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DCEtUTIVE ST1.~tk1~I

The Award Fee incentive approach to contracting was developed by the
COD and NASA to provide the ireans of incentivizing areas rct subject to
objective iteasur~ rent of performance. It has evolved into a unique metI~ d
offering a cxxnbination of flexibility and potentia’l contractor rtotivation
r~ t present in other types of incentive arrangemants. As a conseguence it
is perceived to be an excellent managerent tool for application to the tech—
nologically ceirplex and highly d~~amic weapons systexr~ aoguisition Research
and ~Developrent (R&D) prograrrs .

The Award Fee incentive is based on reoognizing and directing attention
to the behavorial aspects of an organization as opposed to mathods based on
profit orientation. It is structured in such a manner as to foster inproved
interaction of the buyer and seller organizations , thereby enhancing coin-

nunications and providing a “real tix~~” management control mechanism.

Although many studies have verified the effectiveness of the Award

Fee in obtaining inproved contractor performance, a theory to fully support
such an incentive arrangement has been only partially developed . ‘lb the

• extent it has been developed it is seen to be a highly coirplex interweave

of individual and organizational motivational theory and management theory.

Given an understanding of the benefits that can potentially accrue to
3 -

the use of award fee incentives one may too quickly assure that it re-
presents a panacea for R&D contracts . Such is not the case. Use of the

award fee invokes ir.anagement considerations unique to this approach.

The purpose of this paper is to provide information that may be help-

ful to those wi th little or r~ prior knowledge of award fee incentive

ii



provisions. The focus of the discussion is as follows :

HIS’IORICI½L E\’OILJTION - Establishes the motive for , and genisis of , the

award fee incentive. Briefly traces the history of its developnent.

PATICt~ LE FOR ‘l~~ A~~RD FEE INCE1~TIVE - Descrthes the purpose of the award

fee , the general procedure for evaluating contractor performance and award-

ing of fee, and the management flexibili ty that it provides.

FUJ~~CES ON ThE (DNTRAC1’OR - Discusses the contractual and extra-contrac-

thai influences acting on the contractor and offers evidence relative to

the ability of award fee incentives to izprove contractor performance.

~~ Q~~~ W7-1T C)NSIDEP~2IONS - Discusses a few general matters concerning use

of award fee within ?ir Force Systems Ccxrrnand. Points out a few key mana-

geI~~nt consic~cr2~ti~r.s associated with its use.

SUM~2~RY AND a)NCWSIC~S - Provides a succinct su~rrar~’ of the entire paper.

S.

I
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SEL’rIoN I

n~riorxj cr i~~~~ AND OVERVIEW

Introduction

The daninant theme that has seemed to pervade the entire DOD establish—

ment thus far in the 1970 ’ s has been “do more with less. ” Without ~~oting

the facts and figures the record shows that doing more with less has been

necessaxy because of the decreasing DOD budget in terms of “real dollars”

or buying p~~~r while the external threat has tended to increase in poten-

tial. In response to this challenge , irrproved ranagement techniques and

discipl ine have been developed and applied extensively. According ly, with-

in the systems ac~ uisition arena, there has been a shift a iay fran the

former orientation of providing primary emphasis to maxirrn.rn system perfor-

mance during the R&D phases. The errphasis is now on providing ~~iat is

needed while balancing life cycle cost, schedule , and performance para~ —

eters.

The program manager of today , in carrying out such responsibilities,

is faced with a stagge ringly conpiex managarent task. However, he does

bave nurerous manag~ rent tools at his disposal to assist him toward accom-

plishment of his chartered mission . This paper discusses only one of those

tools - an incentive a~~roach for iirp roved contractor perfor mance in the

acc~~plishment of r~ search and Develo~xnent progra ms, the Award Fee .

Ove~view

The purpose of this paper is to provide an insight, from a program or

project ra nager ’s viewpoint , as to the rat ionale for , and managoment

1



considerations of , use of the award fee incentive on R&D contracts.

Section II discusses the origin and evolution of the Award Fee. Section

III addresses the considerations supporting the need for such a technique .

Section IV defines and discusses contractual and extra-contractual influ-

ences on the contractor . Section V covers some of the key rnanag~ tent con-

siderations (primarily fran an Air Force viewpoint ) associated with use of

~~ard fee incentives . Section VI is a succinct surrmary of the entire paper ,

with conclusions .

The reader should be advised that this pap er does littl e more than

“scratch the surface ” of the topic. The award fee incentive is based on

a crxrplex interweave of management and behavioral theory , an indepth

discourse of which is well beyond the ability of this aut hor to provide .

What has been att errp ted here is to present sufficient information to make

the reader , with little prior knowledge, more infonre d

.2



SECTION II

HIS’IOP1C~L EVOLLTION

Before the arrival of incentive contracting the Government ‘~z s faced

with only t~~ basic contract categories when contracting with industry for

R&D procure ments : the Cost Plus Fixed Fee (CPFF) type and the Finn Fixed

(FFP ) type. Both had disadvantages. The CPFF type did not create an in-

centive f or effective cost control and management, and the FF1’ contract

irposed an inordinate risk on the contractor for programs lacking highly

def initized specifications and employing state-of-the-art technol ogy. TO

brid ge the gap between these t~o approa ches , incentive contracts were

created . There were then four basic t’~,es from ‘hich to choose: CPFF ,

Cost—Plus-Incentiv~-Fee (CPIF) type , F ixed-Price-Incentive (FPI) , and FF1’.

i~ is added dk~nsion to contracting allowed the adjus tnen t of fee relati ve

to perfor: —ance throug h the use of pre negotia ted formulas , and ostensibly

served to provide an incentive for ii~~roveients in r~anagerrient and cost

control. One attribute the incentive contracts had in ccr ton was that the

incentivized parameters were subject to quantification and obj ective

rreasur~ rents [21:4 81 .~~

Incentive contracting , to some degree , solved the CPFF - FFP dilernl3 ,

but a void still remained. There were areas that ware not subjec t to

objective measurement and hence there was no ~~thod for appl\’~ng incentivc s

in an obj ective fashion .

