach, there will be less technical risk for each Block.   Performance incentives should be carefully tailored to this new paradigm.

On-Orbit Incentives

On-orbit incentives can be incorporated into the acquisition strategy for development contracts. SMC has used both positive and negative incentives in the past.  These should be clearly written to ensure enforceability and ease of execution.  They also should require fully demonstrable performance in order to earn fee.  They should contain specific description as to the rights of the parties in the event of a failure, either caused by the contractor (i.e. partial versus total failure) or by the government (how much is due to the satellite contractor if the launch vehicle is destroyed).

On-orbit incentives have several factors that have contributed to them falling out of favor in the past.  One is the impact of time on the intended audience.  Some contend that the possibility of earning additional fee ten years in the future may not effectively motivate those tasked with the development effort (development engineers, manufacturing line workers etc.).  Contractors should be encouraged to flow-down incentives to their workforce for maximum success.

There are several on-orbit provisions included in the Annex 3 (Link to SMC Livelink Attachment).  We have provided comment as to the cause of their effectiveness or lack thereof.  Lessons learned are critical in the use of performance incentives.  Many incentives are not successful due to the conflicting signals that they may send.  In the Development Stage, as in most of the others, timely mission success should always be the primary goal.

When evaluating mission success performance incentives, unearned award fee may be recognized and revived to allow the contractor the opportunity to earn fee for exceeding threshold requirements and reaching objective ones.  Rather than becoming a second bite of the apple, it becomes a tool for enhancing the possibility of increasing mission success.  It is important to ensure that the correct appropriation (year and color) is available.
Schedule Incentives

For a schedule incentive to be effective it should be predicated upon need and cost impact.  Each acquisition should evaluate the respective benefit for early delivery as well as the negative incentive for late delivery.  If there is limited storage capability available, early delivery is of no importance.  The cost impact upon launch, test, etc., should be a factor in the negative incentive aspect of the schedule incentive.

The NRO has utilized a negative incentive approach that ties late delivery of satellites and failure to have launches ready on time to one another.  This has been referred to in the past as the “Big Boy” approach.  The satellite contractor will get minimal revision (i.e. no fee adjustment) to their launch contract if both satellite and launch are provided by the same company.  This approach adds additional incentive within a company to have divisions recognize the respective impact for failing to perform.  The use of this type of incentive arrangement might unfairly penalize either a launch service provider or a satellite provider.  This must be addressed on a case by case basis by considering the use of no-fault fee.  A no-fault fee would be a specified allocation of the fee pool that recognizes the contractor’s successful performance. 

Funding for positive on-orbit incentives shall comply with Public Law 104-61 (H.R. 2126, 1 December 1995, Department of Defense Appropriations Act of 1996, Section 8127).  “Funds appropriated by this and future Acts under the heading "Missile Procurement, Air Force" may be obligated for payment of satellite on-orbit incentives in the fiscal year in which an incentive payment is earned: Provided, That any obligation made pursuant to this section may not be entered into until 30 calendar days in session after the congressional defense committees have been notified that an on-orbit incentive payment has been earned.”  Consult with legal to ensure proper interpretation of the Public Law.

Multiple Incentives

Often, the most effective contract type for this Phase will utilize multiple incentive arrangements.  Award Fee in conjunction with Cost and Schedule Incentives can be used to enable the Block approach to have maximum flexibility and effectiveness.  Under this arrangement, it is equally important to incorporate timely updates within cost and schedule as it is to add mission capability.  The incentive should encourage timely recognition that certain technologies or capabilities have not matured enough to be added in the current Block, but should be off-ramped and matured in a subsequent Block upgrade.  If the government is able to incentivize this approach, the end result will be Block upgrades that add technologies or capabilities which meet expected cost, schedule and performance.

OTHER INCENTIVES

Communication and Cooperation  Clause

Another consideration that is important when developing incentives in the Development Phase is that of the integrated nature of many space systems.  Due to the highly complex nature of recent satellite programs, we have developed an approach to ensure that companies work together toward a mutual goal.  Integration and cooperation is critical to the success of many new space systems.  The use of a (communication and cooperation clause) arrangement that rewards contractors for cooperating and jointly combining to the success of the program is encouraged.  This arrangement is effectively a “partnership” arrangement in which both parties agree to put fee at risk based upon their ability to mutually resolve potentially divisive issues.  This provision should be tailored toward the interaction between two companies; it is not normally used in conjunction with the respective hardware of each.

Hybrid Award Fee

One incentive that might be considered during this stage is the use of the hybrid approach to Award Fee.  A modified award fee contract arrangement may be used that provides for a fixed fee subject to the approval of a Fee Determining Official (FDO).  In the event of degraded performance, the government would have the right to convert the contract to award fee.  The FDO would review input from the program team during a specific time frame. The FDO would then determine whether there was a need to move to an award fee arrangement.  If performance was excellent, then the fixed fee would be paid for each period.

Software Incentives

Software changes are a factor of all of the phases in the acquisition cycle.  In the development phase, software incentives have a great deal of practical application.  The contract must have a formal arrangement as to how software is managed and controlled.     A discussion on the practical application of providing incentives for the Evolutionary Acquisition of software may be found in the 2006 issue of the  Defense Acquisition Review (DAR) Journal, article titled “Providing Incentives for Spiral Developments:  An Award Fee Plan” (Link to SMC Livelink Attachment).

SUMMARY

It is especially important that appropriate incentives are established for the Development phase.  Unlike other DOD Major Systems acquisitions, Space systems often spend an equal amount for Development and Production.
Note:  Before reading this section read the General Discussion on Incentives Section

STAGE FOUR- SYSTEM PRODUCTION

DESCRIPTION OF SYSTEM PRODUCTION

While Systems Development lays the foundation for success, System Production is usually key to achieving it.  In this stage, the Contractor builds the space system using the design and technologies developed in the earlier phases.  The focus is on the delivery of a performing system to the user within the constraints of cost and schedule.  The Government needs to ensure mission success 
and schedule achievement are key returns for the large dollars invested for this phase. 

The purpose of System Production is to conduct system-level fabrication, integration, testing, and deployment activities and provide operations support for a National Security Space (NSS) system.  DoD space acquisition programs can be grouped into four system types (see below table).  The acquisition characteristics of Space System Types 1, 2 and 3 are similar to each other but different from Space System Type 4. This difference results in two primary acquisition models that fit most NSS systems, the Small Quantity System model and the Large Quantity Production Focused model.  The unique environments surrounding the varying systems play essential roles in the incentive-shaping process.  

	
	Space System Type
	Examples

	1
	Space-based systems
	Satellites



	2
	Ground-based systems
	Satellite command and control (C2), launch C2, ground

station payload data processing stations, space

surveillance stations, command and control systems



	3
	Satellite launch vehicle systems
	Boosters, upper-stages, payload processing facilities,

space launch facilities, ground support equipment



	4
	User equipment
	Hand-held user terminals, data reception terminals, user

terminals




CONTRACT TYPE

A number of contract types are possible in the production stage.  The contract type needs to correlate with the degree of certainty in cost, performance, and schedule.  Firm-fixed-priced arrangements are most suited for situations where there is high certainty in cost, performance and schedule.  In this arrangement, the Government pays basically for the “end result” regardless of the complexity of the process or unpredictability of the situation for the contractor.  At the other extreme is the use of cost-reimbursement contracts for work with a high degree of uncertainty in cost, performance, and schedule.  Most systems contracts fall within these two extremes.  Where there is a certain degree of uncertainty in costs, incentive contracts (FPIF and CPIF) can be used to motivate the contractor to control costs.   The choice between the fixed-priced versus cost reimbursement form depends upon the certainty in the nature of the work (technical certainty).  If the work can be reasonably well defined and costs can be reasonably estimated, the fixed-priced form should be used.  The cost-reimbursement form should be used when there is technical or program uncertainty making the cost estimate unreliable.  In the fixed-priced arrangement, the contractor must complete the work to receive the price (or ceiling) established.  In the cost-reimbursement arrangement, the contractor is not obligated to complete the work if the Government does not continue to furnish additional funds.  

