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Abstract

The changes in acquisition practices taking place today are unprecedented. In the area of business
relationships, the Army is taking the lead; it understands that a crucial benefit of acquisition reform is giving the
government more leeway to structure business arrangements with industry in ways that increase the probability
that contractors will deliver successful results to government customers.

To achieve this flexibility, the Army is working to change the structure and the effectiveness of its
business relationships with industry. It is doing so by improving the effectiveness of the contractual incentives
applied within these relationships—an area the Army has recognized provides great opportunity for
payback—by:

*  Reducing Total Ownership Costs (TOC) across the acquisition life cycle;

*  Improving the basic terms of underlying business relationships to preclude inappropriate contractor
behavior;

* Improving the structure of business relationships with industry to increase the chances that contractors
will successfully deliver results to government customers;

*  Focusing on better planning and use of existing contractual incentives;
*  Developing new and innovative approaches to incentivizing performance;

* Improving the ability of the contracting and acquisition workforce to construct successful business
relationships that maximize contractor performance through the application of contractual incentives; and

*  Leveraging the efficiencies inherent in knowledge management to support the contracting and
acquisition workforce.

One of an organization’s most valuable assets is its knowledge base. It is also the hardest to manage.
Connecting the contracting workforce with the information and tools they need is essential. Structured
approaches to understanding the procurement business case, such as the development and deployment of an
incentive application decision tool discussed in this study, combined with an understanding of the financial
aspects of incentive application, can make the contracting and acquisition workforce far more efficient.

Pushing the successes of acquisition reform to the front lines of the contracting workforce is a necessity.
Transforming the vision for change into practical application and training must be the contracting and
acquisition professional’s everyday approach to constructing and executing successful business relationships.

This study is the first step in this major change process within the Army Contracting and Acquisition
Community.
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Executive Summary

The Army, under the leadership of Dr. Kenneth J. Oscar, Deputy Assistant Secretary of the Army
(Procurement), commissioned a two phase, “Study of Innovation in Contractual Incentives,” to improve the
Army’s ability to construct more successful business relationships through effectively applying contractual
incentives. Phase I developed a contractual incentive baseline for further research. Phase II explores more
innovative applications of contractual incentives and proposes new processes and models to leverage the
acquisition workforce in their efforts.

The study, with the focus on successful contractor performance and results, will not only move Army
acquisition reform forward, but also will enable the Army contracting and acquisition workforce to better
understand the changes necessary to create successful business relationships.

The government and the contractor generally share a common set of top-level goals. These goals include
the achievement of customer satisfaction, program stability, and positive program and financial performance.
Participants in successful business relationships develop a shared ability to find mutually beneficial solutions to
achieve these goals.

This requires a strategy that focuses not only upon the areas of performance interest, but also requires real
understanding of the business case. For the government, this will likely include reduced total operating costs
and performance that meets or exceeds stated performance requirements. For the contractor, it includes a stable
program, the generation of positive cash flow and profit, and a satisfied government customer. Contractual
strategies not based on a sound understanding of the business case risk incentivizing the wrong behavior and
jeopardizing successful delivery of the requirement.

One of an organization’s most valuable assets is its knowledge base. It is also the hardest to manage. New
approaches are necessary to connect the contracting and acquisition workforce with the information and tools
they need.

One new approach is Factor Collaboration®™ (FC). With the acquisition regulations and guidance as the
framework, FC is presented as a useful and structured process to jointly assist the Army and industry in
achieving a more comprehensive understanding of the overall procurement business case.

With this increased insight, the probability that the contractor will deliver what is required to the
government can be improved. The study also presents a Compendium of Contractual Incentives (CCI). The
CCI documents the characteristics of a baseline set of contractual incentives that can be considered by the
contracting workforce as they construct the business relationship.

Finally, the study recommends the development and deployment of a web-based incentive application
decision tool to support the contracting and acquisition workforce in more effectively applying contractual
incentives. This decision tool uses an expert system that is based upon the Contractual Incentives Application
Model®™ and the Factor Collaboration®™ process discussed in this study. Its use can enhance the ability of the
Army and industry to construct successful business relationships through more effective application of targeted
contractual incentives.

Pushing the changes and new concepts from the successes of acquisition reform to the front lines of the
contracting workforce is a necessity. Transforming the vision for change into practical application and training
must be the contracting and acquisition professional’s everyday approach to constructing and executing
successful business relationships.

This study is the first step in this major change process within the Army Contracting and Acquisition
Community.

PHASE | — DEVELOPING THE BASELINE

Phase I, completed in March 1999, explored the history, development and application of contractual
incentives and developed a baseline definition of contractual incentive that was further refined during Phase II.
It also presented a cross section of concepts and initiatives currently in practice throughout government and
industry. (The Phase I report is included as Appendix D of this report.)

Constructing Successful Business Relationships: Innovation in Contractual Incentives 1
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Phase I comprised a search of books, periodicals, association publications, reports and observations,
interviews with program and industry managers, and comments and insights from experts in the field of
contracting and acquisition. The Army also solicited comments to the Phase I Study from industry, through the
Commerce Business Daily (CBD), and from Army mid- and junior-level acquisition workforce professionals,
through the Army Acquisition Reform website. The Phase I Study discussed the following major areas:

*  The Dynamic Nature of the Contracting Environment

*  Motivation as the “Cornerstone of the Business Relationship”
*  Marketplace Barriers and Solutions

*  Factors to Consider in Developing Effective Incentives

*  Concepts and Initiatives in Practice

PHASE Il — THE SEARCH FOR INNOVATION

Phase II was an extensive effort incorporating the Phase I baseline and comments as a starting point for
further exploration and discussion of the subject. Phase II delivers to the Army real insight to opportunities for
improving the success of their business relationships.

Objectives
Phase I provided a “jumping off point” for Phase II, which had two primary objectives:

*  Develop new and innovative applications of contractual incentives to increase the opportunity for
contractors to successfully deliver the required performance.

» Improve the ability of the contracting and acquisition workforce to successfully apply contractual
incentives within the Army’s business relationships with its contractors.

Approach

The Phase II effort centered on the results from two focus group sessions comprising senior contracting and
acquisition leaders from government and industry. The goal: get their insights and advice on improving how
the Army provides incentives in its relationships with contractors; and gain a mutual respect for the complexity
of the environment in which a business case is developed and decisions are made.

Focus Group 1

Focus Group 1 examined several influences impacting the overall business relationship from a variety of
perspectives. Based on these discussions, the group proposed candidate contractual incentives for
consideration. They then used collaborative software to vote for how much impact, on a scale of one to 10, an
incentive would have if it were implemented successfully, along with how difficult the incentive would be to
implement.

Focus Group 2

Building on the results of Focus Group 1 and the discussion of influences affecting the business
relationship, Focus Group 2 next examined the factors that industry and government consider critical when
entering into a business relationship. Second, the group proposed additional contractual incentives, similar to
Focus Group 1, and discussed how they viewed the applicability of the incentives when examined in light of
these factors.

Constructing Successful Business Relationships: Innovation in Contractual Incentives 2
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Focus AREAS

Traditional approaches to the application of contractual incentives, from the culture instilled in the
schoolhouse, to practical application in the field, need to change. Simply stated, incomplete understanding of
the business case has resulted in business relationships whose terms, conditions, and structure incentivize
contractor behavior different from that desired.

Changing the culture and providing the training to improve the ability of the workforce to craft more
effective relationships is as important as improving the effectiveness of targeted contractual incentives. A
composite approach to change in both training and application is necessary.