1-This notation will I~ used throu ghout the reuort for sources of
q~.~ tat ions and r ’.ijor references . 1hc~ first nur~er i~ the source 1iste~
in the Lib1iogr~~hy. Th’~ second n r ~ber is the pafle in the reference.
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Other developrents were in process , however, that ~~uld. eventually

fill the contracting void . Dui ing the early 1960’ s , Departi~ nt of Defense

officials and NASA officials were thinking independently about award fee

contracts. Concurrently and independently Professor Frederic M. Scherer

of Harvard University was considering the desirability of an award fee

based on an after -the-fact evalua tion incentive system. He proposed such an

approach in a report , during 1961 , of his studies for the Harvard University

Weapons Acquisition Besearch Project [24 :3271. However, it appears that

the interest and impetus of such highly placed people as Assistant Secretary

of the Air Force Robert Charles, Assistant Secretary of Defense Thomas D.

~brris , Assistant Secretary of the Navy Barry Shiulito , and Harold Finger ,

NASA ’ s Associate Administrato r for Org anization and Management , are what

led to the generation of the first Cost-Plus-?~ward-Fee (CPAF ) contracts

[22:2 8 ] .

Both NASA and the Navy issued contracts with a’.~’ard fee provisions

during 1962 . The first such contract was issued by the Navy in July 1962

for operations logistic support at K’I~aja1ein Islan d (it was not a CPAF

contract however ) . The Navy ’ s first CPAF contract was not issued until

March 1964 . It covered operation and maintenance of instri.rtentation systems

and test range facilities [18 :5—6] .

The first award of a NASA CPPIF contra ct occurred on 1 October 1962.

This contract was identified as £~P-l and it provided for the research and

development of a nuclear powered roc}~et engine (NF1~1A) . A second NASA CPPJ?

contract, issued on 1 Januarj 1963 , covered the operation , maintenance , and

engineer ing services for the Mercury ~r’nned ~pace Flight Net”~ rk (18:6 ] .

4



The Air Force did not award a CRAF contract until one was negotiated

in 1964 by Electronic Systems Division of Air Force Systems Ccstrand. No

rrore CPAF contracts were issued by the Air Force until late 1969, appar-

ently because of a rionwritten policy against the use of subjective in—

centive provisions . *

During 1963 the Armed Services Procur~ ent Regulation Ca,nittee

approved the use of the CPAF contract by IX)!) on an experimental basis

[18:6]. In taking this action , the ASPR ccur.iittee’ s initial intent was

that CPAF contracts ~ould be used only for level of effort type contracts

to procure services such as engineering, technical , and support (8:94].

~i~ ever, between 1963 and 1966 the Navy expanded the application of CPAF

contracts to include research and developnent , architectural design, arid

construction. It is worthy of note that one of the largest military con-

struction programs of recent years was accomplished by the Navy throL’h a

CPAF contract. It was with R~K-BI~ for construction projects in Vietnam

and was administered by the Naval Office in Charge of Construction , Repub-

lic of Vietnam.

NASA and the Navy have mede extensive use of the CPAF type contract

since its inception while the Air Force and Azr~y have used it to a much
• 
. lesser extent (18:6] . However, the recent trend in the Air Rrce has been

toward increased use. This trend apparently was initiated by Dr. Seamans .

1r~1en he became Secretary of the Air Force he imposed the use of award fee

on such major programe as the B-l, F-15, and A~~CS. Since that time, in-

creased use has been evident.

~~erbal inI~ormatTon frem ‘~ajor ~;il1i~ ri C. Harris , Systu~s Procurement
Division , Directorate of Procurerent and ~anufacturing , Heack~uarters Air
Force Systeme Ccm:narid.
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SrrTION III

flAT IONA.LE F’DR ThE Pdt~ARD FEE INCFN~IVE

Purpose

The purpose in applying the award fee incentive is to obtain better

performance frci~ the contractor than could logically be expected with other

wntractual arranga~~nts . It provides a means of applying incentives in

contracts where perform ance objectives cannot be expressed in advance by

c~ finite milestones , targets or goals susceptible to actual measur~ rnt of

performance [6:3—405 .5] .

Description of The Award Fee Process

For contracts with an award fee incentive , the huyio~i office estab-

lishes an Award Fee Plan that defines formal evaluation periods throughout

the life of the contract . For each evalua ticr~ ?criod , foe “pools ” whici

nay be earned in part or wIx,le by the contractor are identified, as are

the cri teria , techniques , and data that will be used in the evaluation of

the contractor ’s perform ance . During an evaluation period , data relative

to a contractor ’ s pro gress and performance is collected by technical and

business ironitors as they interact with the contractor . These data and

the ni nitor ’s evaluations are subsequently provided to an Award Review

• Board for further evaluation . Additional ly , the contractor is invited and

encouraged to suhrt it self assessments of performance for consideration by

the review board durina the forma l evaluation proces s that occurs at the

end of each evaluation period . The evaluation results and reaimendations

are ~~ctrn~ted by the board and given to the Fee Determining Official (FiX)) .

6



Based on all inputs , ar id his own judgenent, the F~ ) determines the portion

of the available fee to be awarded. He then advises the contractor, in

writing, of the fee decision arid performance evaluation within 30 days

after the end of the evaluation period. The fee decision arid performance

evaluation are subjective, unilateral, and not subject to the disputes

clause of the contract [2 :3-405.5] .

Frati the process just described it can be seen that the nature of the

award fee concept allows the government to provide formalized periodic

feedback to the contractor on how he is progressing . It also provides the

government with an opportunity to make periodic thorough evaluations of

progress, and cause corrective action in areas under evaluation if perfor-

mance is not as expected .

Flexibility for Managa~ent

The subjective after-the—fact nature of the performance evaluation

and fee determination process just described indicat es a unique degree of

flexibility that accrues to use of award fee . Additional flexibility for

cont ract management sten~s from such provisions as: (1) the government’s

i.~i lateral right to change or nodify areas to be considered for perfor-

mance evaluation (prior to the start of an evaluation period) , (2) the

versatility with which the airoun t of the award fee can be distributed over

the life of the contract , arid (3) the fact that no absolute requfrenent

exists to have set specific evaluati on and fee determination periods

(5:19].

