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Foreword

The purpose of this guide is to give Army Contracting Agency (ACA) personnel a better understanding of the concepts and applications of contract incentives. In this day of increasing demands on our military, we must find ways to get the best possible results from the contracts we write. In other words, our contracts must be written to obtain the best value for the Government. The effective use of contract incentives can motivate our contractors to deliver the best products and services possible.

Our job, in the acquisition community, is to be good business managers and stewards of government assets. In that vein, we must look for contract incentives that will provide the best bottom line result for the Government, whether in direct dollar savings or in technical or non-financial areas such as safety, response time, quality, and oversight. In recent years, the importance to the Government of non-price, or non-financial, benefits has been increasing.

This guide discusses the most commonly used incentives that are available to the Government. Acquisition personnel should remember that what is an incentive to one contractor, one agency of the Government, one sector of the business world, or one geographical location may not be an important factor for another. Acquisition reform has taught us that contractor and government interests are not mutually exclusive. Innovation and partnering with industry can be profitable in both financial and non-financial terms to both industry and the Government. The goal of this guide is to encourage innovation that results in profitable contract experiences for both industry and the Government.

Federal Acquisition Regulation (FAR) Subpart 16.4 prescribes policies and procedures for incentive contracts. Additional guidance can be found in a comprehensive study of contractual incentives performed by Science Applications International Corporation (SAIC) for the Deputy Assistant Secretary of the Army (Policy and Procurement). The final report, entitled “Constructing Successful Business Relationships: Innovation in Contractual Incentives,” contains a broad compendium of contract incentives and is available for download at the following website http://dasapp.saalt.army.mil/library/final/final1299.htm.

I. INTRODUCTION

A. The acquisition workforce must use contract incentives in a way that results in the most efficient and effective performance that the contractor can deliver. This will require us to improve our ability to use traditional contractual incentives and to adopt new and innovative approaches that have been identified over the past few years. The overall goal is to use incentives that accomplish the desired results, while minimizing any undesirable outcomes. 

B. In the past, incentive contracts were frequently written with disconnects between the incentives that were designed by the Government and the motivational factors that drove the contractor. This resulted in business arrangements that encouraged contractors to expend extra effort on performance goals that were not important enough to the user to justify their cost and the impacts on schedule and other technical objectives. DoD must use more effective incentive strategies that achieve the correct balance between all the competing objectives.

C. Incentives are an essential element of any contract. The contract itself motivates successful performance, in that contractors who fail to perform may not get paid or receive follow-on contracts. However, when we talk about “incentive contracts,” we mean effort that is beyond the minimum requirements. In many cases, just meeting the minimum contract terms will be adequate. In other cases, the Government will benefit by incorporating specific incentives designed to encourage a higher level of performance.

D. To construct contract incentives that properly motivate, we must understand the factors that are important to the contractor. From the contractor's perspective, the incentive for best value is generally financially based. Therefore, contract incentives have traditionally been based on financial or cost considerations. However, sometimes the most effective incentive is not cold hard cash, but one based on non-price/cost factors that improves the contractor’s cash flow or has another positive business impact, such as increasing its business base or keeping its workforce employed by filling in down time. A combination of financial and non-financial incentives will often produce the most effective arrangement for both the contractor and the Government.

E. An essential element in effective incentive programs is an atmosphere of trust and mutual respect that enables open and candid communication between government and contractor personnel. This can form the basis for a constructive long-term relationship that benefits both parties. Furthermore, the relationship must take into account the perspectives and motivations not only of corporate and policy level managers, but also the functional managers who have day-to-day responsibility for performing or overseeing the contract, such as the contracting officer, contract specialist, COR, QAE, contractor project manager, and the on-the-job foremen. 

F. Developing an effective strategy begins with a thorough analysis of the user’s needs, in order to determine what contractor behavior you want to encourage. The next step is to find out the factors that are most important to the contractor. At this point, it is possible to construct incentives that link contractor performance directly to the needs of your user. Throughout this process, we must keep in mind that the subject of incentives is much larger than contract types, encompassing other aspects of a contractor's performance.

II. BARRIERS TO effective incentive contracting

A.  A common barrier to forming successful Government/industry partnerships is an inherent distrust of motives of the other party. The Government may believe that the contractor’s only concern is with the profit line and that the contractor should assume all of the risk. On the other hand, the contractor may feel that the Government is squeezing its profit, while shifting all of the risk to them. 