INCENTIVES FOR PRODUCTION (GENERAL)

Award Fee  

Regardless of whether a cost-reimbursable or fixed price contract is chosen, an award fee can be useful.  An award fee plan can be included in the contract to evaluate the Contractor’s management of the program as well as progress towards delivery of the system.  Award fee dollars should be allocated based upon expected performance outcomes and criteria that are as objective as possible.  When structured and implemented wisely, award fee can be an effective tool.  Care should be taken in the allocation of the total contract fee.  Award fee is normally provided towards the front end of the contract, and negative incentives for cost, schedule, and performance are normally at the back end of the contract.  Care should be taken to ensure the contractors do not “milk” fee by prolonging the award fee period prior to delivery, after which negative incentives come into play.  The SAF/AQC award fee guide (Link to SMC Livelink Attachment) provides more details, and the SMC/PK template (Link to SMC Livelink Attachment) provides the structure for developing award fee plans at SMC. 
Award Fee Rollover

If rollover is contemplated in the production phase, there must be a well-defined discussion in the plan as to the nature of the rollover funds.  The use of rollover requires discretionary judgment and the rationale for its use must be well documented and it is to be included in an award fee plan.  It is generally discouraged at SMC, but may be used judiciously.

See Annex 1, Compendium of Contractual Incentives, Award Fee description, for more detailed discussion on award fees and rollovers.

Cost Incentive

Cost incentives are normally established through incentive structure in the FPIF/CPIF forms of contracts.  Incentive fee is evaluated at the end of the contract and is evaluated against the negotiated contract targets.  The target incentive fee would be adjusted based upon the incurred costs.  Overruns would result in a reduction of the target incentive fee; underruns would result in an upward adjustment of the target incentive fee.  The contract needs to state that the contractor would receive the underrun fee only if the contractor met or surpassed specific performance levels defined in the incentive fee plan.  This would ensure that the motivation to cut costs would not negatively impact performance.  In award fee contracts, written award fee criteria provide incentives for cost control.  The evaluation of cost control is subjectively determined by the Fee Determining Official (FDO).  
Although rare, cost incentives can also be in the form of written clauses with the cost objectives pre-defined, evaluation criteria established, and negative/positive incentive laid out. 

Performance Incentive 

Performance incentives should be objective and measurable.  Prior to contractor delivery, performance incentives can be set up as individual milestone events in which the designated amounts are paid for achieving the specified milestones, or as part of the award fee plan.  Delivery of product itself is a performance incentive that can have dollar amounts linked to it.  Post-delivery performance incentives often deal with not meeting contract requirements, and are normally negative in nature.  Exceeding requirements may either be rewarded, but only if the enhancements are determined by the Government to be beneficial.  Positive incentives for exceeding requirements should only be developed at the time of delivery (to deter contractor spending too much money upfront to exceed contract requirements).
Schedule Incentive
Schedule incentives can be part of the incentive fee plan or written in a contract clause.   Negative schedule incentives are common for late deliveries.  Positive schedule incentives may be appropriate for early delivery only if early delivery is beneficial.  In instances where too early of a delivery may have no value because the systems are not ready to accept its counterpart for integration and too late of a delivery may cause additional costs (i.e., storage costs), incentives should address the critical schedule parameters (i.e., bound the time frame when delivery of the product is critical).
Multiple Incentives  

The negotiated profit/fee should be allocated to cost, schedule, and performance to achieve the desired outcomes.  Annex 2 provides a sample allocation of negotiated profit/fee to cost, schedule, and performance.  Even though the structure is referenced in this section, the sample is applicable to all stages of the acquisition.  

OTHER CONSIDERATIONS IN THIS STAGE

Contractor Self-Insurance
Positive and negative incentive amounts are based on the allocation of the negotiated contract fee.  Opportunities are provided for the contractor to earn the contract fee.  Penalties are assessed for not meeting contract requirements.  Penalties effectively reduce the contract fee earned.  Contractors should not be allowed to purchase insurance to cover the cost of the negative incentives (not recognized as an allowable cost).
Earn Back of Lost Fee
Positive incentives can be provided for exceeding contract performance requirements through the re-earning of lost award fees.  The performance requirements must be determined to be beneficial to the user and are defined in a clause.  To ensure cost penalties are effective deterrents from the start of a contract, timing the implementation of this incentive is essential.  It must preclude the contractor from expending additional resources up front in hope of recapturing the associated penalties as additional fee.  Under no circumstances can the contractor be allowed to earn total fees greater than the negotiated contract maximum fee.  Any fee re-earned in this manner must be compliant with fiscal law.
SUMMARY

In summary, the incentives should be designed so that the contractor earns the negotiated profit/fee if it just meets the contract requirements.  Exceeding the minimum contract requirements would result in more profit/fee, and failing to meet contract requirements would result in less than the negotiated profit/fee.  Incentives in the pre-delivery phase should motivate the contractor to achieve performance requirements, schedule, and cost.  In the post-delivery phase, remedies should be sought for missing contract targets, and positive incentives should be provided for exceeding contract targets.  An incentive plan should be created that explains the nexus between the cost, schedule, and performance incentives and the allocation of the negotiated fee/profit to each area.
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INCENTIVES FOR SPACE-BASED SYSTEMS (SATELLITES)

The majority of the acquisitions at SMC are for satellite systems, e.g., AEHF, Milstar, GPS, DMSP, and SBIRS.  Satellite programs, along with their ground stations and boosters, are usually bought in quantities of ten or less. These types of programs usually do not have on-orbit prototypes to select a winner for a production contract. This is due to the expense of the satellites and launch costs. Instead of a “flyoff,” the downselect between satellite system contractors usually occurs based on design.

CONTRACT TYPE FOR SATELLITES

Due to the contracts containing both the development and production of the satellites, the most appropriate contract types for satellites are CPAF or CPIF/AF for the first two satellites, and FPIF or FFP for the additional units.  These contract types are consistent with the DoD Financial Management Regulation (DoD 7000.14-R), June 2002, volume 2A page 1-28, paragraph 9.b states “The first satellite of a new design is normally placed into operational use. For programs in which satellites are launched individually, the first two satellites may be financed with either RDT&E or Procurement appropriations. The third and subsequent satellites shall in all cases be financed with Procurement appropriation.” 

The uncertainties associated with non-recurring development and initial production make cost-reimbursable contracts appropriate; however, cost control measures must also be in place, either via the award plan or in the incentive plan. 

Future builds of the same satellite can use cost and production history from the prior builds as the basis for establishing fixed-priced contracts. 

The Government often encounters situations where technology insertions require the next satellite build to go through additional design changes and non-recurring development with potential impact on the performance of the satellite.  In cases where technology insertions are common, a cost-reimbursement contract (CPAF or CPIF/AF) is deemed appropriate by some organizations.  Other organizations choose to segregate design and development from production (separate contract line items), and structure the design/development CLINs as cost-reimbursable, and the actual build of the vehicle as fixed-priced.  The development phase would end with Critical Design Review; the production phase would begin with a Capability Production Document.

Other contract types, not discussed here, may be evaluated and used as deemed appropriate for the unique circumstances surrounding each program.