• Not only is the award fee provision f lexible in its application , it

also provides a positive nitivatiny influence on the contractor ’ 
s7



performance as will be shown in Section IV. Thus, benefits are obtained
• by its use steming from the fact that it provides a flexible tool for the

mnanagenent of certa in cVntractual efforts.

The nature of the award fee provis ion is such that it may be con-

sidered nore as a method of managen~nt than a contract type . Its flex-

ibility and its potential as a irotivating influence make it especially

well suited for the dynamic and technologically cor~plex research and dev—

eloptent programs [9 :1V] . As prev iously discussed , it provides for

frequent explicit im.~lti- level management interaction between buyer arid

seller organizations. It also recognizes and operates on the extra -con-

tractual influences affecting the contractor ’s organization, as well as

exerting a contrac tua l influence . Section IV discusses the nature of the

contractual and extra—contractual influences.
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SEX TIa~1 IV

IMFLUF~~ ES ~ ‘I T1ff a~rrRp.cioR

Introduction

This section defines contractual, and extra-contractual influences, and

discusses certain aspects of each. Considera tion of Contractual Influences

concerns the releva nce of the contract in establishing buyer-seller rela-

tionships, as well as the influence of profit potential in notivating man-

agen~nt within the contracting organization. Definitions of managen~nt and

the functions of managen~nt are inserted for clari ty of discussion . Con-

sideration of Extra-Contractual Influences discusses further the matter of

buyer-seller rela tionships and points out factors that may influence con-

tractor attitudes and performance as an organization . The nature of the

systart s aoguisition market place arid its influence on buyer-seller relations

is described. Ccvments relative to the dynairtic nature and typical charac-

teristics of the P~&D contractor’s orga nizatio n are then provided to indicate

the need for flexibility in manage ment. The discussion of organizational

goals is included to indicate that a profit oriented incentive system may

• not in itself achieve the desired results . Finally , InprovElents in Con-

tractor Performance with Award Fee gives evidence that a positive influence

to irrprove contrac tor performance aces accrue to use of award fee incentives.

Contractual and Extra -Cont ractual Influence Def ined

A contractual influence on the contractor is considered to be anythi ng

that af fects the ~sork enccüpassed by the contra ct in a manner specifically

and dire ctly traceable to the terms and provisions of that contract. Extra—

contractual influences , as defined by Hu nt is:

9



• . . . anything that affects the ~ork eno~ passed by a given
contract not specifically and directly trace able to the ter ms
and provisions of that contra ct is an extra-contractual in-
fluence [5:44; 9:1] .