B.  The need for specialized skills for government personnel is a second common barrier. Poorly conceived or implemented incentives may cause unforeseen consequences in some other area. For example, without proper controls, a schedule incentive could drive a contractor to speed up shipments at all costs ahead of actual need, resulting in extra handling and storage costs and potential loss or damage to items accepted greatly in advance of need. Designing and implementing an effective incentive strategy can be a very difficult process, requiring business skills that may not be available to the acquisition team. A considerable investment in training may be required before effective incentive contracts can be written and executed.

C.  In many cases, organizational barriers inhibit communication and coordination of effort between the requiring activity, the user, and contracting personnel. In these cases it may be very difficult for the respective parties to access pertinent data and match the most important user needs with available contract incentive tools. 

D.  Even when needs and incentives are properly reflected in an incentive contract, the administrative demands of executing the strategy may over burden the Government and the contractor so that the costs out weigh the benefits. Changes in the user’s needs and in available resources can further erode the value of the benefits versus the implementing costs. 

III.  FACTORS AFFECTING CONTRACT INCENTIVES

A. RISK


1. In general terms, contactors see risk as the likelihood that performance of the contract will achieve its financial objectives. On the other hand, government 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 needs of the user; and may cost more than expected. As a rule, contractors will not accept increased risks without higher returns.


2. Several types of risks 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. The most significant contract risks, which impact each other, are as follows:


a. Price risk reflects the contractor’s ability to maintain the price of the product. For example, the Government may only order the minimum quantity on an indefinite-quantity contract, so that the contract is not profitable at the established price given lower than expected quantities. Another case would be where additional firms enter the market with lower prices or higher quality products and the contractor is not able to compete profitably at the lower price. 


b. Technical risk relates to the possibility that the contractor will not be able perform the contractual effort as planned, resulting in the need to expend extra effort to correct the problem. For the Government, technical risk impacts its confidence that the contractor will meet the delivery schedules, with a product that meets the user’s needs.


c. Schedule risk reflects the likelihood of meeting contract schedule. Liquidated damages or non-reimbursable excess production or services costs and lost profit or fee may be the result. Risk to the Government would be failure to support the mission.


d. 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. If there is not wide market acceptance of an item, then the Government will be required to pay for more indirect costs and the contractor will be unable to sell profitably to the commercial market or other Government organizations.


e. Technology risk essentially relates to unexpected changes in the way products are produced and services performed, leading to the use of obsolete or orphaned products. For example, when electronic controls replaced mechanical devices in the 1950s and 1960s, many producers were unable to adapt and were forced out of business. DoD faces the difficult and costly need to support items that are no longer supportable in the general market.


f. Competitive risk could include (from a contractor's perspective) the cost of remaining competitive in a saturated industry. From the Government's perspective, competition is perhaps the most effective incentive, because contractors are motivated by the desire to win the competition. Competition risk relates to the ability of the market to provide effective or “real” competition.  If there is only one feasible source for an item, the Government is much less likely to get the full benefits of competition.


g. Type of contract structure determines where the maximum financial risk will be placed. Fixed-price contracts place higher risks on the contractor than cost reimbursement contracts. In a cost reimbursement contract, the Government largely accepts the financial risk by allowing the contractor to charge all of its incurred costs to the Government.

B. LEADERSHIP


1. To succeed in the incentive environment, leaders must set an example by committing to long-term partnerships based on shared goals, both within their organizations and with industry. Proactive leadership is necessary at all levels in industry and in the Government to make certain that innovation is encouraged and a “different” approach becomes embedded in the culture.


2. Incentive contracting works best when there is a sound long-term business relationship/partnership. A successful business relationship delivers the product or service in a way that maximizes value for both parties. Leadership in the Government and industry is critical to developing business partnerships based on mutual trust. Trust takes time to develop and can only be achieved through effective communication that recognizes the needs of both parties.


3. Most business relationships are initially based on economics. After the economic link is established, leadership provides the example and encouragement to move towards a trust based working relationship. Trust usually develops because the serious repercussions of breaking trust. This is an evolutionary process that is critical for long-term success between industry and the Government.


4. Many industry and government agencies still do not understand that innovative thinking is best approached as a partnership, rather than by the autocratic "hands off" approach. This historical relationship between Government and industry limits the development of new approaches to acquisition problems and common solutions that benefit both parties.