The study covered all six of the following areas. The two focus groups, within their limited timeframe,
considered Areas 1, 2, 3, and 4, focusing on the definitions, the influences, the factors, and the application of
incentives.

Area 1: What is a “contractual incentive?”

Area 2: What influences impact the creation and execution of a business relationship between the Army and
its contractors?

Area 3: What factors are considered important by the Army and its contractor before entering into a
business relationship?

Area 4: What innovative applications of existing contractual incentives can be developed to improve the
likelihood of successful contractor performance? What new and innovative contractual incentives can be
developed to improve the likelihood of successful contractor performance?

Area 5: What changes can be developed in the process of applying contractual incentives within the
business relationship to increase effectiveness?

Area 6: How can the Army improve its ability to incentivize successful contractor performance?

Area 1: What is a contractual incentive?

To ensure a consistent baseline from which to discuss, explore and assess the multi-dimensional aspects of
the subject, the group developed a consensus definition for contractual incentive.

Contractual incentives must be considered and selected within the context of a sound understanding of the
business case surrounding the procurement. They must be applied in a manner consistent with and supporting
the total business process.

Contractual Incentive, as used in this study, consists of both contract incentives, and incentive
relationships and strategies.

Contract Incentive refers to the monetary or non-monetary structural motivators embodied in or arising
from the terms and conditions of the contract that influence the behavior of the buyer and the seller toward
accomplishing desired contractual outcomes.

Incentive Relationship/Strategy refers to those factors that influence the motivation of the buyer and the
seller and directly impact their approach to the total business process.

Total Business Process includes requirements generation and definition, acquisition strategy and business
case considerations, the award process, and post-award performance—all focused on attaining desired
outcomes.

Area 2: What influences act upon the creation and execution of a business relationship
between the Army and its contractors?

A business relationship provides a mutual forum in which the goals and influences that affect the
achievement of a desired objective interact. In a successful business relationship, the parties achieve their
individual and shared goals and objectives through the successful planning, execution, and delivery of their
respective responsibilities.

Constructing Successful Business Relationships: Innovation in Contractual Incentives 3
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Since this study focuses on the contractual relationship between the Army and its existing and potential
contractors, it is necessary to understand these influences as they act upon the development and execution of
this relationship. Focus Group 1 discussed these influences and their observations in each of the following
areas:

*  Structural *  Contractual
*  Financial *  Regulatory and Statutory
*  Programmatic * Political

Key observations include the following:

*  The government is too often focused on the profit earned by contractors, rather than on the results
required. If they could more broadly recognize that incentivizing and rewarding cost reduction enables
contractors to focus on cost reductions, the results can be increased performance at lower cost.

»  Critical to targeting incentives is understanding the motivation of the parties. Not doing so results in a
poor incentive structure, a problematic relationship, and undesired contractor behavior.

*  Leadership must be committed to change, understand why change is necessary, and drive the necessary
change through all levels of the Army.

*  Changing the culture and the training is necessary to change the approach.
*  Reward innovation even if it results in failure.

»  Expectations of company performance by the capital markets are a critical factor in any decision to
enter into a business relationship.

»  Aligning motivations of the subcontractor with the goals of the prime contractor, and its government
customer, is critical if the incentive structure is to be successful.

* A perception exists that regulations continue to drive what can be done. The process for waivers and
deviations can be lengthy and creates missed opportunities for innovative changes.

*  Program instability in funding and requirements increases risk and affects bid-no-bid decisions, as well
as the ability to make long-term commitments with suppliers.

*  Every successful program is the result of information and risk sharing, based on common motivation of
the parties and sense of shared destiny in the results.

*  Government accounting must be able to accommodate innovative incentive applications that support
new funding and payment approaches.

» Incentives need to be sized to the effort and sufficiently large to impact behavior

Area 3: What factors are considered important by the Army and the contractor before entering
into a business relationship?

Decision-makers carefully consider the environment, the influences, and the factors that comprise the
business case before making a business decision. Focus Group 2 explored and discussed a baseline set of
factors that government and industry considered critical to understand before entering into a business
relationship. While some of the factors lend themselves more to determination and influence by either
government or industry, both considered the factors important in their impact on the formation and outcome of
the business relationship.

These factors are central to defining the “procurement business case.” For the government, the factors are
key decision points used in crafting the acquisition and contract strategy for the procurement. For the
contractor, they go initially to the “bid decision” and then price, performance commitments, and other terms and
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conditions they are willing to propose in entering into a business relationship with the government. They
include the following:

Requirement Acquisition Phase Primary Incentive Areas
Size Contract Type Program Stability
Program/Contract Flexibility Competitive Environment Entry Barriers
Performance History Future Effort Corporate Strategy
Inherent Risk Industry Dynamic

Unique knowledge may drive a differing assessment of a given factor. Surfacing and discussing these
differences provides an opportunity to improve the understanding of the business case and to provide the insight
necessary for understanding each other’s motivation. This understanding can logically lead to considering
which contractual incentives are needed by industry and can be offered by government to meet the goals and
objectives of both parties.

Area 4: What innovative applications of existing contractual incentives can be developed to
improve the likelihood of successful contractor performance? What new and innovative
contractual incentives can be developed to improve the likelihood of successful contractor
performance?

A broad spectrum of contractual incentives is available to the contracting workforce in crafting effective
business relationships. Some are traditional and some are new approaches to existing arrangements. Others are
new, innovative, and reflect an understanding of the increasingly rapid pace of change in the structure of both
the government and commercial marketplaces. These contractual incentives achieve their goals through the
operation of the contract structure and through an acquisition or management approach or strategy. The final
incentive strategy may also reflect a combination of several different approaches.

Building upon the contractual incentive baseline documented in Phase I, Focus Group 1 employed
interactive decision-support technology (collaborative software) to explore various incentive situations and
possibilities. Attendees used individual computers to vote (on a scale of one to ten) for the following:

*  How much impact a candidate incentive would have on the contractual process and business
relationship;

*  The impact a candidate incentive would have if it were implemented successfully; and
*  How much difficulty the incentive would face in implementation.

Several incentives viewed as having the highest impact were also voted the most difficult to implement.
However, there were also contractual incentives that were considered to have high impact and relative ease of
implementation. These included:

*  Award-term contracting—the idea that contract length can be shortened or extended, based on
attaining or surpassing specified results metrics, and

*  Output Contracting—defining deliverables as outputs (for example, copies rather than copiers).

The cross section of contractual incentives from the Phase I study, the Phase II group efforts, and additional
research are reflected in a Compendium of Contractual Incentives (Appendix B), intended as a baseline guide
for the contracting and acquisition community in the development and crafting of more effective business
relationships.

Area 5: What changes in the process for the application of contractual incentives within the
business relationship can be developed to increase effectiveness?

Business relationships must be structured in a way that maximizes the chance of a successful win-win
partnership. Not only must the relationship deliver to the government customer what is required, but also it
must appropriately balance risk between the government and the contractor. Additionally, it must appropriately
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reward the contractor for assuming the performance risks. Contracts must not be structured to offer incentives
for contractors to behave in ways counterproductive to the purpose of the contract.

Traditionally, the government team developed and implemented an acquisition strategy for a competitive or
sole source procurement that may or may not have included meaningful industry involvement and, if not,
consequently lacked real insight to the business case and the industry issues.

As acquisition reform gained effectiveness, earlier teaming of all parties interested in the success of a
procurement, including the contracting community, became a more common occurrence. In fact, today it is a
hallmark of a successful procurement.