Consideration of Contractual Influences

Contractual influences can be many, f e~.i, general , or specific. They

stem from the form ar id character of the contract (type and clauses

respectively) . Procurement specialists seem to be concerned primarily with

the form and charac ter of a contract , as well they should . The manager ,

k ver , is not so constrained in his views. Indeed , there is no magical

solution to the contract management problem to be derived from the form

and character of the contract. Rather , it can be considered as an

“instru ment ” for management use to obta in desired results. It helps

establish the fra me~~rk for the government -contra ctor relationship in the

conduct of the contractual effort and also functions as a precontrol mech-

anism on the contractor ’s actions . Obvious ly the contract form must be

appropriate for the purpose , and its character should be structured to

allow for the dialogu e and management actions that are necessary. Observa-

tions along such lines were made by Hr. John N. Malloy, Deputy Assistant

Secretary of Defense in his 1968 paper ‘Thnstracting for Major weapons

• Systans.” He inferred that if the DOD had learne d any lessons fran the

• past , it was that the procurement approach must be tailored to the specific

~~~uisition objectives , and consider the nature of the program. That in

the past the tendency had been to fit the procur~~~nt of each new system

to the approach popular at the time. And going further ,

Of a].1 the types of contracts authorized for use by the

10



Armed Services Procur enent Regulation (ASPR) , none are
considered “bad” in themselves . It is the selection of
an inappropriate type for a parti cular program that is
often wrong [16:28].

The contractual influences are the terms and conditions of the contract,

and they should be structured in consideration of the program. In fact ,

there are n~.merous other considerations that should also be given, as we

shall see later when discussing extra-contractual influences .

In the weapons Acquisition Research and Development business the Pro-

gram Manager is concerned with producing a system that meets operational

needs , and doing so in a manner that iraintains balance between technical

performance , cost , and schedule. ~~ be successful he must rtotivate his

contractors along similar lines . This brings into the picture a specific

contractual notivation influence — the profit. ASPR states :

It is the policy of the Department of Defense to utilize
profit to sir~~late efficient contract performance . Profit
generally is the basic notive of business enterprise. The
government and defense contractors should be concerned with
harnessing this notive to ~ork for rore effective and econ-
anical contract perfor mance (7:3—808-1] .

This policy seens to mean tha t the DOD will provide the contractor

the ~~tentia l for profit in order to rro tivate contractor mana~~ment to~’~ard

efficient and effective accapl ishment of the contract effort , thereby

influencing the contractor ’s managerent funct ions through the provisions

of the contract • At this point it is necessary to digress briefly , and

discuss what is meant by manag ement and managt~~ nt functions.

Manag ~~~nt and Manac ement Func tions

Manag~~~nt and the functions of rranagement can be , and have been ,

1].



defined in many ways . }b~ever , sinply stated , management may be defined as

~~rking with and through people to acaxplish organizational objectives , or

goals . The functions of management may be viewed as - plann ing, organizing ,

i.nplerenting , coordinating , and controlling . ~hile these functions may be

distinctly separated for definition and analysis purposes they are not sep-

arable in practice due to their strong interrelationships and interdepen-

dencies . For the purp ose of this paper these functions are considered to

be defined as follcMs:

Planning involves the establishment of organizational objectives

and defining the means (ie., policies , progra ms , procedures , resources )

for achieving them. It provides a framework for integrated decision

making throughout the organization [11:436] .

Organizing is the setting of the structure that effectively groups

the tasks which must be accanplished to achieve the organization ’ s

objectives .

Iz plementati on is the cour riunication of the objectives to be achieved

and the means by which they will be achieved , as well as the delinea-

tion of the participant ’s responsibilities . It also involves notiva-

• ting the participants to carr y out their respective responsibilities .

Coordination involves the integ ration of all activity necessary

to accaçli~n the objecti ves . It connotes the establishment of a

consolidation and unity of views and actions.

Control is the rreans of assuring that tasks are carried out

efficiently and effectively. Active control infers the need for a

method of checking actual performance against planned performance ,

identifying differences , and effecting necessa ry changes to obtain de-

sired results [11:465—467]. The essential e1a~ents of control are:
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1. A predetermined goal ; plan , policy, standard , etc.

2. A means for measuring current activity.

3. A means for comparing current activity with a criterion .

4 • Scme means of correcting the current activity so as to

achieve the desired result [17:88].

If one can accept that the foregoing describes the key functions of

an organization management system , then an effective contractual rtotivator

~~u1d have the potential for sustained positive influence over these func-

tions. And further , if profit is the prii~ rrotivator of contractors as

stated in DOD procur~~~nt policy, then the provision of profit potential

on any R&D contract should adequately notivate performance. Right? In

answer, it may or it may not. The anount of the profit in absolute

rather than relati ve terms , short term or long term nature of the profit,

and influences outside the contract all have a bearing on the degree of

notivation provided .

Consideration of E~ tra -Contractua 1 Influences

The determinants of success in R&D contract efforts do not rest solely

on the provisions of the contract. But as stated earlier , the contract is

used in establishing the fra me~vrk for gover rv~ent-contractor relations and

managa~ent act ion . Stewart Macauley ~f the University of Wisconsin ’s

Law School conmented at the conclusion of tion-Contractual Relations in

~ isiness that

the inter - organizationa l relations bet~~en parties to
contractual agre~~ents are nero important determinants of success
than stringent, def initive relations hips (23:11; 15:66—67].

And T’~aynond Hunt in his 1971 rcport “The Use of Incentives in R&D
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contracting : A ~~itica1 Evaluation of Th~~ry and Method” stated

the cues tion is considered of how best to arrange
operational conditions that will result in a disciplined
or “bounded” creativity . To tha t end it is rec’crriended
that R&D buyer—seller relations be so structured as to:

~~pvide for h~gh levels of cortmunication and informa—• tion sharing across all interfaces, together with
cultivation of trust and cooperative attitudes;

• . . assure frequent meaningful feedback to performers (to
provide this effectively the buyer needs visibility over
seller operations — not just results ; he also should pro-
vide for the tiir~ -tracking of performance, should exercise
care that feedback is clear and related to current expect-
ations and that contracts are flexible yet plain and
straightforward as to work specs, and he should promote
a problem-focused not a contract-focused posture that
will not discourage active management by implying that
contracts are somehow self-administering);

rec~~r~ize the diversity and t~~ooral variation of rrotiv—
ations and situations, avoiding overly specific univers-

• alistic ass~niiptions aix ut the nature of perfonr ~rs or