5. Unfortunately, the possibility of failure is a likely consequence of any innovative effort and will cause "cultural shock" in many government personnel. However, government organizations must accept the fact that some failure is inevitable, if innovation is to succeed. An even harder concept for government managers to accept is that rewards may still be appropriate -- even in light of a failure. The point is that we must challenge and expand our thinking and welcome these lessons learned as necessary if we are to gain the benefits of innovation.

C. EXTENT OF COMPETITION


1. For the Government, competition represents the most powerful incentive for superior contractor performance. When effective competition exists, the inherent adversarial relationship is between the competing firms for the benefit of 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 phases.


a. 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. While performing market research, the Government should look for ways to establish long-term incentive arrangements. Some specific ways to encourage early industry participation in the process are to issue a "sources sought" synopsis, publish a draft solicitation for comments, and sponsor industry forums. When developing the solicitation include language that encourages proposal of additional incentives.


b. To encourage innovative solutions, solicitations should state requirements as broadly based statements of objectives (SOO) instead of as detailed specifications and statements of work. While you should establish thresholds for minimum acceptable requirements, you may include clear goals or targets with incentives tied to higher levels of desired performance. See the presentation for Performance Based Services Acquisition (PBSA) provided at the USACCE webpage at http://www.hq.usacce.army.mil under "Center of Excellence in Service Contracting" for an excellent overview of preparing performance based work statements. Considering long-term costs, such as operations and maintenance (O&M) or life cycle cost can result in alternative solutions that better meet the Government's needs. 


c. 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. However, while negotiating individual incentives, acquisition personnel must remember to maintain the integrity of the source selection process. See FAR 3.104-4, FAR 15.207, and FAR 15.306 for policies and procedures on handling and protection of source selection information and discussions with offerors after receipt of proposals. Discussions may not impart a unique advantage or provide insight to another’s proposal or approach. The goal is to enable each offeror to provide a proposal that best fits its ability to meet the needs of the Government.


2. In a sole source environment, the justification and approval for the action must be approved before negotiations can be initiated with the contractor. See FAR 6.303-1. However, acquisition personnel should begin planning for contracting incentives during the market research phase of the acquisition. Valuable information can be obtained through discussions with the proposed contractor and other sources within the Government and industry as to conditions that would affect contractor motivations. Also, previous acquisitions with the contractor and other contracts for similar requirements may provide useful information. Soon after the determination is made the Government and the contractor should review the issues or processes they believe are relevant to the requirement. At this point in the process, the Government will generally have a greater understanding of the factors directly relevant to the instant procurement, while the contractor will have greater insight into the internal processes and decision-making capabilities required.


a. The Government and the contractor must openly and honestly assess all of the factors based on their unique perspectives to define the most effective contract incentives for the acquisition. 


b. Exploring these “differences in perspective” should surface critical information necessary for a more complete understanding of the process challenges. This process will help the parties define an incentive approach that recognizes the needs and motivations of the parties at that particular point in time and through the period of performance, and reflects a contract strategy that both the Government and the contractor believe will ensure a successful outcome.


3. Whether sole source or competitive, the contract administration phase brings unique challenges for incentive contracts. To be prepared to respond to these challenges, a contract management plan should be established to provide guidance to the employees involved with the management and administration of the contract. Postaward orientation meetings should be used to ensure that government and contractor personnel completely understand their respective roles in the contract business arrangement. Postaward orientations allow the parties to achieve a clear understanding of the contract requirements and to identify and resolve any current or potential problems. All issues discussed during the postaward conference should be documented.
D. SHARED VALUES


1. Shared value is the concept that the Government and the contractor share at least some common goals or values. The most important shared goal is the desire for a successful trouble free contract. The Government will receive a superior product with a minimum of administrative time and expense and the contractor will make a profit and be in a better position to receive follow-on business. Other common goals may include the desire for stable requirements and enough financial resources. Participants in successful business relationships build on their common values to develop mutually beneficial solutions to achieve these and other goals.


2. Overall success depends on the success of the individual participants. It is unlikely that either the Government or the contractor will succeed if the other fails. When this fact is recognized throughout the relationship, the chances for success are greatly improved. In so doing, each party should actively help the other achieve success, by looking beyond its own interests to understand the other side’s perspectives and goals. This is critical to a successful business relationship. 