But early involvement alone is not sufficient for success. Rather, the process of early involvement creates a
cooperative atmosphere that greatly influences the probability for success. A successful business relationship
must include a clear understanding of the goals of the procurement and the motivations of all interested parties
associated with the procurement. Further, for contractual incentives to be most effective, there must be mutual
understanding of:

*  The influences previously addressed that affect or can affect the business relationship;
»  The factors relevant to planning the procurement; and
»  The factors a contractor considers in determining whether they will participate in the procurement.

This study recommends the implementation of a new process—Factor Collaboration®™—the joint
assessment of the influences and factors that impact the structure of a potential business relationship. It
promotes and supports a “meeting of the minds” with respect to the procurement and its business case in these
important areas:

*  The requirements

*  The influences and factors

e The motivation

e The most effective incentive

Factor Collaboration ™ “forces to the surface” critical information necessary for the construction of a
successful business relationship. It incorporates sound business practices with an innovative approach to
constructing successful business relationships. Through the disclosure and sharing of information essential to
the planning and execution of a successful business relationship, Factor Collaboration® can increase the
likelihood that contractors will deliver results to government customers successfully.

This process should be an integral part of the contracting process throughout the Army contracting and
acquisition community. Factor Collaboration™ can effectively support both sole source and competitive
procurements.

Area 6: How can the Army improve its ability to incentivize successful contractor
performance?

Changing the culture is essential to achieving the gains in efficiency and effectiveness from improvements
in the application of contractual incentives. Improving training and demonstrating positive results in practice
can help to change the culture. These changes must take place not only in the schoolhouse, but also as part of
the contracting process used by the professional workforce operating in the program offices and in the field.

The development and deployment of a web-based incentive decision tool can enhance the ability of the
Army and industry to construct more effective business relationships. This tool would use an expert system that
is based upon the Factor Collaboration*™ process and the Contractual Incentives Application Model
SM(CIAM) described in this study. This decision tool can drive a more complete understanding of the business
case.

The result? A solid baseline from which to make choices. Assessment of factors and consideration of the
influences that affect the business relationship can be brought together and highlighted more efficiently in a
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web-based, automated tool. An expert system can provide a shared, multi-dimensional understanding of the
risk and the business case.

Figure 1 below displays a simplified decision model that forms the basis for the expert system model. The
“decision points and discriminators” include the characteristics of the procurement and the results of the Factor
Collaboration™ process that form a major part of the business case. The “decision rules and judgements”
consist of the regulations, guidance, and a framework of decisions that are used in the contracting process. The
“strategic dimension” defines the goal and the “realization dimension” accounts for the difficulty and feasibility
of achieving the goal. Based on the alternatives, these factors are processed through an algorithm and a
resulting “set of solutions” is presented.

The solution should by no means be a point solution. Instead, a set of solutions should be provided. The
contracting officer then wields a set of alternatives from which to choose the best contractual incentives for this
particular procurement, as well as the reasoning and logic trail for explaining the alternatives to the prospective
contractors and the government acquisition team. The use of sound business judgement and common sense
remains a requirement.

Decision Model

n Strategic Dimension ﬂ
Decision Points (What to achieve?) /

and
Discriminators __ | Decision
— Alternatives B —.
| N
Decision ‘ Realization Dimension
Rules -1 (Difficulty/Feasibility)
and

Judgementﬁ

Figure 1 — CIAM Decision Model

FINDINGS

The findings from this study are:

1. Shared Common Goals

*  The government and the contractor generally share a common set of top-level goals. These include the
achievement of customer satisfaction, program stability, and positive program and financial
performance.

*  In successful business relationships:

» the parties to the relationship achieve their individual and shared goals and objectives through the
successful planning, execution, and delivery of their respective responsibilities; and
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* the degree to which the parties achieve success depends upon the ability to find mutually derived
solutions.

2. Key Prerequisite: Understand the Business Case

The procurement business case consists of a set of overlapping events, processes, factors and
influences.

Mutual understanding of and insight into the business case is a prerequisite for successful application
of an incentive strategy that properly focuses on the areas of performance interest.

Business relationships built upon strategies not based on this insight risk implementing contractual
incentives that incentivize the wrong behavior and fail to successfully deliver the requirement.

3. Traditional Contracting Process Lacks Necessary Collaboration

The traditional contracting process may not result in win-win solutions because it lacks the
collaboration required to mutually achieve program goals. Traditional approaches to the application of
contractual incentives must change, from the culture instilled in the schoolhouse, to practical
application in the field.

4. Changing the Culture is Essential

Changing the culture and providing improved training are essential to achieving the gains in efficiency
and effectiveness from improvements in the application of contractual incentives. Improved training
and demonstration of positive results in practice can help to change the culture. These changes must
take place not only in the schoolhouse, but also as part of the contracting process used by the
contracting and acquisition workforce.

We must be ready to accept some failures if we are going to innovate. We should reward people who
are innovative, even if they fail. Supporting the workforce in overcoming the natural fear of failure by
rewarding innovation even if it results in failure is important for success.

5. Open Communication Leads to Mutual Understanding of the Business Case

Business relationships are affected by cultural, structural, statutory and regulatory, financial,
contractual, programmatic, and political influences.

Decision-makers carefully consider the environment, the influences, and the factors that comprise the
business case before a business decision is made. Openly discussing these differences provides an
opportunity to improve mutual understanding of the business case and provides real insight to each
other’s motivations. This can logically lead to consideration of effective incentives needed by industry
and offered by government to meet the goals and objectives of both parties.

A balance of risk and reward is required for a successful business relationship. Based on partnering,
communication and trust, incentives can be applied that demonstrate to the contractor that its
objectives can best be met by successfully meeting the government’s objectives. This requires
common sense, sound business judgement, and an enlightened approach.

Factor Collaboration™ can be a useful and consistent mechanism to jointly assist the Army and
industry to achieve a more comprehensive understanding of the overall business case. With increased
insight, contractors will be more likely to meet government customer requirements.

6. Knowledge Management is Critical

One of an organization’s most valuable assets is its knowledge base. It is also the hardest to manage.
Connecting the contracting workforce with the information and tools they need is essential. New
approaches, such as development and deployment of a web-based incentive application decision tool,
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combined with an understanding of the financial aspects of incentives, can improve the effectiveness
of the contracting and acquisition workforce.

»  Pushing the changes and new concepts from the successes of acquisition reform to the front lines of the
contracting workforce is a necessity. The evolution of the vision for change into practical application
and training must be the contracting and acquisition professional’s everyday approach to defining and
executing successful business relationships.

7. A Composite Approach in Both Training and Application is Necessary

This is necessary to provide a solid foundation for change across the contracting and acquisition
community. It is accomplished through an implementation and support system that includes the following:

* Implementing guidance on the development and application of contractual incentives.

* An automated, web-based, incentive decision tool to support the contracting workforce.

*  Opportunities for sharing and collaboration through an embedded lessons learned process.
* A leadership and workforce commitment to change at all levels of command.

* A strong framework of directives and instructional information.

»  Established support mechanisms to assist the workforce in development and use of contractual
incentives and the construction of better business relationships.

*  Collaborative planning and management with industry.

NEXT STEPS

This study is the first step in a major change process within the Army Contracting and Acquisition
Community.

Recommendations

1. Implementation Planning and Roadmap (PARCs and Senior Acquisition Leaders)

The Deputy Assistant Secretary of the Army (Procurement) should lead a limited series of fast-reaction
Jjoint planning sessions to develop a roadmap that incorporates the results of the “Innovation in Contractual
Incentives” study with other similar and ongoing planning and initiatives within the Army acquisition and
contracting community.