the performance context and leave tactical problems of
intra—organizational motivation to respective managements;

• . eiphasize r~ ’.’ard-based contracts that accomplish minimal
delays in reward , make reward contingent on j~erfo rman ce,
and give performance feedback that plainly connects rewards
to the actions of performers, while allowing for a variety
of rewards;

2rovide accurate exoression of the buyer ’s p~refer ences
while conveying expectatioi~s of high levels of performance
(10:11].

Based on the foregoing observation s , it can be seen that attention needs

to be given to both the contractual and extra -contractual aspects of the

goverment-contractor relationship.

1t~ re are many factors that influence the performance of a contractor ,

and that fact needs sincere and careful consideratio n when establish ing the

relationship. The fol lowing discussion will address only three such

factors . They are : the na ture o~ the weaix rls R&D market system ; typical
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characteristics of the contractor t s organization; and organizational goals.

The Market System

The market systen that is operating in EOD-contractor relations for

weapons aoguisition programs as described by Frederic M. Scherer is:

• • . attributes of weapons aogu.isition preclude reliance on
anything like a conventional market system for the procurement
of advanced weapons , evoking instead what is best described as

• a ron-market, quasi—administrative buyer -seller relationship .
In this non-market environment the autonatic guides and
restraints provided by the marke ts “invisible hand” are absent.
To replace than the goverrment must deliberately structure its
relations with contr actors in such a way as to assure suc-
cessful weapons program execution [24:2].

1~nd further , he pointed out that given this market system the government

has two main avenues for structuring the relationship . One is direct

participation and control , and the other is through an incentive approach

(24:2] . The reader will recognize that tak en to the extrar~s, the two

approaches would form the boundaries of a relation ship spectrum. P~nd that

within the spectrum could exist many possible approaches with varying

degrees of controls and incentives. Considering the tX)D policy regardi ng

what constitutes an incentive we can see that these boundaries relate to

~~o basic contract types : One a “mechanical ” variety epitart ized by the

Finn Fixed Price Contract , arid the other an “admini strative ” type epitomized

• by the Cost Plus Fixed Fee contract [10: iv] . The addition of incentive fee

• provisions to fixed pr ice and cost type contracts move than in slightly

fran the outer bounds , but they remain “mechanical” in their nature . The

use of the a~:ard fee provision with one of the basic types offers a uni-

versal alternative , and fills a gap between the auta~’atic and fully admin-

istrative types of contra cts .
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Organizati ona l Characteristics

Typically, the nature of an organi zation is characterized by the

cxxnplexity of the technology it aiploys. weapons research and developn~ent

progran~ usually involve complex technology . Fr atont E. Kast and Ja rre s E.

• r~senzweig [11) in discussing such organizations pointed out that most of

the work is “knowledge work” and involves highly specialized personnel

(professionals) . That decisions are more by corrrnittee than individual

decree , and the influence an individual has on decisions is based more on

a perception of his degree of expertise than on his position in the

hierarchy . That within the organization there is a general tendency to

focus on the technological aspects of programs . ~anagaw3nt procedures are

usually based on management by objectives . The program environment is

dynamic (as the progr am evolves throug h the interat i ye systems engineering

proce3s , many planned and unplanned changes occur from both external and

internal sources) and program change traffic is normally high [11:180-200].

The complex and dynamic nature of the P.&D intensive organization ’ s

activity is such that there is a great need for specialization and tight

coordination. Yet these h.o needs are normally antagonistic since one is

usual ly achieved at the expense of the other . TJithin such an organization

• the achievement of effective integration of all participants is necessary

• to bridge depar~~~nta l boundaries and conflicts and obtain a coordinated

effort leading to program success [12:49) . For weapons R&D programs, this

theme can , and should, be expanded to include the relationships between

all interfacing organizations .

But what roles cb the various levels of management play in such an

organization? The discussion to this point could lead onc to inf er that
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the organizaticri is directed frcm the technical levels (and it may be , hut

that conclusion is not intended) . Kast and Rosenzweig talk of managerial

systems that span the entire organiza tion by directing the technology,

organ izing people and other resources , and by relating the organizatio n to

its environment. The managerial system is descri bed as a caTp osite of

• . • “ strategic , coordinative , and operating subsystc~rs/levels” ~‘ith the

role of the strat egic level being to relate ‘ o the environment and develop

strategy . Coordinative managers serve as a brid ge between the str ategic

t~anager and the operati ng rna nager ent level where the work is accor ’plish~ i

[11:120] . But in order for the top level manager (strateg ic level) to be

effective in relating to the environment (i .e . ,  interaction of top manage -

merit between organi zations ) he must be influentica l within his own organiza-

tion (13 :7]. Since top management is perceived as having control over the

dispensing of re~’ar ’~i~, and the imposition of penalties , he clearly is

influential within his own organization. Managers at levels below the top

manager may have varying degree s of influenc e within the organization,

depending upon their own expertise , the manner in which they relate to

their subordinates, the authority vested in than by top managemont , and

the degree of au toncnty they enjoy .

Organizational Goals

As mentioned earlier , the m~inaga~~nt process is ~~rk ing with and

through poop1 to accorrplish organizational objectives (or subsets of

objectives , wbich are goals) . ~brking with and throug h people gives rise

to the need for notivation of the participants toward conron goals if the

goals are to be et f i~ ieriti~y acc~~~lishc~ . Furt~~r ,  or~~ ti ze~tion~—
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corporations , ccTrpanies — have goals related to the purposes and desired

conditions they seek as an entity. ~~pically , the goal set of an organiza-

tion is crr~~1ex , consisting of externally oriented goals and internally

oriented goals, and is determined by many factors which include the

environment and the value systems of the individual participants . As a

consequence , goals of viab le orga nizations are continually changing in

accordance with the political pr ocess of bargaining airong the various in-

terest groups , as well as making nodifications to adapt to external or

environmental influences [11:154-163] .

Despite the caiplex nature of “what makes the contractor ’s organiza-

tion tick” it seems that the corrron perception is that the pri me rro tivation

is profit. As pointed out earlier, it is the stated policy of the LXX) to

use profit to stiraulate efficient contract performance. While I am not

taking issue ;•‘ith that policy , the consideration of other views is helpful .

C~iester I . Barnard , one of the early manag ement pioneers , took issue with

the profit notive when he stated during the 1930 ’ s:

I su]~rit that to a substantial and sianificant degree ,
it is not true that econanic rtotives do or can dominate