If an award fee contract is chosen it can be used to evaluate the Contractor’s management of the program as well as progress towards delivery of the system.  Award fee criteria can be written to influence attainment of critical performance schedules (such as critical design reviews, required testing milestone, and delivery to launch base or storage).  

INCENTIVE STRUCTURE FOR SATELLITES

Incentive and award fees can be earned and paid during the system concurrent development/production phase, and conclude with the Government’s final acceptance (via DD250) of the total system.  Positive incentives can be added for deployment, testing, and calibration.  Negative incentives provide for remedial actions should the deliverable item fail to achieve full mission performance, as stated in the contract.  Payments associated with negative incentives shall be deposited in the U.S. Treasury as miscellaneous receipts.  The overall fee approach should be described in a single clause in Section H of the contract, with references to detailed plans for implementation.

Cost Incentive - Satellites 

In the CPIF or FPIF structure, cost management is achieved via the negotiated share ratio in the incentive structure.  The Contractor’s share of the overrun is subtracted from the negotiated target fee.  To maintain a balance between full mission performance and cost, the cost incentive can be structured so that no more than 60% of the total negotiated target fee can be lost as a result of the overrun.  The Contractor can keep its share of the underrun only if it has met both schedule requirements and full mission performance.  This constraint prevents the Contractor from earning more from underruns at the expense of mission (inadvertently incentivizing mission failure through earning more from the cost incentive structure with minimal negative incentive for performance failures).  Incentive fee is evaluated at the end of the contract and is evaluated against the negotiated contract targets.

Performance Incentive - Satellites
Post-Delivery, On-Orbit

After final acceptance (DD250), satellite performance is evaluated and a negative incentive is assessed if the satellite fails to meet the critical performance parameters defined in the contract.  Performance incentives can be captured in a clause which defines the critical performance parameters, relative weights, and associated dollars.  Samples of on-orbit performance incentive clauses are provided in Annex 3.
Schedule Incentive - Satellites 

Negative schedule incentives are most common because early completion is generally not of value to the Government.  In addition early delivery can result in additional cost (storage, parts obsolescence, and aging batteries, etc.).  In the event that early completion is of value, positive incentives can be established to reward the Contractor.
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Incentives for Ground Systems

Ground systems consist of computer systems to support the launches, satellite communications, and space-ground links.  The Command and Control segment provides vehicle telemetry, tracking, and commanding support from launch preparation to on-orbit operations.  The vehicle ground software is developed, tested, and integrated for operational use throughout the lifetime of the satellite program.  The range segment provides space-ground link; the Remote Tracking Stations (RTS) provide real-time satellite tracking, command relay, and telemetry reception.  The communications segment interconnects all assets by sending satellite commanding data to the RTSs for subsequent uplink to the satellite, returning downlinked telemetry and RTS equipment status data for processing and analysis, and providing the interfaces to the satellite data users.    

CONTRACT TYPE(S) FOR GROUND SYSTEMS

The labor-intensive nature plus state-of-the-art information technology required for ground system requirements make the CPIF/AF contractual arrangement seem most appropriate.  In the software-intensive development and integration requirements, cost-reimbursement contracts encourage the contractors to seek the latest available information technology to ensure the most accurate data is always available to the war fighters so that the contractors do not attempt to cut cost at the expense of mission.  However, the contractor should not be relieved of cost responsibility, and business arrangements should reward contractors for efficient financial management.

Other contract types, not discussed here, may be evaluated and used as deemed appropriate for the unique circumstances surrounding each program.

If award fee is used the award fee plan should allow the contractor to earn fee based upon progress towards delivery of the final product – incremental software builds and releases and successful testing.  
INCENTIVE STRUCTURE FOR GROUND SYSTEMS

Multiple incentives should be designed to motivate the contractor to achieve major program objectives and continued program improvements.  The examples below came from several studies provided by Science Applications International Corporation (SAIC), on behalf of the Department of the Army, and the Defense Acquisition Review (DAR) Journal.  Some examples of incentives in this environment consist of the following:  Architecture and Commercial-Off-the-Shelf (COTS) compatibility, progressive builds/releases, schedule/cost/technical performance, and continuous integration support.

Cost Incentive—Ground Systems
In the CPIF structure, cost management is achieved via the negotiated share ratio in the CPIF structure.  Incentive fee is evaluated at the end of the contract and is evaluated against the negotiated contract targets.  The target incentive fee would be adjusted based upon the incurred costs.  Overruns would result in a reduction of the target incentive fee; underruns would result in an upward adjustment of the target incentive fee, but only if the contractor surpassed specific performance levels defined in the incentive fee plan.  This would ensure that the motivation to cut costs would not negatively impact performance.  The target fee should be linked to achievement of the critical performance events.

Performance Incentive – Ground Systems
Performance incentives for ground systems could be in the areas of communications timedown, speed of data delivery, receipt, and processing, as examples. 

Schedule Incentive – Ground Systems
Schedule incentives can be part of the incentive fee plan or written in a contract clause.   Negative schedule incentives are common for late deliveries.  Positive schedule incentives may be appropriate for early delivery of software and early integration into the network systems.  In instances where too early of a delivery may have no value because the systems are not ready to accept the software and integration, incentives should address the critical schedule parameters (i.e., bound the time frame when delivery of the product is critical).  For instance, there would be a negative incentive for early or late delivery.
Other Incentives – Ground Systems
Award term is another form of incentive that may be useful for ground systems contracts.  The SAF/AQC award term guide (Link to SMC Livelink Attachment), dated January 2003, provides more details.
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Incentives for Launch Vehicles

CONTRACT TYPE(S) FOR LAUNCH PROGRAMS

What contract types are appropriate for launch programs?  Launch operations closely relates to services/sustainment and should follow the incentive guidelines outlined in that section.  Launch vehicles, for the most part, have matured in technology, and have been fairly successful.  There is high certainty in performance (history of successes), schedule (in terms of months necessary for production and integration), and cost (significant history from Titan, Delta, Atlas, and EELV).  Based upon this background, Firm-Fixed Priced contracts (with mission success incentives) should be most appropriate.  However, technology insertions and upgrades are inevitable in the space environment.  When upgrades are being bought with the vehicle, appropriate share of performance risk should be addressed.  The production of the vehicle can be Firm-Fixed Priced.  The technology development, testing, and integration should be segregated, possibly as a different CLIN with an appropriate contract type (e.g., CPFF - completion).  In some instances, the certainty of costs becomes an issue because a majority of the launch vehicle components are supplied by subcontractors, and the subcontracted components can only be bought in certain minimum production quantities.  If the Government buys only one vehicle at a time, who bears the cost of storage and risk of non-use for the excess vehicle components?  Is it fair to have the contractors bear the risk?  Is it profitable to the subcontractors to stay in a business that where the demand for its components is uncertain from year to year?  Should the Government be pursuing launches in minimum quantities (for core components), with options for mission unique requirements?  Is it prudent to obtain approval for a multiyear contract?  In this environment, consideration must be balanced between contract type and other contractual arrangements.  Contract type, alone, may not represent a fair share of risk between the Government and contractor.
INCENTIVE STRUCTURE FOR LAUNCH VEHICLES

Award Fee – Launch Vehicles
Award fees are not normally used for launch vehicles because objective incentives for cost, performance, and schedule can be defined.  Award fees may be appropriate if the Government chooses to monitor and emphasize other subjective areas of performance.