2. An Incentive Application Decision Tool Could Form the Basis of an Expanded
Knowledge Management System

An incentive application decision tool could form the initial building block of a comprehensive knowledge
management system. Developed and deployed in phases, an expert system, based upon the Contractual
Incentives Application Model® and Factor Collaboration™ process discussed in this study, can be a very
effective knowledge leveraging tool. Effective not only in providing the improved training essential to
achieving improvements in the application of contractual incentives, but also in supporting a change in the
culture.

The concept is simple. Each contract awarded further defines the rules and supports an update of the
knowledge base. The model captures the outcome of the contracting process for each procurement considered
and documents additional information that becomes part of the body of knowledge that can be used by others.
The result is a consistent and documented process that over time improves not only itself, but also the skills and
decision-making of the contracting workforce.
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Figure 2 — Phased Implementation Approach

The deployment concept envisions a subsequent Phase III, as shown in Figure 2.

Phase IIIA is the planning, implementation, and training associated with the final report. This phase further
develops the Compendium of Contractual Incentives (Appendix B) into a more comprehensive document
incorporating the results of this study and other Army initiatives based on the roadmap developed immediately
upon conclusion of this study and described above. Distribution is Army-wide.

Phase I1IB begins the development of the expert system based incentive application decision tool, in the
following sequence:

Gather the “experts’ knowledge”

Define an approach to the problems

Define the business rules and regulations

Tap into existing data

Derive an online interactive expertise solution

Nk WO =

Initial development and deployment occurs at a single AMC Commodity Command (CC). The tool is
deployed as a pilot system and may be linked with other knowledge management initiatives already in
development. The initial pilot system includes specific “expert knowledge” associated with the type of
procurement accomplished at that commodity command (e.g., systems vs. installation). The data from
successive procurements at the pilot location is incorporated into the model. The tool is then deployed at other
commodity commands, each offering its specific procurement expertise. Deployment is then accomplished
throughout the Army incorporating the “body of knowledge” developed to date.

Assessment of factors and consideration of the influences affecting the business relationship can be brought
together and highlighted more efficiently in this web-based, automated tool. As an expert system, the tool can
provide a shared, multi-dimensional understanding of the risk and the business case. This phased approach
could provide the government and the contractor with a comprehensive, consistent, and understandable
framework to develop a solid understanding of the business case as a starting point in crafting sound and
effective business relationships.

3. Draft Policy and Procedures For Use of an Incentive Application Decision Tool

A decision to deploy the tool requires the development of policy and procedures for its use by the
workforce. This would include a description of the concept, an outline of the processes supporting the tool, and
a time phased schedule for its deployment.
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4. Develop and Implement an Outreach Plan for the Study Results

Visibility in Implementation Maximum visibility and empbhasis of the study results and recommendations
is essential so they are not viewed “casually” or as “just another initiative.” Demonstration of the tool and
concrete examples of its success can best be accomplished through the acquisition roadshow process.

Maximize Use of Electronic and Print Articles Maximum advantage should be taken of the electronic
and print media available. Use of the Army Acquisition Reform website and other appropriate websites should
be used as should all the available print media relevant to the subject matter.

Establish an Incentive Application Decision Tool Website After development and deployment, host the
tool on a website and collect comments, suggestions, and post lessons learned from its use.

Spotlight the Study Results and the Incentive Application Decision Tool Concept at Major
Conference Events Take advantage of the audience available at major contracting and acquisition events, such
as at the NCMA World Congress (April 2000) and the next DoD Procurement Conference. Depending on the
implementation and timing of Phase I1IB, demonstration scenarios, training modules, and descriptions of the
tool and the underlying expert system based model (the CIAM) could be available to conference attendees.

5. Develop Web-based and Resident Training Modules

A set of professional-level training modules for broad use within the Army, and later throughout the DoD,
would be required to institutionalize the results of this study and to integrate the incentive application decision
tool into the contracting and acquisition process. These training sessions would provide the skills necessary to
achieve quick success in the application of the tool throughout the workforce.

It is important that this initiative be universally understood and accepted by the workforce. Further, these
modules would be available to industry for use and deployment within their organizations. Joint industry and
government training should be considered after initial deployment within each organization.
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Chapter One: The Study

SUMMARY

The Army, under the leadership of Dr. Kenneth J. Oscar, Deputy Assistant Secretary of the Army
(Procurement), commissioned a two phase, “Study of Innovation in Contractual Incentives,” to improve the
Army’s ability to construct more successful business relationships through effectively applying contractual
incentives. Phase I developed a contractual incentive baseline for further research. Phase II explores more
innovative applications of contractual incentives and proposes new processes and models to leverage the
acquisition workforce in their efforts.

The study, with the focus on successful contractor performance and results, will not only move Army
acquisition reform forward, but also will enable the Army contracting and acquisition workforce to better
understand the changes necessary to create successful business relationships.

The government and the contractor generally share a common set of top-level goals. These goals include
the achievement of customer satisfaction, program stability, and positive program and financial performance.
Participants in successful business relationships develop a shared ability to find mutually beneficial solutions to
achieve these goals.

This requires a strategy that focuses not only upon the areas of performance interest, but also requires real
understanding of the business case. For the government, this will likely include reduced total operating costs
and performance that meets or exceeds stated performance requirements. For the contractor, it includes a stable
program, the generation of positive cash flow and profit, and a satisfied government customer. Contractual
strategies not based on a sound understanding of the business case risk incentivizing the wrong behavior and
jeopardizing successful delivery of the requirement.

One of an organization’s most valuable assets is its knowledge base. It is also the hardest to manage. New
approaches are essential to connect the contracting and acquisition workforce with the information and tools
they need.

One new approach is Factor Collaboration *™ (FC). With the acquisition regulations and guidance as the
framework, FC is presented as a useful and structured mechanism to jointly assist the Army and industry in
achieving a more comprehensive understanding of the overall business case.

With this increased insight, the probability that the contractor will deliver what is required to the
government can be improved. The study also presents a Compendium of Contractual Incentives (CCI). The
CCI documents the characteristics of a baseline set of contractual incentives that can be considered by the
contracting workforce as they construct the business relationship.

Finally, the study recommends the development and deployment of a web-based incentive application
decision tool to support the contracting and acquisition workforce in more effectively applying contractual
incentives. This decision tool uses an expert system that is based upon the Contractual Incentives Application
Model®™ and the Factor Collaboration®™ process discussed in this study. Its use can enhance the ability of the
Army and industry to construct successful business relationships through more effective application of targeted
contractual incentives.

Pushing the changes and new concepts from the successes of acquisition reform to the front lines of the
contracting workforce is a necessity. Transforming the vision for change into practical application and training
must be the contracting and acquisition professional’s everyday approach to constructing and executing
successful business relationships.

This study is the first step in this major change process within the Army Contracting and Acquisition
Community.
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PHASE | — DEVELOPING THE BASELINE

Phase I', completed in March 1999, explored the history, development, and application of contractual
incentives, and developed a baseline definition of contractual incentive that was further refined during Phase II.
It also presented a cross-section of concepts and initiatives currently in practice throughout government and
industry.