industrial relations ; and that is especially true of the
profit r:otive [4:16].

Scherer , in discussing his many findings regarding the economic

incentives on performance of weapons systems contractors pointed out that

contractors were noir e concerned with secur ing future business than with

realizin g short term profits. Consequently, they emphasized quality and

timely dcliverj to maintain their firm ’s reputation and prestige , and

indicated a willingness to sacrifice short term profits in the process

j~4:l58—163J . ~ re recently, the L~tg ist ic.~ ~~raç~er~ent Institute , in a
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repo rt to OP~SD (I&L ) during November 1973 , indicated a need for change in

~~apons aeguisi tion policy; accx)Lth. ngly they rea~m~end’~d elements of a

new policy that included

Recognition that short run profi t maximization is not
the major notivating influence over contractors — - - sales
are a nore important objective [14~iv] .

They also pointed out

Although management may atte mpt to obtain enough profit
to provide for a reasonable and gradua lly increasing dividend ,
it is free to pursue other objectives than concentrating on
profit maximizati on . These other obj ectives may be sales
growth , the growth of management teams, the pursuit of man-
agerial ertohments, or the minimization of risk [l4:20 ~ .

Mr. 1) nald Clayton Barker , in report i nq results of his DS~1S individual

study project in 1974 , provided a list of organizational goals that he

found consistent ly outrank profit maximization . The list included :

survival , future potential , image , efficiency, meeting competition ,

producing quality goods , growth , control , developing new capabilities ,

and reducing future uncertainties. Additionally , he noted that contractors

~~uld perform the best they could independent of contract incentives ; that

short term incentives were virtually meaningless to contractors; and that

survival was a basic goal of Aerospace companies [3:26] . Based on the

ca m�nts cited , it s~~uld appear that such matters as perpetuation of the

organization , enhancement of organizational prestige , control of destiny,

and other goals are nore important than profit maxiimization. However , a

reasonable profit must be obtained from the organization ’ s operations to

allow the pursuit of such goals .
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Improv~tents in Contractor Performance With Award Fee

It was stated earlier that the award fee provision provides a flexible

tool for managai~ nt . The source of its flexibility was descxibed , as well

as its capacity as a management tool in foster ing explicit multi-level

nana~~ment interact ion between the gover!~~ nt and the contractor. Althongh

it was not Fx)~nted out earlier , the designation of the fee determining

official is by and large based upon establishing the FiJO at a level that

will facilitate coirmunication with the level of cci~~any manag~rent at which

the award fee is directed (and also to give the Contractor confidence in the

c~ jectivity of the fee determination) [2:3-405—5) . It was also pointed out

that the award fee is determined “after-the-fact” based on an evaluation

of actual performance . Other contract types are autcxnatic with regard to

fees that are earned.

The award fee provision as a method of management represents a ch nge

in orienta tion from the mechanistic incentiviza tjon methods based on the

perception of profit maximization goals to one of recognizing and directing

atteni 1 to behavorial objectives of an organization, it is behavior

oriented [23:22). Captains Jack Rmkle and Gerald Schnidt , in their AFfl’

thesis 1~N AN~iLYSLS CF CJDVE ~~r,tC!’7rR1cxoR TN IT RICrION AS A MC1~IVMOR OF

CU’J’IWCIOR PT2RFOR M..~iNCE pert orn~xI an extensive analysis of Cost Plus Award

Fee oo:itracts issued Ly NASPI. Their study was based on the following

~ropos ition :

Cbitractor ~~rforn~nce is: (1) influenced by the organiza-
tional position of the official s (government and contractor)
respons i hh~ for perfor mance or evaluation of and reGard/penalty
for per formance , and (2) a ffected by the frequency with which
the inf luent ial positions formally interact (23:4 ].
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Based on statistical correlations fran a large sample of CP~F contract

data they concluded that interaction between influential rnanagen~nt levels

of the contractor and government organizations did result in ix~~roved

contractor per formance. Further , they found that increasing the freguency

with which the top level managers interacted resulted in additicnal ii prove-

ments in contractor ’s performance (23:61-62] . An additional findin g was

that contractor ’s performance ratings tended to improve during the life

of the contract , leading to the conclusion that organizational learning

occurred . This organizational learning was considered to be a positive

influence on contractor performance (23: 53].

Another P,FIT thesis (5] addressed the question concerning the in-

fluence of the size of the award fee on contractor performance. Con-

clusions were that there was no statistical correlation between the con-

tractor ’s performance and the arrount of the award fee . Yet performance

did improve steadily throughout the life of the contracts . Therefore ,

inproveients were caused by sane influence other than profit [5:94] .

The studies just discussed , and others conducted by NASA, lend

credence to the statement that the award fee provision provides a useful

contract management thol . Hc~~ ver , a tool , no matter 1~ w good , placed in

unskilled hands can have disastrous results. Additionally , there is an

old adag e of “the right tool for the job” to consider. Award fee con-

contracting is not a panacea for R&D programs. The next section will

discuss sar~ of the considerations associated with its application .
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s~~tTriou V

W~NAGfl~~~T ~~~SIDERATIONS

neral

Significant latitude is allowed by ASPR, and the Air Force and Air

Fbrce Syst~~~ Comand (AFSC ) Suppl~~ents, for structuring contracts with

award fee incentives . Various combinations of basic contract type , in-

centive fee provisions , and award fee are allowed. As an example, CPIF or

FPI contracts may have an award fee feature layer ed over the other incen-

tives [1:2] . Such contra cts would be identified as CPIF/AF and FPI/AF .

(~ the other hand C1’1½F contracts may have incentive arrange~~~ts a~p1ied

that would resul t in a CPAF/IF contract , etc.

Use of the award fee in any of the possible combinations results in

the imposition of an evaluation process of the general nature described in

Section III. Within the Air Force, generally, there are t~~ distinct levels

for this process. The higher level is used for major programs and involves

an Award Review Board chaired by the Secretary or an Assistant Secretarf of

the Air Force, who also acts as the Fee Determining official . At the lo~~r

level, evaluation is made by a local T~ward Revi~ .’ Board. when the Secretary!

Assistant Secretary is the Chairman of the Award Review Board, the specific

operating instructions and procedures are developed in coordination with

the Air Staff. For the 1o~~r level cases the FIX) is designated by the

field cormander , or his Director of Procur~~r.nt , and the operating in-

structions and award fe~ plans are developed locally . In this case the

award fee plan rru ist be approved by Ifl AF’SC when the award fee pool is in

excess of $5~0 , 000 (2:3—405.5 1 . rclow th is thres~~1d local guidelines fcr

22



approval apply .

Planning Considerations

The decision to u3e the award fee includes an evaluation of the areas

of concern for the aa uisition and what benefits may be obtained through

award fee nx tivation. The potential gains are ~~ighed against the asso-

ciated administrative cost and corplexity to determine if the payoff