Cost Incentive – Launch Vehicles 

Launch program history indicates that the vehicle hardware can be purchased with a firm-fixed priced contract; however, the launch vehicle contractors have encountered changes in market conditions which have driven the contractor to endure financial losses, and prices for new buys reflect phenomenal price increases. A possible cost incentive may be the FPIF contract type with different share ratios for underrun, overrun, and target band. In the target band (most likely situation), the share ratio is 100/0 (100% Government share and 0% contractor share of any overrun or underrun). Outside this target band, the contractor would be penalized for cost overruns, and rewarded for cost underruns. The FPIF would allow risk sharing in the area of cost uncertainty, as well as incentivize the contractor to earn more profit through the reduction in cost. It is important to emphasize that in most cases, the contractor should not be able to keep the underrun if mission success is not achieved. This reemphasis the need for incentives to be outcome based and that mission success is the goal for SMC programs.  A concern with FPIF arrangements involves the contractor continually wanting price adjustments for contract changes (even slight). A possible solution is the Advance Change Adjustment Clause (i.e., "Swing Clause") with a negotiated Not-to-Exceed (NTE) amount. The share ratio would consider the impact of the NTE amount (i.e., no cost overrun or underrun within the NTE amount). Changes would have to be directed by the Government. Each change cannot be greater than the cost/pricing data threshold. The aggregate of all changes against this clause cannot exceed the negotiated NTE. Although FFP and FPIF are some forms of cost incentives, contractual clauses can also be written to provide positive or negative incentives for financial management.

Performance Incentive – Launch Vehicles  

Performance (“mission”) success involves the precision of insertion of the satellite into the proper orbit.  Normally this is structured as a negative incentive with penalties for failing to achieve contract requirements.  In the negative incentive structure, profit would be earned as the vehicle is being produced.  The performance-based payment amount would consist of both the cost and associated profit.  In the event of a mission failure, the contractor is penalized with an amount, normally equal to the negotiated profit.  Performance success could also be structured as a positive incentive in which a significant portion of the profit is reserved for successful launch.  This approach often brings about contract cash flow issues.  Note: on-orbit incentives are not appropriate for launch vehicles.
Schedule Incentive – Launch Vehicles
Launch vehicles, like satellites, do not normally benefit from early delivery because the satellite may not be ready for launch.  Late delivery would result in the satellite incurring storage costs as well as possible performance degradation.  Schedule incentive for launch programs is normally in the form of a negative incentive (dollars per day which should closely correlates to the storage and other costs).      
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Incentives for User Equipment
 The fourth category for space systems is user equipment – receivers and terminals.  These systems are typically bought in quantities of 50 or more, are much less costly than launch vehicles and satellites, and more closely align with the production model.  

CONTRACT TYPE(S) FOR USER EQUIPMENT

A number of contract type options is appropriate depending upon the degree of certainty in cost, performance, and schedule, and stage of production – Low Rate Initial Production (LRIP) versus Full-Rate Production.  In the production stage, there should be relatively firm design, specification, and performance requirements which will permit the contractor to operate without detailed control or technical direction.  Typically, FPIF and FFP contract types have been used.  The choice between FPIF and FFP should reflect the degree of certainty in the cost estimate.  When the cost uncertainty is too great, the FPIF is crafted to motivate cost control within the price ceiling.  In FFP, the negotiated price is the ceiling, and hence, the driver for financial management.  
Although not frequently used, the FPI Successive target (FPIS) contract type may be appropriate for buying the first or second quantity of a newly developed item.  The FPIS establishes an overall price ceiling and gives the contractor some degree of cost responsibility in the interval before a firm arrangement can be negotiated.  The objective of this arrangement is to allow for the uncertainties to be resolved (early in performance) and allow the cost or pricing data to become available for the firm pricing of the follow-on units.  The follow-on units can be FPIF or FFP.

Award fees are not typically used in environments where objective incentives can be developed; however, the Government may choose to add an award fee plan to emphasize areas beyond the incentives already established.
Other contract types, not discussed here, may be evaluated and used as deemed appropriate for the unique circumstances surrounding each program.

INCENTIVE STRUCTURE FOR USER EQUIPMENT
Cost Incentive– User Equipment
In addition to the cost incentive provided by the contract type, one possible cost incentive could be considered is by programs buying large quantities is the Price Commitment Curve used by the Joint Direct Attack Munition (JDAM) and Advanced Medium-Range Air-to-Air Missile (AMRAAM) programs.  A price commitment curve is an agreed-to price typically based over a number of recurring production lots.  The agreed-to price commitment curve provides the contractors strong incentives to work to reduce production costs and allows the government to share in the results. Programs such as the JDAM and AMRAAM have successfully used price commitment curves to establish prices for production lots that reward the contractors and the government for their efforts to reduce production costs. The agreed-to future price of items gives the contractor the price stability and the longer term price commitments necessary to justify additional corporate investments in future cost reduction.

Performance Incentive– User Equipment
Penalties should be crafted for equipment not meeting contract requirements.  The contract can identify “enhancements” that would merit award of additional profit; however, ensure that the Government is not already funding these enhancements.
Schedule Incentive – User Equipment
Early fielding of the latest technology with backwards compatibility may be beneficial to the user and hence, the Government may consider developing positive incentives for early delivery.  Late delivery should be remedied with the development of a negative incentive.
Note:  Before reading this section read the General Discussion on Incentives Section

SPECIAL CONSIDERATIONS

There are several important considerations that must be factored in at all stages:  competition, non-competitive sole source contracts, sole source re-structures, funding instability, and termination.

COMPETITION

During the Developmental Stages, dual source competitions may be the preferred approach.  This is often impacted by the lack of funding and there will often be downward pressure to down-select to one source.  While there is competition, the incentive to perform will be great due to the pressure to win the award of the contract for the Production Stage.  

One facet that is unique to the acquisition of space systems is the funding allocation that was previously discussed.  Contractors can not afford to lose dollars in the development stage in anticipation of a windfall in the production stage. This will mitigate, in part, some of the pressure to win the production effort since a significant amount of the total program cost will be incurred prior to entering the Production Stage.

The new emphasis on the Block approach may mean that there are additional opportunities for competition later in the program cycle.  The Block approach will give the government the opportunity to re-compete the system acquisition at a later date than under the more traditional approach.  Each Block may offer the opportunity for competition, which in of itself may offer the government an opportunity for negotiating a revised incentive arrangement.

An incentive arrangement that can be very effective is that of tying successful completion of the current effort to the possibility of additional block effort through the use of options, award term type of arrangements and other success based criteria.

NON-COMPETITIVE SOLE SOURCE CONTRACTS

The major system non-competitive negotiated contract is usually a feature of the Development and Productions stages.  It is an especially challenging circumstance that requires an experienced professional to incorporate a broad range of opportunities without the benefit of competition to motivate contractor acceptance of incentive terms.  

The sole source contract will often come about when funding has become constrained and you cannot maintain competition through production. This situation often will require some acceptance by senior management that there may be a less than optimum arrangement that will come from the negotiation process.  Examples (lessons learned) from several of these negotiations may be found in Annex 3 to this guide (Link to SMC Livelink Attachment).

While it is a specific expectation that SMC will not reward failure with fee (i.e. all deliverable satellites totally fail), it is recognized that space systems are once again considered to be somewhat unique and there may be some cases where fee is appropriate in this stage.  If the contract arrangement provides for some fee for situations where there are no successful actions, there should be significant discussion as to the rationale for the reason why such an agreement is appropriate.

NON-COMPETITIVE CONTRACT RESTRUCTURES

The restructure of development contracts has become a frequent occurrence.  In the new Block approach, there is considerable expectation that there will be reduction in the number and magnitude of restructured contracts.  Most of the restructures have been necessary in the development stage of acquisition.  This has required that a revised incentive relationship must be established between the government and the contractor.