Phase I comprised a search of books, periodicals, association publications, reports and observations;
interviews with program and industry managers; and comments and insights from experts in the field of
contracting and acquisition. The Army also solicited comments from industry for the Phase I Study, through
the Commerce Business Daily (CBD), and from Army mid- and junior-level acquisition workforce
professionals, through the Army Acquisition Reform website. The Phase I Study discussed the following major
areas:

*  The Dynamic Nature of the Contracting Environment

*  Motivation as the “Cornerstone of the Business Relationship”
*  Marketplace Barriers and Solutions

*  Factors to Consider in Developing Effective Incentives

»  Concepts and Initiatives in Practice

PHASE Il — THE SEARCH FOR INNOVATION

Phase II was an extensive effort incorporating the Phase I baseline and comments as a starting point for
further exploration and discussion of the subject. Phase II delivers to the Army real insight to opportunities for
improving the success of their business relationships.

Objectives

The development of the baseline and completion of the cross-section of contractual incentives in Phase I
provided a “jumping off point” for Phase II, which had two primary objectives:

*  Develop new and innovative applications of contractual incentives to increase the opportunity for
contractors to successfully deliver the required performance;

» Improve the ability of the contracting and acquisition workforce to successfully apply contractual
incentives within the Army’s business relationships with its contractors.

Approach

The Phase II effort centered on the results from two focus group sessions, comprising senior contracting
and acquisition leaders from government and industry.” The goal of these sessions was to obtain their insights
and advice on improving how the Army provides incentives in its relationships with contractors; and gain a
mutual respect for the complexity of the environment in which a business case is developed and decisions are
made.

The effort also incorporated results from the Phase I field and industry comments, solicited through the
CBD, the Army Acquisition Reform website, and a study website created to collect comments on the findings
and issues raised within the study to date.

Focus Group 1

Focus Group 1° examined several influences impacting the overall business relationship from a variety of
perspectives. Based on these discussions, the group proposed candidate contractual incentives for
consideration. The group then used collaborative software to vote for the degree of impact, on a scale of one to
10, an incentive would have if it were implemented successfully, along with how difficult the incentive would
be to implement.
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This initial discussion was in part captured in a preliminary matrix. This preliminary document balanced
the acceptance of risk in the business relationship with the opportunity to earn more compensation for
acceptance of that risk.* At the same time, this matrix emerged as a possible decision tool to assist the
contracting and acquisition workforce in improving its ability to construct successful business relationships.

Focus Group 1 discussion results were posted to the study website created to support ongoing analysis and
comment of the effort. The site was open to comment from any forum. The results from the website were used
to develop the agenda and content for Focus Group 2.

Focus Group 2

Building on the results of Focus Group 1 and the discussion of influences affecting the business
relationship, this session next examined the factors that industry and government consider critical when
entering into a business relationship. Second, the group proposed additional contractual incentives, similar to
Focus Group 1, and discussed how they viewed the applicability of the incentives when examined in light of
these factors.

Factor Collaboration®™ and the Contractual Incentives Application Moder*"

After incorporating the focus group results, further efforts to develop the matrix into an effective incentive
application decision tool led to the conclusion that it lacked the multi-dimensional aspects and ease of use
required to be effective. However, the time spent on the matrix did lead to two innovative developments’ and a
different approach to the construction of a tool: the Factor Collaboration ™ (FC) process and the Contractual
Incentives Application Model ™ (CIAM).

Factor Collaboration®™ is the joint government and contractor assessment of the influences and factors that
impact the structure of a potential business relationship. It promotes and supports a “meeting of the minds”
with respect to the procurement and its business case.

The Contractual Incentives Application Model ™™ forms the basis for an expert system® and is central to the
incentive application decision tool. Incorporating FC, the model forms the basis of an effective, knowledge-
leveraging tool for the acquisition workforce.

The Innovation Curve

Focus Group 2 discussed how to capture the successes of Focus Group 1 and keep the momentum moving,
before beginning Focus Group 2. This discussion was important because in many initiatives that evolve from a
baseline of activity or understanding, it is not uncommon for the innovation to stall or otherwise slow down.

Working with a brief overview of the concepts of George Land in his book, Breakpoint and Beyond, ” the
group discussed these concepts as a point of reference for understanding the approach to the second session.

The concept of innovation as both “incremental” and “revolutionary” (breakpoint) is represented in Figure
2. The results we hoped to achieve with Focus Group 2 were dependent on the understanding, by the
participants, of this concept and where we were on the curve—in our case, the “groan zone”. The “groan zone”
marks the area of the curve where incremental (marginal) increases in innovation have begun to decrease and in
fact may begin to turn downward. The challenge is to “jump” or shift on the curve (the breakpoint) to the next
level of innovation and begin the innovation process again. In Focus Group 2, our objective was to move from
“incremental innovation” to “breakpoint innovation,” creating a link with the future, and identifying real areas
of innovation in the application of contractual incentives.
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Chapter Two: Focus Areas

Traditional approaches to the application of contractual incentives need to change, from the culture instilled
in the schoolhouse, to practical application in the field. Simply stated, incomplete understanding of the business
case has resulted in business relationships whose basic terms and conditions encourage contractor behavior
different from the behavior desired.

Changing the culture and providing the training to improve the ability of the workforce to craft more
effective relationships is as important as improving the effectiveness of targeted contractual incentives. A
composite approach to change in both training and application is necessary.

The study covered all six of the following areas. The two focus groups, within their limited timeframe,
considered Areas 1, 2, 3, and 4, focusing on the definitions, influences, factors, and application of incentives.

Area 1: What is a “contractual incentive?”

Area 2: What influences impact the creation and execution of a business relationship between the Army and
its contractors?

Area 3: What factors are considered important by the Army and its contractor before entering into a
business relationship?

Area 4: What innovative applications of existing contractual incentives can be developed to improve the
likelihood of successful contractor performance? What new and innovative contractual incentives can be
developed to improve the likelihood of successful contractor performance?

Area 5: What changes can be developed in the process of applying contractual incentives within the
business relationship to increase effectiveness?

Area 6: How can the Army improve its ability to incentivize successful contractor performance?
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AREA 1: WHAT IS A CONTRACTUAL INCENTIVE?

Summary

Many people have their own understanding of the concept of incentives. To ensure a consistent baseline
from which to discuss, explore, and assess the multi-dimensional aspects of the subject, the group developed a
consensus definition for contractual incentive.

Contractual incentives must be considered and selected within the context of a sound understanding of the
business case surrounding the procurement. They must be applied in a manner consistent with and supporting
the total business process.

Definitions

Contractual Incentive, as used in this study, consists of both contract incentives, and incentive
relationships and strategies.

Contract Incentive refers to the monetary or non-monetary structural motivators, embodied in or arising
from the terms and conditions of the contract, that influence the behavior of the buyer and the seller toward
accomplishing desired contractual outcomes.

Incentive Relationship/Strategy refers to those factors that influence the motivation of the buyer and the
seller and directly impact their approach to the total business process.

Total Business Process includes requirements generation and definition, acquisition strategy and business
case considerations, the award process, and post-award performance—all focused on attaining desired
outcomes.
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AREA 2: WHAT INFLUENCES ACT UPON THE CREATION AND EXECUTION OF A BUSINESS RELATIONSHIP
BETWEEN THE ARMY AND ITS CONTRACTORS?

Summary

A business relationship provides a mutual forum for the interaction of the goals and the influences that
affect the achievement of a desired objective. In a successful business relationship, the parties achieve their
individual and shared goals and objectives through the successful planning, execution, and delivery of their
respective responsibilities.

Since this study focuses on the contractual relationship between the Army and its existing and potential
contractors, it is necessary to understand these influences as they act upon the development and execution of
this relationship. Focus Group 1 discussed these influences extensively, their observations in each of the
following areas are presented:

Structural *  Contractual
Financial *  Regulatory and Statutory
Programmatic *  Political

Key Observations

Key observations include the following:

The government perceives that profits earned should be limited at the cost of poorer results.