3. The parties to a successful business relationship maintain a balanced focus on the performance interests of the other party and the relevant business arrangements in the contract. The Government will likely be interested in lower total costs and performance that meets or exceeds the contract requirements. The contractor generally will want a stable program, positive cash flow, more profit, and a satisfied customer. Incentive strategies not based on a sound understanding of the business concepts are likely to reward the wrong behavior and jeopardize successful contract performance. 
IV. STRATEGIES FOR INCENTIVE CONTRACTING

In many cases, a successful contracting strategy will use a single incentive concept. Other situations may call for more than one approach and use innovative applications. 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 motivate the contractor to apply its best efforts to the aspects of the contract that are most important to the Government.

A. Financial Incentives relate profit or fee directly to results achieved by the contractor. These incentives can be based on a cost-sharing arrangement between the Government and the contractor or the payment of a bonus 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 be in writing and 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 procurement objectives. Financial incentives often take the form of additional profit for improved performance such as in a fixed-price incentive (FPI) contract. 

B. Schedule Based Incentives focus on getting a contractor to exceed minimum delivery requirements. They can be defined in terms of early delivery, attaining or exceeding milestones, or meeting rapid-response or urgent requirements. 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. 

C. Performance Based Incentives should be used when they will induce better quality performance and may be positive, negative, or a combination of both. A performance-based 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. 


1. An example of a performance-based incentive would be an award fee contract arrangement. The evaluation factors established in the award plan will provide for a subjective assessment of contractor performance for a stated performance period. The plan will allow contractors to earn a portion (if not all) of an award-fee pool. The Government will unilaterally determine how well the contractor meets or exceeds the applicable performance standards and subjectively determine the amount of earned fee to be paid. The award fee plan must provide how this fee is structured and what the contractor needs to do to earn some/all of the fees. 


2. 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. Negative incentives could include rework or re-performance of the services at no additional cost to the Government (in the case of a fixed price contract) or fee (in the case of a cost reimbursement type contract), a deduction for services not rendered, reduction in paid fee, etc. 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."  


3. Past performance assessments are a quick way for motivating improved performance or to reinforce exceptional performance. As mentioned earlier, past performance information can have an effect on decisions to exercise options or to make future contract awards. 

D. Organization and Individual Incentives can be an effective tool in producing the desired performance. For example, the Government might want to encourage contractor behavior that is desired, but not required under the contract by establishing a “share-in-savings formula” that recognizes certain accomplishments by a contractor team or an individual "employee." This gives the financial incentive directly to the people who are doing the work, encouraging "buy-in" at all levels throughout the contractor’s organization. 

E. Negative Incentives or Remedies for Non-Performance. Performance-based contracts should specify procedures or remedies for reductions in price (or fee) when services are not performed or do not meet contract requirements. While reductions in price may be appropriate for a particular circumstance, it is may be more feasible to require the contractor to re-perform the service and correct the deficiency at no additional cost to the Government. Acceptance procedures should address unsatisfactory performance. For commercial items, agencies should rely on contractor's quality assurance systems. 

F. Contract Terms and Conditions. Two examples of incentive arrangements that are established in the basic contract structure include the following:


1. Contract financing such as use of Performance Based Payments (PBP) may be an effective incentive to the small business that lacks the cash flow to adequately support the financial burden during the start up or early portion of contract performance. PBPs can be provided “…only to the extent actually needed for prompt and efficient performance, considering the availability of private financing.”  The use of PBPs will be viewed as an incentive to contractors who might otherwise not be able to compete or have the opportunity to successfully perform because of a variety of legitimate reasons (often it is a cash flow problem).


2.  Award-term contract arrangements are very similar to award-fee contracts, however, instead of or in addition to the award fee the contractor is awarded additional periods of performance. Also, if performance is habitually below standard, the period of performance can be shortened. Award-term arrangements are most suitable when establishing a long-term relationship is valuable both to the Government and to the potential contractor. They 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. 

G. Subcontractor Incentives (Supply Chain) strategies can be constructed to encourage prime contractors to motivate their suppliers to excel in all parts of the acquisition process. Prime contractors may include incentive provisions in their subcontracts similar to or in addition to those found in the prime contract. For example, the prime contractor might encourage early delivery by including a provision in the subcontract giving the subcontractor a higher profit rate for early delivery.
V.  CONSIDERATIONS WHEN USING INCENTIVES

A. Make it 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 not be penalized for work that is fully satisfactory but not outstanding; nor should the contractor be paid extra for performance that merely meets minimum contract requirements.