The government is faced with a dilemma with regard to restructuring development contracts experiencing cost, schedule and technical issues.  They want to correct the problems that caused the restructure to be necessary without providing an opportunity to “get-well” by the contractor.

Many of the restructured programs have come about due to poor estimating, subcontractor technical, cost and schedule issues, overly optimistic testing schedules, minimizing the number of unknown-unknowns, and a lack of management reserve to address these matters as they occurred.  Often the government contributes to the need for restructuring due to funding turbulence (usually too little funding) and requirements growth.  When the restructure occurs, it is right to recognize and revise the incentive arrangement in light of these problems.  Contractors should receive recognition and reward for working around government driven program impacts.  It is often difficult to accurately attribute the cause of a restructure, but there will likely be scrutiny from many sources (GAO, DOD IG, Auditors etc.) to ensure that we do not “bail out” non-performing contractors.

In the highly charged atmosphere that accompanies a program restructure, there may be a temptation to limit or revise contract incentives.  There will be pressure to add negative incentives with punitive penalties for late delivery, negative performance and cost overruns.  It is critical to recognize that the core mission remains to support the warfighter and provide incentive to the contractor toward that end.  If the contractor bears the primary responsibility for the need to restructure, then the government should add positive and negative penalties commensurate with the amount of overrun and tie these incentives to successful completion of the development effort.  We have provided some of the revised incentive provisions that have been utilized on restructured programs, along with some of the lessons learned along the way (link to Addendum on program restructures).

The rationale for utilizing a cost-type contract is that there is a great amount of risk in performance of the effort required by that contract.  When that risk materializes, it is reasonable to recognize it and address it by modifying the incentive arrangement.  The government still has a requirement for the development of the program.  In order to go to successful completion, the contractor must use appropriate resources and critical skills must be retained.  Contractors must compete within their own organization for limited resources within their business divisions.  There should be some positive and negative incentives to ensure that they are able to do this.

Having experienced development problems of a severity that requires program restructuring, the contractor should anticipate that the government will expect them to put “skin in the game”.  There are several ways to accomplish this.  One is by withholding payment of costs to the contractor in the event that they do not meet the revised schedule.  This will have a negative impact on their cash flow and will raise the bar that they will meet the revised schedule.  This is a “court of last resort” approach and should not be used without recognizing the possibility of litigation.  Negative incentives such as this inevitably create an adversarial relationship that may degenerate into an unworkable business relationship environment.  

Conversely, the magnitude of failing to meet contract requirements should not be deemphasized and there should be consequences for failure.  The difficulty will be in allocating responsibility.  Normally this responsibility can be divided into three areas: government failure to meet contract expectations (i.e. late funding), unanticipated problems, not the fault of either party, or contractor failure to perform as promised.  There should be no impact to the contractual relationship based upon either of the first two occurrences, for the last, the contractor must accept responsibility and accept some negative consequences.  These consequences should go the range from reduced to no fee, to withholding of payment to a change in contract type to a cost-sharing relationship in which the contractor accepts responsibility for the overrun in the form of actually paying some of the cost liability.  These are discussed in the opening section, but should be recognized as distinctly a feature of the Development Stage.

FUNDING INSTABILITY

During the Development Stage, the funding will be subject to some degree of turbulence.  As funds are authorized and appropriated, adjustments will often have to be accommodated to the Program Planning documentation.  Traditionally, funds will not be received in the amount that was budgeted.  This will often result in the need for re-baselining the program and contract.  
The flexibility with which the contractor supports this re-planning effort should be factored into the incentive arrangement, whether through the award fee process, or perhaps through the existing schedule incentive.  As work is moved to future years, the incentive arrangements should reflect programmatic impact as well as the contractor’s management ability to minimize impacts.

Performance incentives should also be able to accommodate the impacts of funding turbulence.  As funds are cut, or shifted to out years, there may need to be revisions to the performance incentives as well.

TERMINATION

Termination (both for Convenience as well as Default) may first become an issue during technology or system development.  While termination is never a pleasant topic for discussion, all incentive arrangements must contain some discussion regarding the effect of termination on the incentive.  This sounds like a fairly basic premise, however, it may be difficult to formulate the impact of a termination at the time of contract award.  There is never a better time to do so.  All parties tend to be optimistic at contract award and thereby less likely to resist a provision that presumes some type of failure.  It is especially important that the incentive discuss the effect of termination in a competitive contract award.  Contractors are anxious to demonstrate a commitment to performance during that time frame and will stand behind their product, especially if it means the difference between receiving an award of a contract and not.
Note:  Before reading this section read the General Discussion on Incentives Section
SERVICES

FAR Part 37.101 defines “Service Contract” as “a contract that directly engages the time and effort of a contractor whose primary purpose is to perform an identifiable task rather than to furnish an end item of supply.”

At SMC, if the requirement is for services, generally speaking, the type of services will be Advisory and Assistance Services (A&AS) or sustainment.

DESCRIPTION OF ADVISORY & ASSISTANCE SERVICES
FAR defines “Advisory & Assistance Services (A&AS) as “those services provided under contract by non-governmental sources to support or improve: Organizational policy development; decision-making; management and administration; program and/or project management and administration; or R&D activities. It can also mean the furnishing of professional advice or assistance rendered to improve the effectiveness of Federal management processes or procedures (including those of an engineering and technical nature). In rendering the foregoing services, outputs may take the form of information, advice, opinions, alternatives, analyses, evaluations, recommendations, training and the day-to-day aid of support personnel needed for the successful performance of ongoing Federal operations.”

DESCRIPTION OF SUSTAINMENT

The DODD 5000.2 defines sustainment as follows: Sustainment includes supply, maintenance, transportation, sustaining engineering, data management, configuration management, manpower, personnel, training, habitability, survivability, environment, safety (including explosives safety), occupational health, protection of critical program information, anti-tamper provisions, and information technology (IT), including National Security Systems (NSS), supportability and interoperability functions.

A&AS vs. SUSTAINMENT

A&AS and sustainment contracts have many similar features and normally operate as “services.”  This section discusses incentives that apply to both A&AS and sustainment “services” as well as incentives that would apply only to A&AS or sustainment.  If sustainment involves the acquisition of an actual item such as a spare or modification kit, the incentives will be much like the incentives for the Production stage, discussed in the System Production section of this guide.  
POLICY – MANAGEMENT AND OVERSIGHT OF ACQUISITION FOR SERVICES PROCESS (MOASP)

A key starting point for any discussion of service contracts and appropriate incentives is recognition of recent legislation and policy concerning the Management and Oversight of the Acquisition of Services and the resulting “process” entitled “MOASP”. The AF, AFSPC and SMC have each established a MOASP policy. For the purposes of a discussion regarding incentives the key issues related to MOASP are ensuring the inclusion of effective incentives with corresponding measurements. 

MOASP policy implements the law but the governing AF guide for performance based services is AFI 63-124. In the most basic terms, performance based services must meet the following requirements:

Statement of work (SOW) must be Performance Based

SOW must include Services Summary defining:

Performance objectives (service required) 

Performance thresholds (specific standard)

Performance plans must be developed which prescribe:

Objectives of the services

Goals, roles & responsibilities of team members

How contractor performance will be assessed

How the contract will be managed to obtain efficiencies, improved performance and cost savings throughout the life cycle

Once the performance objectives and thresholds have been established the incentive plan should be developed that links fee earned to the attainment of desired outcomes

An important focus then is to tie the incentive to “realized program outcomes while at the same time, recognizing the contractor’s need to earn fee throughout the contract performance period”. The services summary in the SOW will address the acceptable performance standards, the incentives will address performance beyond satisfactory if the business case warrants it. 