Understanding the motivation of the parties is critical to targeting incentives. Not doing so results in a
poor incentive structure, a problematic relationship, and undesired contractor behavior.

Leadership must be committed to change, understand why change is necessary, and drive the necessary
change through all levels of the Army.

Changing the culture and the training is necessary to changing the approach.
Innovation should be rewarded even if it results in failure.

Expectations of company performance by the capital markets are a critical factor in any decision to
enter into a business relationship.

Aligning the motivations of the subcontractor with the goals of the prime contractor, and its
government customer, is critical if the incentive structure is to be successful.

A perception exists that regulations continue to drive what can be done. The process for approving
deviations is lengthy and creates missed opportunities for innovative changes.

Program instability in funding and requirements increases risks, and affects “bid-no-bid” decisions, as
well as the ability to make long-term commitments with suppliers.

Every successful program is the result of information-and-risk sharing, based on common motivations
of the parties and a sense of shared destiny in the results.

Government accounting must be able to accommodate innovative incentive applications that support
new funding and payment approaches.

Incentives need to be sized to the effort and sufficiently large to impact behavior.
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Cultural Influences Affecting the Business Relationship

Cultural influences include the beliefs held by industry and government regarding the operation of their
business relationships. Many of these beliefs result from training and from specific patterns of business
behavior that become ingrained over time in the contracting process. Key perspectives in this area include the
following.

On the Requirements Process

There is an increased need for the acquisition community to provide business advice early on in the
requirements-generation process. A process for trading off requirements needs to be in place between
the warfighter and the acquisition community.

Relevant sectors of industry, in concert with the warfighters, must be involved in requirements
generation to help understand the capabilities and limitations of the technology base.

On Contract Strategy

Reliance on traditional approaches to incentivize contractors makes it hard to “get outside the box” and
foster innovation and the use of new incentive concepts.

The budgeting and appropriation process precludes program savings from being used within that
program. This reduces the savings incentive and is reflected not only in the structure of the contract
terms and conditions and application of incentives, but also in the contractor’s performance toward
exceeding program objectives.

On Profit

Government continues to perceive that profits to be earned on a contract should be limited even at the
cost of poorer results.

Reductions in cost achieved through the contractor’s good efforts should reduce the cost to the
customer but should not reduce the profit levels for the contractor.

Incentivizing cost reduction through additional opportunity to earn profit enables contractors to focus
on “best price.”

On Oversight

The government’s perception that its oversight role restricts innovation because those charged with this
responsibility do not view the data or the processes they are examining in light of current acquisition
reform initiatives, processes, and methodologies.

On Partnership

The historically adversarial relationship between government and industry limits opportunities for
maximizing improvement in the acquisition process and deriving common solutions that benefit both.

The government and the contractor must have the opportunity to gain real insight to each other’s
motivation, to ensure that the goals of both parties are aligned to the maximum extent possible.

On Leadership

Leadership must be committed to change, understand why change is necessary, and drive the necessary
change through all levels of the Army.

On Training and Experience

Training reinforces business processes and the approach to the business relationship. Changing the
culture and the training is necessary to changing the approach.
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The contracting workforce needs to view themselves as “business managers,” and broaden the narrow
perspective they now have of “contracting,” which is derived from existing training.

When workforce training focuses on following the rules rather than “thinking through the nature of the
deal,” neither party benefits.

We must be ready to accept some failures if we are going to innovate. We should reward people who
are innovative, even if they fail. Supporting the workforce in overcoming the natural fear of failure by
rewarding innovation, even if it results in failure, is important for success.

Buyers must understand real-world costs, to gain a perspective on what is fair and reasonable. A
corollary is the concept of only asking for the cost and pricing information that is actually needed to
make a decision.

We need to provide additional training in the “business issues” area for our program managers and
other acquisition disciplines.

Structural Influences Affecting the Business Relationship

Structural influences include the mechanics of the approach to the business relationship and the processes
that operate within this relationship. Key perspectives in this area include the following:

On the Requirements Process

The requirement must be properly defined; the government should focus on defining the output and not
the intermediate steps.

On Contract Strategy

Understanding the motivation of the parties is critical to targeting incentives correctly. A failure to do
so results in a poor incentive structures, a problematic relationship, and undesirable contractor
behavior.

Claiming to adopt commercial practices, yet being unable to resolve issues associated with access to
commercial financial records, fuels distrust among commercial firms. This creates a lack of support
for what might otherwise be a successful contracting approach.

On Funding

Program funding instability, driven by the annual budgeting process, adds additional risk and is often a
disincentive to doing business with the government.

Bringing third party investment money into business relationships may support additional business
opportunities that might otherwise not be considered because of funding limitations, originating with
either the government or industry.

On Subcontracting

Aligning subcontractor motivations with the goals of the prime contractor and its government customer
is critical if the incentive structure and the business relationship are to be successful.

On Partnership

Communication between government and industry, and within their respective business structures,
directly impacts the ability of governmental incentives to influence contractor behavior.

On Outside Influences

Outside influences often drive program direction or contracting strategy and execution in directions
counter to approved program goals and objectives.
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Expectations of company performance by the capital markets are a critical factor in any decision to
enter into a business relationship.

Statutory and Regulatory Influences Affecting the Business Relationship

This area includes restrictions, mandates, or guidance that affect the structure and execution of the business
relationship. Key perspectives in this area include the following:

On The Regulatory Process

There is a clear perception that regulations drive what “can“ be done. Processes to address deviations
from regulations are unwieldy and time-consuming. This results in missed opportunities for
implementing innovative changes and approaches to contracting situations.

Unique regulatory requirements imposed in order to do business with the Army create entry barriers
for new industry and new technology to become part of the Army technology base.

The current competitive environment precludes the ability to conduct detailed and timely discussions
with each offeror in a competition to establish a “tailored incentive after award” crafted to motivate
that particular offeror.

On Cost and Pricing Data

Unjustified requests for cost and pricing data (certified) or other data (uncertified) are an obstacle to
increased supplier participation in the government marketplace

On Past Performance

Assessing and documenting past performance is a crucial element of contract administration. As well,
the “chain of command” should have the confidence to back up field judgments of past performance
made in accordance with guidelines, judgements, and common sense.

Financial Influences Affecting the Business Relationship

These factors include impacts to the business relationship from the appropriation process, and the internal
process of allocating funds within the corporate industry and government management process. Key
perspectives in this area include the following:

On Corporate Strategy

The opportunity for future business resulting from the current contract is a major consideration for
most companies.

The uncertainty associated with annual funding of programs drives industry bid decisions regarding the
ability to recover up-front investments.

Contractors are less inclined to make investments in long-term cost-reduction opportunities, due to the
uncertainty in the return on these investments.

The long-term opportunity for continuing profit can be a major influence, given the reduced defense
business opportunities.

The most effective incentives today seem to be those that can influence the next quarter’s earnings
statement. The long-term business incentives do not motivate either the government or the contractor
to perform better near-term, when rewards are realized only in the long-term.

On Funding

Cash flow is a strong incentive. The government needs to recognize this influence on corporate
decision-making and address it in the business relationship.
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The budgeting and funding process in the Department of Defense, as constrained by Congress,
prevents or inhibits the making of long-term, firm promises of the kind that world-class customers can
make to their suppliers.

Government accounting must be able to accommodate innovative incentive applications that support
new funding and payment approaches.

On Communication

Every successful program is the result of a good relationship, based on common motivation of the
parties and a sense of shared destiny in the results.