warrants its application . In determining the potential gains and payoffs ,

consideration is given to other factors that may influence the contractor .

Examples are potential for follow on business , whether there is a strong

c~rpetitive envirQv~ent for follow on awards, the existence of conflicting

priorities r~’ith in the conpanv, financial and business status of the company ,

etc. These and other extra—contractual influences have a bearing on the

perceiv ed need for incentives and the type of incentive dee~ed rrost

appropriate for the particular aa~uisition .

Once the decision to use award fee has been made , careful advance

planning is acoiplished befor e initiation of the contract . Even the irost

simple CPAF contract requires car efully conceived and meticulous ly elab-

orated plann ing [18:116] . Since the fee awards are based on subjective

evaluations , it is necessary that the cri teria , evaluation periods and

award an~ unts , and the techniques of evaluation be fully understood by

k x t h  the govern ment and contractor personnel before contract performance

begins . Careful formulation of thc criteria is accatplished to assure

that it is relevant , and is so perceived by the contrac tor.

To be effective , subjective evalua tions s~culd be based
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on relevant dir~nsions of -.ork behavior which has been iientified ,
understood, and agreed to by all partie~- (10:76].

An additional consideration in stru cturing the evaluation criteria is

the focus on resul ts rather than methods. : lany of the criteria used by

NASA in thei r earlier CPI~F contracts required assessment of methods rather

than results. This st~~ r~d from an att e~tpt to standardize criteria. As a

consequence , administrative effort was increased during the fee determina-

tion process in orde r to determine the basis for the nonitor’ s j udg~~ent

[19:3—4 1 .

Planning for the evaluation and fee determination process includes

provisions to safeguard against arbitrary or capricious evaluations. This

is ac~~zplished by layering the process . Each layer , ho~’ever , adds to the

administrative cost associated with award fee . In its simplest form, the

Award Review Board evaluates the contractor ’ s performance against the

criteria and presents its findings to the Fee Determining Official for final

consideration. t)re cx~p1ex procur~~ents may requi re the est ablisbment of

busines s and perforr~ance rt nithrs who input to a consolida ting business

rronitor and perforrance ronitor. The consolidated report of these rronitors

then flows to an Award Feview Board and then to a Fee Determining Official

[1:7].

The last planning item to be oon&dered is the relationship of the

Award Fee Plan to the contract . Experience indicates tha t it is prefer-

able to disassociate the t~o to the maximum extent possible in order to

maintain flexiLility . By raxilTum separation , the government can unilaterally

revise the Award Fee Plan withDut an attendant need to amend the contract

[1:8) .
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Irrpl~ rentation Considerations

To provide a positive influence on the contractor the award fee

process is supported in practice by a steady flow of factual information

and by .ti~~ 1y and relevant evaluations . The contract structure should

provide for vertical and lateral ca~it~nication at every manag~ i~ nt level

[18:116] .

Timely evaluations and ccxrmunications concernin g performance progress

are essential to obtaining the notivation desired . The intensity of the

notivation can be increased and corrective action can be directed rrore

effectively when the periodic evalua tions cover a recent short term effort

[19:4 ]. There fore , if the evaluation periods for award fee determinations

and payment extend over several or many nonths , interim evaluations ray be

provided and discussed with the contractor. Studies have shown that the

frequency of the evaluations and corrrnunication of inter im rati ngs are nore

important as a notivator to the contractor than the formal fee award.

In carrying out the evaluation process care should be exercised to

maintain org anizational and functional identity . The use of specific
• functional criteria will assist in the identification of the sources of

prob1e~s and accanp1isI~~ nts. Benefits of the fort ~~1 evaluation reports
4.

• back to the contractor may be dimenished if the identity of the causal

factors are obscured [19:3].

~ ien using the award fee , the buying office endeavors to Obta in the

positive benefits of irotivation while avoiding the negative aspect of

induced frus trati on . Fr ustration produced behavi or may occur if the in-

oentiv~ goals are not att iinabl e . I f th i3 occurs the achieve~~nt rrotive
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m~y not be maintained and might have a negative effect . On the other hand ,

behavorial studies have shown attaini~~nt of goals often reduces notivation

for further increases in achiever rnt . ~‘.‘hen this occurs , the insertion of

new obstacles to overca’e can result in increased notivation [18:112] . This

phenomenon can be used to attain sustained notivation throughout the con-

tract life by incr~~enta1ly adjusti ng the award fee criteria upward. As

the contractor achieves the highest level of performance prescribed in the

Award Fee Plan , the plan can be revised for subsequent periods to require

even better performance to earn a superior rating. Alternatively, if the

contractor ’s level of performance in the incentivized area is such that

incentives no longer seen appropriate , new areas for incentivization may be

incorporated by revision of the Award Fee Plan .

Pitfalls

To this point this chapter haE present ed some of the manag~~~nt con-

siderations relative to the use of award fee . The discussions highlighted

certain actions and approaches considered by the author to be important

and appropria te . But the discussions , for the nost part , centered on the

positive aspects , leaving the negative conside rations to be inferred .

Indeed , there are many potential pitfalls associated with the use of award

fee , just as there are with other approaches , but advanced recognition and

planning coupled with appropria te decisions will allow the pitf alls to be

a~~ided.

~~pical1y one beca~~s aware of the potential for problat~ through

personal experience or the expericnce of others. For that reason , studies

of actua l c~~es .rove useful. Such a study of the F-iS progra m revealed
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four major pitfalls. It pointed out

• . . that a high level Fee Fvaluation Foard and Fee r)eter-
mination Official have hairpered the efficient administration
of the fee pr ovisions . Difficul ty has been encountered in
convening the board in a timely fashion as well as having
sufficient time for the board ’s evalua tions. [20:35] .

Additional pitfalls identi fied were :

An additional disadvantage of the award fee contract is the
acininistrative expense. The anount of tire , men , and mat-
erial required for an award fee evaluation can be considerable- - - . The contract manager must recognize the limitations
of his organiza tion in formulat ing provisions for contra ct
performance [20:36] .

Mother area that causes difficulty is not funding the full
anount of the maximani fee. This signals to the contractor
that the aiiount funded is all he gets . In other words , the
contractor &)es not visualize a program manager requesting
additional funds to reward contractor perfo rma nce . This is
an area that can easily reduc3 the effectiveness of the
award fee concept 120:36) .

Lastly the delayed payment of an award fee after crxnpletion
of the contract or a portion of the contract can adversely
affect the contrac tor in a tight cash flow situati on . The
details in the post-contract ranag~~ent phase should con-
tinue to receive the attention of the contract manager [20:36 1 .