The OSD Performance Based Services Guide provides a framework for making this decision by suggesting consideration of the following:


Will enhanced performance provide additional value?


Which areas of the requirement would benefit most from enhanced performance? Which areas do NOT need added incentives?

How much is the organization willing to pay to achieve a level of performance beyond the performance standard? 

Is there a potential for using cost sharing?


Is the incentive affordable? 


Will it affect timelines or schedules in a positive way?
CONTRACT TYPE

A number of contract type possibilities, ranging from fixed-priced to cost-reimbursement, are possible for A&AS and sustainment.   A firm-fixed priced contract is appropriate when the requirements and delivery can be adequately defined (i.e., analysis of the system and recommended solutions).  A cost-plus-fixed-fee or cost-plus-award-fee contract can be used for engineering support where the level of effort required is unknown.  If a CPFF contract type is chosen however, it is recommended that a clause be written into the contract to allow for the conversion of the fixed-fee contract to an award fee contract should the Government determine the contractor is not performing adequately and desires to subject the fee to a subjective evaluation.  Time-and-materials contracts have also been used for efforts where the extent and duration of the work cannot be estimated at the time of contract award (i.e., repair jobs with tasks to be defined in the future).

INCENTIVES

Service contracts will normally be performance based and will utilize incentive arrangement that are outcome-based and reward successful completion of that performance.  

Award Fee
Award fee has applicability to service contracting and can be useful in either a fixed price or cost reimbursement environment.  In either case, to be effective the criteria need to be clear, meaningful, tied to technical requirements or results, achievable, and measurable.  Milestones for award fee periods must be frequent enough to be meaningful to the contractor.  Use of award fee can be time-intensive, but reviewing criteria and adjusting criteria to promote critical interests of the Government can ease the burden.  The Government must be diligent in providing the contractor with meaningful feedback during the award fee period and reviewing criteria in advance of the start of the performance period to avoid need for bilateral agreement with the contractor.  Award Fee contracts with set criteria that are objective in nature, supplemented by cost savings and avoidance criteria can have a positive influence.

Award-Fee Rollover

It should be noted that rollover is prohibited in service contracts (e.g.., janitorial services) where better performance in the future cannot correct deficiencies of the past.  See Annex 1, Compendium of Contractual Incentives, for more detailed discussion on award fees and rollovers.

Cost Incentives 

 Financial management must be part of every incentive arrangement.  In fixed-priced contracts, cost management occurs via the fixed-priced arrangement.  In CPAF contracts, cost must be an evaluation area.  Other cost-reimbursement contracts need to address how cost is incentivized.

Share-in-Savings

SIS is a version of fixed-price, performance-based contract being used to shift cost and performance risks from the Government to contractors.  Performance contracts carefully describe work in terms of the results any agency seeks, set performance standards based on those results and measure contractor performance against those standards.  The idea is to let contractors apply ingenuity and innovation to get the work done quickly and well, instead of dictating the Government’s preferred approach.  Fixing the prices of these contracts places the emphasis for results in schedule and program costs on contractor if they expect to increase profits.  Agencies may add performance incentives to further emphasize the importance of performance targets for critical elements of service. 

Performance Incentive
Simplicity is an important factor in establishing performance criteria.  Many of the failures in sustainment contract incentive structures have come about due to the use of complicated formulas that have been included and then ignored or misunderstood.  There are several ways of incentivizing performance.  Performance can be incentivized via the award fee criteria in the award fee plan.  Performance can also be incentivized via award term, award option, performance-based payment, share-in-saving, and re-work arrangements.  

Schedule Incentive 

Schedule can be incentivized as either a negative or positive incentive.  A pool of money can be provided as a reward for completing a task or tasks early.  Early completion needs to be in the Government’s best interest, have some distinct benefit, and be achievable.  A cost/benefit analysis should be performed if reward dollars are to be provided for early delivery (i.e., benefit of early delivery outweigh the dollars).  Money can be withheld or reduced for late performance or delivery.  

OTHER INCENTIVES

Award Term

Similar to award fee contracts, however, instead of earning additional fee, the contractor is awarded additional periods of performance.  In addition, if performance is habitually below standard, the period of performance can be shortened.  Note, that there are term limitations in the FAR for contract lengths when establishing the incentive.  Award term arrangements are most suitable when establishing a long-term relationship is valuable both to the Government and the contractor.  Award terms differ from options in that award terms are based on a formal evaluation process and the contractor earns the unilateral right to future periods of performance.  Once the contractor has earned additional performance term, only non-availability of funds or termination would jeopardize award of the subsequent terms.   Award term contracts must comply with the Competition in Contracting Act (CICA).  In order to comply with CICA, ensure the maximum potential term and price/cost for that effort was part of the competition or the Justification and Approval Documentation. Currently, award term is utilized on IDIQ contracts.

Award Option

The contractor can earn additional performance periods with Very Good to Exceptional Performance, if the award term plan allows.  This authority is exercised at the Government’s Option.  An award option can offer the contractor the ability to refuse additional performance periods.  Normally, the evaluation is very simplified.

Performance-Based Payments

Performance Based Payments (PBP), although a contract financing concept, can provide for payment based upon prompt and efficient performance.  If performance fails to occur, payment can be withheld, a reduction of cost for services rendered, and reduction in paid fee.  Any reduction in the actual contract funding for services not rendered must represent as closely as possible the value of the service lost and not be considered a “penalty.”

  SUMMARY

In either a fixed price or cost reimbursement environment use of multiple incentives can be useful.  Depending on performance risk, incentivizing a particular task could be of benefit to both the Government and the contractor.  Any of the above approaches could be designed to accommodate short-term incentive for a particular action or to incentivize revamp of a process to achieve some desired efficiency.

SUMMARY

Using the guidelines and examples in this guide, each program should assess the unique requirements of the program and set incentive structures which best fit the program’s objectives.  The incentives should be designed to effectively balance cost, performance, and schedule.  There is no one correct way; however, it is important to ensure that one incentive does not unintentionally de-emphasize another.  

Some key points to remember are:

· Mission and program success are the highest priorities.  Do NOT place high emphasis on cost incentive if it adds risk to mission success.
· During acquisition planning, the incentive approach must address cost, performance, and schedule, and the relative importance of the three areas.
· Incentive planning must start early and there must be open dialogue between the government and industry.

· Incentive structures should not be considered frozen at the time of contract award.  Incentive plans must constantly be evaluated for effectiveness.
ANNEX 1

COMPENDIUM OF CONTRACTUAL INCENTIVES

The following table provides a listing of contract incentives that may be used by any program in any stage to meet the needs of the programs.  The listing will be updated to remove or add incentives as best practices are developed.  Descriptions and guidelines for the incentives will be added in the future versions of this guide.