Contractual Influences Affecting the Business Relationship

These factors include the impacts on the contract agreement (structure) and the specific contractual
relationship. Key perspectives in this area include the following:

On Contract Strategy

Incentives should be matched to the scope of the effort. Consideration should be given to the impact
of the incentive and its relevance to the total price of the contract or the effort. Incentives must be
sufficiently large enough to affect behavior.

The focus upon the instant contract makes it difficult to shape an effective incentive strategy or
approach for the entire acquisition program.

Government and industry often do not share a common understanding of risk and of each other's
business case.

It might be more effective to structure a contractual relationship based on risk versus profit rather than
risk versus contract type.

Incentives and profit can be supplemented by non-traditional forms of reward including “outside the
contract” incentives.

Consideration is more than monetary; the government should consider non-monetary factors in making
award decisions. One way is to move beyond traditional requirements and relationships, and look at
the underlying results government is trying to accomplish. Considerations can include exchanges of
intangible items that have value in the marketplace, rewarding contractor innovation and capitalizing
on contractor skills or capabilities, and providing opportunities that otherwise might not have been
available.

On Source Selection

Rather than rewarding the innovative company that initiates a new idea, the government tends to limit
innovative thinking by assuring that everyone has an equal chance to pursue someone else's good idea.

A strategy to “award without discussions” inhibits interaction and consequently the ability to tailor the
best incentive arrangements.

On Subcontract Management

Contract incentives often do not reach the subcontractor level.

On Communication

There should be more use of Alternative Disputes Resolution (ADR) in resolving problems and issues
within the business relationship. Often when disagreements arise, the default position is litigation
versus principled resolution.
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Programmatic Influences Affecting the Business Relationship

These include influences that affect the execution of the program management plan. Key perspectives
include the following:

On Funding

*  Funding profiles for development contracts are budgeted, based on government estimates made with
historical models that often are not realistic or representative of current thinking on acquisition
strategy.

On Training

*  Program decision-makers at all levels need to be versed in understanding risk management philosophy
and techniques.

Political Influences Affecting the Business Relationship

These include the impacts of congressional as well as corporate government and industry actions on the
business relationship. Key perspectives in this area include the following:

*  Perception by some members of Congress that partnership means government exploitation by industry.

*  The spending of public funds is by definition a political process. The involvement of Congress, the
administration, and the contractor community all assure that many of the budget decisions will be
made for reasons other than military requirements or program efficiency.
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AREA 3: WHAT FACTORS ARE CONSIDERED IMPORTANT BY THE ARMY AND THE CONTRACTOR BEFORE
ENTERING INTO A BUSINESS RELATIONSHIP?

Summary

Decision-makers carefully consider the environment, the influences, and the factors that comprise the
business case before making a business decision. Focus Group 2 explored and discussed a baseline set of
factors® that government and industry considered critical to understand before entering into a business
relationship. While some of the factors lend themselves more to determination and influence by either
government or industry, both considered the factors important in their impact on the formation and outcome of
the business relationship.

These factors are central to defining the “procurement business case.”” For the government, the factors

are key decision points used in crafting the acquisition and contract strategy for the procurement. For the
contractor, they go initially to the “bid decision” and then price, performance commitments, and other terms
and conditions they are willing to propose in entering into a business relationship with the government. These
include the following:

Requirement Acquisition Phase Primary Incentive Areas
Size Contract Type Program Stability
Program/Contract Flexibility Competitive Environment Entry Barriers
Performance History Future Effort Corporate Strategy
Inherent Risk Industry Dynamic

Unique knowledge may drive a differing assessment of a given factor. Surfacing and discussing these
differences provides an opportunity to improve the understanding of the business case and to provide the insight
necessary for understanding each other’s motivation. This understanding can lead logically to considering
which contractual incentives are needed by industry and can be offered by government to meet the goals and
objectives of both parties.

Business Case Factors

The factors presented here reflect a baseline from the groups’ discussions. The factors that lend themselves
to influence by the government are essential to planning the procurement and fulfilling the requirement. The
factors that are inherently influenced by the contractor are those that guide its corporate planning, decision-
making and participation decisions (e.g. bid and no-bid). Together, this spectrum of factors constitutes a major
part of the business case.

Requirement

*  What is needed and being purchased—systems, spares, base support, services, construction,

commercial items, or information technology (IT)—and how it is specified or described.

Acquisition Phase

*  The major phase of the acquisition cycle'® — research and development (R&D), production, or

sustainment.

Primary Performance Risk Parameters

*  Three main performance parameters targeted by contractual incentives: technical performance, cost,
and schedule.
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Size

* Relative assessment as a “large” or “small” procurement. For industry, relativity is a function of
internal or corporate definitions of size. For the government, it is defined by the Federal Acquisition
Regulation (FAR).

Contract Type

*  While vehicles such as “other transactions” may be considered, the two major types of contract
vehicles of interest here are fixed price or cost reimbursement.

Program Stability

»  Susceptibility to disruptions in funding, schedule, requirements, and political and other support. While
the government and the contractor will view basic program stability more or less in the same light, the
contractor may also view stability in additional ways, including:

*  The ability to project forward with certainty
»  The stability to develop an efficient supply chain

»  The ability to recover front-loaded costs

Program/Contract Flexibility

This factor refers to the flexibility of the program and adaptable contract vehicles. This can be viewed in a
variety of ways, such as:

*  Ability of the contract structure to allow for terms and conditions (T&C) to evolve with the program

*  Process for how this contract will/can evolve as a result of changes. (An example of this is the
opportunity or ability to negotiate a strategic alliance or overarching partnership agreement that
includes problem-solving rules. The program is viewed as a whole rather than as specific projects and
contracts.)

e The mechanism for the contract change process

Competitive Environment

The government, within the laws that require competition or a justification for its absence, evaluates the
opportunities to compete the procurement and the effectiveness of competition in successfully fulfilling
requirements. Examples include the following:

*  Competition in general

»  Ability to structure incentives to maintain contractor efficiency throughout the period of performance
»  Assessing the option of introducing competition when a contractor is performing poorly

* In circumstances where there is limited or no competition, incentivizing participation

The contractor evaluates its chances of competing and winning. Issues can include the following:

»  The chance of recovering the “costs of competition” and in some instances the “nonrecurring costs of
market entry”

*  Opportunities for successive, related, or follow-on contracts

Entry Barriers

The government evaluates the marketplace for the goods or services required and assesses the conditions
that might adversely affect the opportunities for contractors to successfully compete. With respect to
incentives, the degree of incentivization applied may directly affect the number and type of offerors that
consider the procurement opportunity.

Constructing Successful Business Relationships: Innovation in Contractual Incentives 26



Chapter Two: Focus Areas

The contractors assess the obstacles or challenges they face to become a “player” in the procurement. The
perceived importance and value of the incentives will determine participation. Examples include:

Period of performance considerations—time to recoup investment in front-loaded costs
Relative competitive advantage with respect to costs of performance

Incentive considerations—sufficient incentive opportunity to be earned to justify an investment by the
contractor

Performance History

The government considers the past performance of the contractor(s) as an indicator of future
performance.

The contractor, in considering this factor, is interested not only in how this assessment will affect its
win probability, but also how they are viewed within the industry or marketplace — their competition.