B. Incentives Should 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 definite and measurable – an “I’ll know it when I see it” approach will not be effective.

C. Incentives Should Balance Competing Needs. The Government manager must carefully consider the overall impact of the incentives in order to avoid unintended consequences. Incentives should be balanced. Assess the total effect of all incentives under the contract to verify that they are effective together and achieve the desired results. The incentive amount should reflect the difficulty of the required task, as well as its relative value to the Government – the cost should not exceed the value of the benefits the Government receives. 

D. Follow-through Is Imperative. For the best results, government managers actively work the incentive program through out the acquisition process. The effort should begin when the Government’s requirements are being defined and continue until contract completion. Along the way, the Government must monitor progress and follow-up on planned actions to ensure that desired results are realized. Verifying the effectiveness of the incentives is critical to successful incentive contracting.

E. Reassess Assumptions. Contract incentives should not be considered frozen at the moment of award. They may need to be adjusted to reflect evolving priorities. Areas of emphasis often change during contract performance. At appropriate times during the life of the contract, government managers should review the status of the incentive program. A careful reassessment of the underlying assumptions may call for adjustments to the incentive arrangements. The need for reassessment is fundamental to award fee contracts.

F. Ask Questions. When developing an incentive strategy, ask yourself the following types of questions. These questions are not an all-inclusive listing.

1. Will enhanced performance provide additional value to the mission? 

2. Which areas of the requirement would benefit most from enhanced performance?

3. Which areas do not need added incentives (or which areas can do without than)?

4. How much is the Government willing to pay for a level of performance beyond the performance standard?  Is there a potential for cost sharing?

5. Do contractors within the particular industry prefer additional performance periods (award terms) in lieu of monetary incentives (award fees)?

6. Is the incentive affordable?  Will it have an effect on timelines or schedules in a positive way? Will it have an effect on timelines or schedules in a negative way?

7. What practices motivate contractors to invest resources to achieve the goals?

8. What is the government environment specific to this acquisition?

9. Are there political issues that impact the Government or the contractor?

10. What form should the incentive take?

11. How should the Government communicate its strategy to industry?

12. How can the Government best determine the range of incentives that might motivate better contractor performance?

13. When does the Government reward the contractor?

14. Where does the particular program fit within the contractor’s organization?

15. How does the prime communicate with its subcontractors (incentive flow down)?

16. Are there any goals with which the incentives conflict?

17. As goals are achieved, how can the contractor share in the compensation?

18. Are the incentives effective?

19. Are incentives focused on the objectives?

20. How effective are the tools and processes management uses to monitor and analyze performance?

21. Are there sufficient schedule and resources available to meet goals and objectives?

22. Is there flexibility?

23. Will the values originally assigned to performance and delivery incentives change?

24. Will the originally determined range of effectiveness remain realistic throughout the contract life?

25. Will the objectives with which the contractor approaches performance under the contract change?

26. How will change in the overall mix of the contractor's types of contracts and requirements effect the contractor's behavior and performance?

27. How does one flexibly maintain the right incentives for the contractor?

28. How can we address future changes in incentives?

SUMMARY
The guide is an overview of contracting incentives that government managers can use to motivate their contractors. There is no “cookie cutter” approach that will guarantee use of the very best strategy and there are many ways that incentives can fail to achieve the desired results. The most certain way for the manager to fail is to proceed on the premise that the contractor cannot be trusted and must be carefully watched. A better approach is to develop a partnership that seeks to benefit both the Government and the contractor by recognizing the values of both parties.

Although financial goals tend to be the contractor’s most immediate objective, the contractor usually will have other values that it shares with the Government, such the desire to have a successful, trouble free contract. The government manager can build on these common values to construct a successful partnership with the contractor. Fulfilling the partnership’s potential will require commitment throughout the Government chain-of-command. The effort must begin early in the acquisition process and continue until the contract is completed.

In selecting and implementing an incentive strategy, the government manager must communicate openly with the contractor in an atmosphere of trust and mutual respect, in order to achieve the ultimate goal they both share, which is to provide the soldier with the best possible products and services. 
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