(Simultaneously press “CTRL” and Click to follow link to description)

	Contractual Incentives
	Contract Incentive
	Incentive Relationship/Strategy

	Award Term Contracting 
	X
	 

	Award Fee 
	X
	 

	Business Case Negotiation of Intellectual Property
	X
	 

	Commercial-Government Technology Integration
	 
	X

	Composite Facility Integrated Award Fee 
	X
	 

	Contingent Contracting 
	 
	X

	Corporate and Individual Contractor Incentives 
	X
	 

	Corporate Responsibility
	X
	X

	Commercial Products Produced to Government Requirements
	 
	X

	Cost Payment at Risk
	X
	

	Cost Sharing
	X
	

	Early Completion Bonus 
	 
	X

	Fast Cash 
	 
	X

	Graduated Award Fee 
	X
	 

	Incentives for Government Organizations 
	X
	 

	Incremental Award Fee 
	X
	 

	Individual Incentives
	
	X

	Interest-Based Negotiation 
	 
	X

	Joint Venture Shared Responsibility 
	 
	X

	Long-Term Award Contracting (Production) 
	 
	X

	Multiple Incentives (Parts and Supplies) 
	 
	X

	New Business Entry Incentives 
	 
	X

	Non-Traditional Incentives 
	 
	X

	Ownership Contracting 
	 
	X

	Performance-Based Incentives 
	 
	X

	Performance-Based Payments (PBP) 
	X
	 

	Performance-Based Warranties
	X
	

	Profit Rate – Alternative to Weighted Guidelines
	X
	

	Provisional Award Fee Payment
	X
	

	Reduction in Total Overhead Costs 
	 
	X

	Reliability Improvement Warranty (RIW) 
	 
	X

	Share in Savings (SIS) 
	 
	X

	Shared Infrastructure Contracting 
	 
	X

	Subcontract Incentives
	X
	

	Subcontractor Profit/Fee Pools 
	X
	 

	Subcontract Value Engineering
	X
	

	Subcontractor Value Focused Relationship 
	 
	X

	Supply Chain Incentives
	
	X

	Total System Performance Responsibility (TSPR)
	 
	X

	Tournament Contracting 
	X
	 


Award Fee

Award fee is one form of incentives.  By definition, award fee is to be used when objective targets for cost, schedule, and performance cannot be effectively defined.  However, within this subjective evaluation, it is possible to establish objective mission success milestones.  This is necessary to respond to the frequently-asked question, “What am I rewarding the Contractor for?”  The award fee plan should segregate the allocation of award fee for subjective evaluation (contractor’s progress) and objective performance (achievement of critical performance events).  The award fee plan should discuss the rationale for allocation of fee to subjective versus objective criteria.  Due to GAO findings, a greater percentage of fees should be allocated to mission success events (objective criteria).  Award fee plans with only subjective criteria (unless fully substantiated) will likely be rejected.  

A critical observation by the GAO was that there was a great deal of misuse of the “rollover” aspect of award fee contracts.  Rollover is the process of moving unearned available award fee from one evaluation period to a subsequent evaluation period, thereby providing the contractor an additional opportunity to earn that unearned award-fee amount.  Award-fee guidance issued by the Air Force, Army, and Navy states that this practice should rarely be used in order to avoid compromising the integrity of the award-fee evaluation process; however, the GAO has criticized DOD and program officials for using rollovers too frequently and without adequate justification.  
Rollover of unearned fees is normally discouraged, and is prohibited in service contracts where future performance cannot correct the past deficiencies on the contract.  Under the current definition of services (FAR 37.101), some 3600-funded Developmental effort and 3400-funded sustainment effort may be considered “services,” and therefore, cannot have rollovers.

If rollover is considered beneficial to the Government, it requires a separate incentive pool, criteria for evaluation, necessary appropriations, and strong, supporting rationale (e.g., action to maintain original schedule and innovative methods to offset government-driven funding shortfalls).  Note:  currently SAF/AQC policy (policy letter dated Apr 06) prohibits rollover of 100% of the unearned fee.  The file documentation should always detail the reason that the rollover does not represent a “second bite of the apple” for failed performance.  

Note there is a difference between rollover and reallocation.  Rollover is the process of moving unearned award fee from one evaluation period to a subsequent evaluation period.  The rollover process occurs after the Fee Determining Official (FDO) has made the award determination, and the unearned amount is then rolled over to the subsequent period (limited by regulatory and policy guidance).  For instance, if the contractor earns 95% in the evaluation period, a potential of up to 5% (unearned portion) may theoretically be rolled over to the subsequent period.  Reallocation, on the other hand, is the process by which the Government moves a portion of the available award fee from one evaluation period to another.  The reallocation process occurs prior to the Award Fee Review Board (AFRB) assessment and the FDO determination.  For instance, the award fee available for Period 5 is $10 million.  The performance events by which the contractor is being assessed are being rescheduled to occur in Period 6.  In the reallocation process, the $8 million associated with the performance events is moved to Period 6 to align with the occurrence of the performance events.  The reallocation of award fee normally occurs when the completion of the performance events move to a future date due to changes such as Government-caused delays or Government changes in the work requirements.  In Contractor-caused delays, the Government should assess consideration for schedule delays concurrent with the reallocation of award fee.  Reallocation may be done unilaterally prior to the start of the affected award fee evaluation period.  Within an award fee evaluation period, reallocation can only be done by mutual agreement of the both parties.  Reallocation is encouraged to align performance achievements to award fee pool dollars.  Rollover is discouraged (and prohibited in service contracts) because rollover is viewed as getting a second chance to earn the award fee the contractor failed to earn the first time.

A final consideration when using award fee as an incentive is to consider the impact of cash flow on the contractor’s future performance.  Two tools that can be used to improve the contractor’s cash flow are provisional payments of award fee and base fee.  Both techniques are described in the FAR and should be considered as part of the overall incentive plan. 

The SAF/AQC Award Fee guide (Link to SMC Livelink Attachment) provides additional and more detailed guidance on award fee.

Corporate Responsibility

Corporate Responsibility has been termed “The Big Boy Approach” and “Total System Performance Responsibility.”  The corporate responsibility situation occurs when two divisions of the same company act as “associate contractors” to provide the Government with the required space system.  For instance, the same company may be providing both the launch vehicle (Division A) and the satellite (Division B).  In performing the contract requirements, Division B’s actions (such as schedule or requirements relief) may result in a program and monetary impact (e.g., $5 million impact) to Division A’s contract.  Traditionally, the Government has paid the price increase to the companion contract.  In corporate responsibility, the corporation should take responsibility for one division driving a cost impact on its other division.  A clause needs to be developed that provides for corporate responsibility across contracts (same clause in both contracts) that addresses total program responsibility and integration.  Incentive arrangements may be appropriate and can be developed with this clause.  

Cost Payment at Risk (Nunn-McCurdy Negotiations)

A possible approach to managing costs is to penalize cost in excess of the newly negotiated cost.  In fixed-priced arrangements, this would mean performance at a reduction in price.  In cost-type arrangements, this would mean delay payments of cost until adequate performance has been achieved (time value of money and cash flow negatives) in addition to reduction in fee.  

Organization and Individual Incentives

Organization and individual incentives can be an effective in producing the desired performance. For a major system program, how does one incentivize the contractor to imbed the concepts of schedule performance within an organization? For a services contract, how does the government ensure that performance is embedded as a desired behavior on the part of the contractor? One way is to incentivize individual employee performance with a direct monetary payout based on a percentage of savings or fee award, driving the incentives down to the lowest levels within the company. An example of this is the very successful Peace Shield program.  The unintended consequence of this incentive may be a flow of employees from programs without individual incentives to programs with individual incentives, and the push for implementation in every program, whether applicable or not.

Profit/Fee Determination – Alternative to Weighted Guidelines

In accordance with DFARS 215.404-4, “Departments and agencies must use a structured approach for developing a pre-negotiation profit or fee objective on any negotiated contract action when cost or pricing data is obtained, except for cost-plus-award-fee contracts (see DFARS 215.404-74) or contracts with Federally Funded Research and Development Centers (FFRDCs) (see DFARS 215.404-75). There are three structured approaches are:  (A) The weighted guidelines method; (B) The modified weighted guidelines method; and (C) An alternate structured approach.”  Contracting Officers may use an alternate approach when the weighted guidelines method does not produce a reasonable overall profit objective and the head of the contracting activity approves use of the alternate approach in writing (DFARS 215.404-4(c)(2)(c)(2)).  The NRO has developed an approach (see “Reference Materials” section) for determining profit that can be adopted by various programs.  Ensure that the requirements of DFARS 215.404-73 are met when using an alternate approach.  DFARS 215.404-73 requires consideration of the three basic components of profit--performance risk, contract type risk (including working capital), and facilities capital employed in developing the alternate profit/fee approach.
 