Future Effort

The opportunity for future contracts for follow-on work, related work to other programs, spares and
other support

Corporate Strategy

While the government is concerned with a contractor’s approach to the procurement, this area primarily
involves the contractor. Areas of importance include the following:

Impact of the procurement to return on investment (ROI)
Impact to cash-flow timing

Impact on market share

Access or opportunity for access/improvement in technology
Timing considerations, such as “first to market” advantages

Supply chain considerations, including maintaining good relationships with suppliers and processes
that lend themselves to an advantage for other contracts

Inherent Risk

The government views this factor as an assessment of contractor capability to handle or mitigate the
commonly understood areas of risk (cost, schedule, and performance) during the performance of the contract.
There are two components: the probability of failure to achieve the desired goals and the consequences of that

failure.

The contractor also views this factor within the context of business and market risk. This includes the
opportunity costs of investment in this effort, compared to other investments and the costs associated with
failure in the marketplace. Business risk also includes such areas as the potential for changes in business base,
rates, and inflation during the terms of the contract.

Industry Dynamic

This factor addresses the maturity of the industry area that would be covered by the procurement. The
government focus can include assessing the opportunity for participation and the necessity and structure of
incentives to attract interest.

The contractor is interested in the opportunity for growth within its industry: Is it increasing? (i.e., in a new
and innovative technology area); Has it leveled off; or are opportunities declining?
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AREA 4: WHAT INNOVATIVE APPLICATIONS OF EXISTING CONTRACTUAL INCENTIVES CAN BE DEVELOPED TO
IMPROVE THE LIKELIHOOD OF SUCCESSFUL CONTRACTOR PERFORMANCE?

WHAT NEW AND INNOVATIVE CONTRACTUAL INCENTIVES CAN BE DEVELOPED TO IMPROVE THE LIKELIHOOD
OF SUCCESSFUL CONTRACTOR PERFORMANCE?

Summary

There is a broad spectrum of contractual incentives available to the contracting workforce in crafting
effective business relationships. Some are traditional and some are new approaches to existing arrangements.
Others are new and innovative, and reflect an understanding of the increasingly rapid pace of change in the
structure of both the government and commercial marketplaces.

These contractual incentives achieve their goals through the operation of the contract structure, and
through an acquisition or management approach or strategy. The final incentive strategy may also reflect a
combination of several different approaches.

Building upon the contractual incentive baseline documented in Phase I, Focus Group I employed
interactive decision-support technology (collaborative software) to explore various incentive situations and
possibilities. Attendees used individual computers to vote (on a scale of one to ten) for the following:

*  How much impact a candidate incentive would have, on the contractual process and business
relationship;

*  The impact a candidate incentive would have if it were implemented successfully; and
*  How much difficulty the incentive would face in implementation.

Several incentives viewed as having the highest impact were also voted the most difficult to implement.
There were also contractual incentives, however, that were viewed as having high impact yet relative ease of
implementation. These included:

*  Award-term contracting—the idea that contract length can be shortened or extended, based on
attaining or surpassing specified results metrics

*  Output Contracting— Defining deliverables as outputs (for example, copies rather than copiers).

The cross-section of contractual incentives from the Phase I study'’, the Phase II group efforts, and
additional research are reflected in a Compendium of Contractual Incentives (Appendix B) intended as a
baseline guide for the contracting officer in the development and crafting of more effective business
relationships.

Incentive Application and Difficulty Considered

The following figures (Figures 4-6) summarize the group’s initial effort. Twenty-six (26) incentives were
nominated and then rated. Members voted, on a scale of one to 10, on the impact an incentive would have on
the contractual process and business relationship if implemented successfully, and how much difficulty the
incentive would pose in implementation. The incentives were identified based on the anonymous code of the
group member and then assigned a number from 1 to 26. The original list is as follows:

Constructing Successful Business Relationships: Innovation in Contractual Incentives 28



Chapter Two: Focus Areas

1. B - Incentivize Control/Reduction TOC

14. O — Shared Infrastructure Contracting

. C - Graduated Award Fee

15. P - Reward Contracting

. D - Incentives for Government Organizations

16. Q - Shared Savings Reinvestment

. E - Subcontractor Profit/Fee Pools

17. R - Awards Term Contracting

(.1 B "N VS B B )

. F - Share in Savings with Reinvestment

18. S - Contractor Facility Award Fee (pre-negotiation
levels)

6. G - Incremental Award Fee

19. T - Output Contracting

7. H - Long-term Award Contracting

20. U — Requirement Definition (examine nature of the
requirement

8. I - Share in Savings Contracting

21. V — Custom Commercial Products Produced to
Government Requirements.

9. ] - Commercial-Government Technology Integration

22. W — Behavior Allocation Pricing

10. K — Performance-Based Plus Award Term

23. X — Joint Venture Shared Responsibility

11. L - Fast Cash

24.Y — Non-Monetary Incentives

12. M - Subcontractor Value Focused Relationship

25. Z — Life Cycle Contracting

13. N - Reveal Funds Available

26. AA — Early Completion Bonus

1. B: Incentivize control TOC

3. D: Incentives for Gov Org

25. Z: Life cycle contracting

21. V: Custom commercial

8. I: Share-in-Savings

18. S: Ctr Facility Awd Fee

- Impact
I Difficulty

7. H: Long term award

5. F: Share in Savings w/RI

16. Q: Shared Savings RI

17. R: Award-term
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o
5
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11.L: FastCash

24.Y: Non-monetary Incent

20. U: Req Definition

23. X: Joint Venture S/R

19. T: Output Contracting

. Impact

I Difficulty

12. M: SubK Focused RIltnsh

9. J: Coml-Gov Tech Integr

i

10. K: Perf Based + Aw Term

14. O: Shared Infrastructure

22. W: Behavior Alloc Prcing

I
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Figure 5

15. P: Reward Contracting
4. E: SubK Prft/Fee Pools

26. AA: Early Completion

13. N: Reveal Funds Avl

2. C: Graduated Awd Fee

B impact
" Difficulty

i

6. G:Incremental Awd Fee

Figure 6
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These results were then plotted on a quad chart (Figure 7) with impact on the x-axis and difficulty on the y-
axis. The farther from the origin, the greater the impact and the greater the difficulty. Those with the greatest
impact included incentivizing reduction/control in total ownership costs, life-cycle contracting, award term
contracting, non-monetary incentives, and output contracting.

Those with the greatest difficulty included incentives for government organizations, joint-venture shared
responsibility, incentivizing reduction/control in total ownership costs, pre-negotiated award fee for all contracts
within a contractor facility, and share in savings with reinvestment incentive.
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Figure 7 — Quad Chart

Generally, incentives with the highest-perceived impact also were voted the most difficult to implement.
These included developing incentives for government personnel and lowering life-cycle costs rather than just
initial acquisition costs.

A few incentives, however, stood out as having high impact and relative ease of implementation. Two clear
leaders are award-term contracting (17) and output contracting (19).

Award-term contracting is based on the idea that the contract period of performance can be shortened or
extended, based on attaining or surpassing specified results metrics. It tied for the second-highest score in terms
of impact and was considerably above average in ease of implementation.

Output contracting refers to writing contracts around outputs rather than the processes and products used to
produce those outputs (for example, copies rather than copiers).

The incentives were mostly clustered within a small range, reflecting a general consensus concerning the
26 incentives identified; that is, with the exception of a few outlyers, the impact was great enough to pursue
most all incentives, given the relatively small differences in difficulty.
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Compendium of Contractual Incentives

The Compendium of Contractual Incentives (CCI) captures a baseline list of contractual incentives
(Appendix B). It is the intended initial step in the development of a comprehensive incentive-decision tool for
use in designing more effective incentive strategies. The compendium has been developed from Chapter 6 of
the Phase I report, “Concepts and Initiatives in Practice,” the efforts of the 