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SEL’TION VI

SU~~T~ y ‘~ D CO: :cLus TONS

The award fee provis ion was created to satisfy a need that existed up

until the early 1960 ’s - the need for incentivizin~- contractual efforts

not subject to objectiv e measures of performance . Since its inception ,

the techniques for app lying and using the award fee have been refined and

ii~proved, and its use has been expanded to cover billions of dollars of

ODD and NASA procur~~~nts. The ever increasin g use of this contractual

approach probably st~~s from its proven utili ty as an effective flexible

mana g~~ent tool for obtaining improved contractor performance . This cap-

acity has been obtain ed by structuring the award fee provisions in such a

way that both contractual and extra-contractual influences on the con-

tractor are recognized and used.

Contracts with award fee involve the use of subjective after the fact

evaluations to determine the aJ~~unt of fee to be awarded. This character-

istic makes it ideally suited for highly dynamic R&D program accomplishment

in which corr~ lexity, interdependence , and unceztainty make the use of rigid ,

highly defined standards of performance infeasible. Other charac teristics

that lend added flexibility through its use are : evaluations and fee de-

terminations are not subject to the disputes clause; the evaluation criteria

and techniques are not bound by contractual agre~ nents and hence may be

unilaterally changed as the situation and needs indicate .

The award fee incentive provides the potential to positively in-

fluence contractor performanoe because it is based on recognizing and

directino attent ion to the behavorial objective s of an organization.

28



Through the use of regu~ar performance evaluations that are documented and

prov~ded to an influential executive within the contracting organization ,

an explicit control feed back loop is established at a high manag~~~nt

level . This high level feed back from the bayer to the seller generates

additional vertical corrrnunication within the organi zation and results in

xnanag~~~nt actions to reconcile problems or reward high performance . The

formal feedback mechanism, by its presence , tends to break down barriers

to cx~~ninication arid cooperation at all levels , leading to performance

inprovements within contractor and government Organizations .

But the flexibility and potential for improvements through this in-

str~~ent do not come for free. Its use requii es careful planning by astute

and knowledgeable managers within the buying organization . The managers

must be aware of the influences acting within arid on the contractor as well

as the capabilities and problems within that organization . ~~reover the

relatively high level of manpower resources required to manage a contract

with award fee should be recognized early in the procurement planning

stages and a determination made as to whether such resources can be made

available. The govern ment manager must also L-e constantly alert to pit-

falls that could arise and take preventive steps before they are encoun-

tered. Since sufficient knowledge to anticipate pitfalls usua lly comes

frcxn experience or educaticn , and since the manager may have no prior

experience with award fee contracting , he should endeavor to learn as much

as possible frau available sources before initiation of the contract effort.

Finally , when applied by knowledgeable managers to dynamic R&D programs

characterized by a significant degree of uncertainty, the award fee
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provision ofi~ers a ~~~erfül managau~ nt tool for obtaining improvementS in

contractor perf or.nance , thereby enchancing the achievement of program objectives .



BIBLIOGRAPHY

1. Air Force Systems Cawuand/PM letter. Air Force Systems Cormnd (J½FSC )
Award Fee Study , 23 July 1975 .

• 2. Air Force Syst~~s Ccrina nd . Armed Services Procure ment Regulation (ASPR)
• Sujpl e~~nt. Washington : Government Printing Office , 28 January

1976.

3. Barker , IX na ld Clayton . ~btivating Contractors - Is Incentive Con-
tracting the Only Pn~~er? Study Project Report P~~ 74—2 .
Virginia: Defense Systems Management School , November 1974 .

4. Barnard , Chester I . ,  Organization and Management. Boston : Harvard
University Press , 1962 .

5. ayers, Mel D . ,  Captai n , USAF . A Study of the Relationshi p Petween
Contra ctor Performance ari d the o ~nitude of the :~ ard T~:o in tho
Cost Plus Award Fee Contract. A thesis presented to the facu lty
of the School of Syst~ .~~. and Logistics of the Air Force Institute
of Technology : Air University , 7 March 1973.

6. Department of Defense . Armed Services Procurement Regulation (ASPR)
3— 405.5.  Washington : Government Printing Office , 1 October
1975.

7. Depar~~~nt of Defense . Armed Services Procurement Regulation (ASPR)
3— 808. 1(a) . Washington: Government Printing Office , 1 October
1975.

8. Departh~nt of Defense . Incentive Contrar~ting Guide, AFP 70-1—5 .
Washington: Goverrime it Printing Office , January 1976 .

9. Hunt , Raymond G. ,  E~ctra-Contractual Incentive and the Award Fee .
Research paper presented under Gran t No. NGR 33—015 -061 , National
leronautics and Space Administration, 1972.

10. Hunt , Rayr~ond G.,  Ira S. Rubin and Franklin A. Perry . The Use of
In cent ives in ~~D ~ontractin~j : A Critical ~~~~~~~~~~~~~~~~~~~and ~Ietho~1. Su~o1ement. to the final ::c~~rt of ~ork cenduct
under Grant Nu~ber UGR 33—015—061 frcxri the National Aeronai ticsand Space PLi~inistratio n to the State University of New York at
Buffalo , Decc~�x~r 1, 1971.

11. 1’~ast , Fr ~ ux nt B . ,  and James B. Posen z~~ig. Oraaniz ~ ion and
A stem~~ri~n~~ch , Nc~: York: ~c~r aw—1 ’ i1l Book Co., Inc . , i~ 70.

12. lawrence, Pdul R. ~~d Jay W . Loi.sOh. “New :•~nagement Job: the into—
grater ,” Do~ton : l Iar;urd nusinoss ;~~vj ew, Novenher—Decembcr 1967.

31.



13. Liker t , Rensis. New Patterns of Managanent. N~ .z York : M~~raw-Hi11
Book Go .,  Inc. , 1961.

14. Logistics Manaqement Institute . The LOt) — Contractor Relations hio,
A Report of 3ASD(I&L ) under D015 Contract SD—32l , Tas k No. 71-16.
Washington, D.C: November 1973.

15. l’lacauley , Ste~~rt. “Non-Contractual Relations in Business : A Pre—
lizninary Study ,” 1~merican Sociological Review, February 1963 .

16. Ma lloy , Jo hn N . ,  “Contracting for Major Weapons Systems ,” Defense
Managat~ nt Journal, Volume Vii , Issue No. 2. Washington:
Government Printing Office , Fall , 1971 .

17. Massie, Joseph L. Essentials of Manag~~~nt. F~ gl~~~od Cliffs , New
Jersey : Prentice Hall , Inc. , 1971.

18. National Aeronautics and Soace Administration . Cost Plus Award Fee
Contracting guide, NPG 5104.4. Washinckon: US Government Print-
ing Office , August 1967.

19. Nationa l Aeronautics and Space Adminis4~.ration - “Summary of Report
A~urd Fee Co’- tractinc Stuch’ (PA Criteria and Evaluation Processes,”
K)-2 , NAS\ Headquarters . Washington , D.C. ,  22 August 1967.

20. Pichon, Allcn A. ,  J r . ,  Captain , US2~F. The Award Fee Concept and Con-
tract- !anaq~~’ent, A paper presented to the faculty of the School
of SysteH a and Logistics of the \ir Force Institute of Tech—
nology : Air ¶Jniversity, July 1974.

21. Poynunn , Joseuh , Jr . ,  “CPAF Sorrething New Under the ASPER , ” DATA on
Def ense and Civil Systrns, December 196 8.

22. Rule, Gordon ~~ . and James F. Cravens , The Past awl Future in ~~ST
PLUS ‘* ART) FE! C~J TR’\CTL h~, ” Defense ‘~anagezrent Journal, Vohr’e
5, Iss ue No 1, Win ter 1968—69 .

23. Runkle , Jack R . ,  Cantain , USAF , and Gerald D. Schmidt , Captain , ~~~F.
AN 1~.L~~IE OF G~Y ~~~‘/~ ::;T:~’2~OR I TI~~ CTION T~.S A ~flTIVA’i~~
OF C i ~~~~~ ’~ 

T i  ~ CT. A t~esis presentcC to the faculty
of Uo~ School of Sy~ t ems and Logistics of the Air Force Ir~titute
of Technology : Air University, August 1975.

24. scherer , Frederic N The Weapons Acx~uisition Process: Economic
I ncenti ves, Poston: Harvard Uni~’ersft” Pr ess , 1964 .

32