Competitive contract profit/fee arrangements are not based upon Weighted Guidelines, and are normally considered reasonable due to competition; however, they should be reviewed prior to, and during source selections to ensure that they are of a reasonable nature.  Some contractors will recognize the limited funding availability and wish to maximize their competitive position by trading profit/fee dollars for cost ones.  This will happen most frequently with development contracts that have experienced cost, schedule and technical issues during their performance, and the contractor wants to self-correct for the follow-on competition. 
Subcontract Incentives

When the subcontractors are responsible for the delivery of a critical component or a major portion of the services, performance and cost incentives need to stress the importance of subcontract management by the prime.   This is especially important where the prime performs little of the actual work and the prime’s only contribution is to the management of subcontractor performance.  DAU has noted in its communications with the various programs that the prime has often turned over subcontractor management responsibility to the Government (program office or DCMA) and avoided involvement, and thus, accountability for performance.  Programs should consider proportioning incentive dollars based on the subcontracted deliverables or services so that the only way the prime contractor can earn profit or fee is by ensuring the subcontractor performs.

Supply Chain Incentives

Incentive strategies can be constructed to encourage prime contractors to motivate their suppliers to success in all parts of the acquisition process. For example, “value based” incentives can be used during the design stage of a project or for parts sustainment contracts. Contract incentives should be introduced prior to development so that

suppliers can optimize component designs. Prime contracts with their suppliers can incorporate incentive clauses that modify the price based on performance so that the subcontractor earns more profit as the part brings more value to the program. The incentive is derived from the design objective for the part. Suppliers will optimize part designs

to maximize their own profits.  The real power of contract incentives, whether in supplier contracts or government prime contracts, is that the contractor will continually improve performance and decrease manufacturing cost to improve its own profitability.  In many cases, the organizations with the greatest hold on costs have no motivation to reduce costs. Properly constructed supplier incentives can make reducing cost and improving efficiency a primary interest of every firm in the supply chain.

ANNEX  2

APPLICATION

EXAMPLE OF PROFIT/FEE ALLOCATION TO COST/SCHEDULE/PERFORMANCE

Care should be taken in the allocation of the total contract fee.  Award fee is normally provided towards the front end of the contract.  Incentives for cost, schedule, and performance can be earned during contract performance with negative incentives to apply at the back end of the contract as remedy for failing to meet contract requirements.  The following graph provides a notional incentive arrangement:
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The following graph shows a sample allocation.  During contract performance, the Contractor can earn award and incentive fees for progressive performance (cash flow incentive).  The bulk of the award fee is paid at the time the contractor delivers the system (delivery incentive).  Upon contract completion, costs incurred are provided to determine the contractor’s share of the overrun or underrun.  The Contractor can keep the underrun only if certain identified performance parameters are met.  Post-delivery performance (on-orbit performance) is evaluated for possible penalties if essential contract requirements are not met.  At this time, an earn-back provision can be negotiated for performance exceeding contract requirements.  The structure should be set up so that the fees are not paid upfront without any incentive to deliver.  In this example, delivery of the system will enable the contractor to collect 50% of the negotiated fee.  Completion of progressive events will allow the contractor to collect 40% of the negotiated fee.  The remaining 10% is for subjective evaluation of the contractor’s performance in each award fee period, and provides the contractor with the fee cash flow.

Sample Fee Allocation


Negotiated Percentage  
10%


Target Fee (CPIF)
2%


Award Fee (CPAF) 
8%


Total Fee 
$100M


Maximum Contract Fee (with CPIF underrun) 
$102M

Award Fee Structure (Assume $80M)


Subjective criteria  
$10M


Objective criteria – progressive performance outcomes 
$40M



($20M subject to CPIF adjustment)


Delivery of system 
$50M


Total Available to be earned  
$100M

Cost Incentive (Assume target cost = $20M)

(For determining additional fee or reduction in fee only)


Target reached  
$20M



Total fee  
$100M


Minimum fee (overrun)  
$8M



Total fee (reduce fee by $12M, total fee = $88M)


Maximum fee (underrun) 
$22M



(Can keep only if identified critical on-orbit performance parameters are met)



Total fee (add fee of $2M, total fee = $102M)

Maximum contract fee


Total Available to be earned for performance 
$100M


Total Available to be earned for underrun 
$2M


Maximum contract fee 
$102M

Post-Delivery Performance Incentive (Negative Incentive from $50M to $100M)

This is a negative incentive for failure to meet contract performance targets.  The maximum loss is no fee earned for the contract.  This is not unreasonable because the contractor got paid for all costs incurred.  The minimum negative incentive must be large enough so the contractor does not forego mission success for some other positive incentive in the contract.

Earn Back of Lost Award Fee

Incentive to be built at the time of system delivery for exceeding contract performance targets

ANNEX 3

INCENTIVE EXAMPLES AND TEMPLATES

This section is expected to be continuously updated as new incentives are written and results are obtained from current incentives.  

(Click on the Title to go to the example)

	Title
	Description
	Assessment of Incentive

	Award Fee – content
	Sample of award fee tied to mission success events


	Need Assessment

	Business Arrangement Samples (from AFMC)
	Five incentive arrangements from AFMC – Space Test Program, B-1 Defensive System Upgrade, Propulsion Public/Private Competition, F-22 Production Program, and Joint Direct Attack Munition (JDAM)


	Pros/Cons discussed in the document

	Corporate Commitment Plan
	Plan required contractor to devote corporate funds to correct of deficiencies, and made any such cost explicitly unallowable notwithstanding they would otherwise be allowable under this cost reimbursement type contract

	Need Assessment

	Employee Retention Plan (ERP)
	Bonus program to retain and further motivate select exempt employees


	Need Assessment

	Hardware Performance Incentives
	NASA’s approach in establishing incentives for hardware contracts


	NASA’s Guidance … concern with cash flow impediment



	Mission Success Incentive – IUS

	Mission success determination process for Initial Upper Stage


	Need Assessment

	Mission Success Incentive – Titan & Atlas

	Mission success rating criteria for Titan & Atlas


	Need Assessment

	Mission Success Incentive – General Launch

	Mission success rating criteria for launches 


	Need Assessment

	Orbital Incentives – Negative (AEHF)
	Amounts due to Government for not meeting satellite orbital requirements


	Need Assessment

	Orbital Incentives –  Positive (DMSP)
	Incentives earned for identified performance requirements in each of the identified periods


	Need Assessment

	Orbital Incentives –  Positive & Negative (DMSP)
	Incentives earned for identified performance requirements in each of the identified periods and penalties assessed for below performance requirements
	Need Assessment

	Orbital Performance – Performance by Year

(GPS)
	Incentives earned for identified performance requirements in each of the identified periods and penalties assessed for below performance requirements


	Need Assessment

	TSAT Incentive Chart
	TSAT Incentives
	

	OCX Incentive Charts
	OCX Incentives
	

	GPS Incentive Charts
	GPS Incentives
	

	FAB-T AF Plan
	FAB-T Award Fee Plan
	

	Senior Executive Compensation
	Contract performance a factor in determining executive compensation


	Need Assessment

	Service Success Incentive Plan
	Most applicable to service and support requirements


	Need Assessment

	Template – Award Fee Plan
	Template to be updated
	N/A

	Award Term Plan
	Award Term Plan Example
	

	Template – Incentive Plan 
	Template to be developed
	N/A
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