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COST PLUS INCENTIVE
FEE FOR CONSTRUCTION CONTRACTS

1 ~nTRODUCTION

Background

The U.S. Army Corps of Engineers awards thousands
of construction contracts each year. Consequently. the
Corps has a vested interest in insuring that contract
specifications meet project needs and that each job is
given to a contractor who can complete all the project
requirements in a timely manner. According to the
DAR Manual for Contract Pricing, “*Sound procurement
requires use of the right contract type. The best, most
realistic and reasonable price in the world (for the par-
ticular requirement at hand) may turn sour if the con-
tract type is wrong.”' Current regulations (DAR)
provide for the development of contract arrangements
to meet the specific needs of any procurement action.
Therefore, the project must be analyzed carefully to
decide what type of contract is applicable and what
variations of that type may be effectively used to com-
plete the project most efficiently. Successtully matching
contract provisions to procurement objectives requires
not only knowledge about the job, but also thorough
undetstanding of the applicability and limitations of
contractual options.

There are three basic types of ““cost reimbursement”
contracts:

1. Cost Plus Incentive Fee (CPIF)
2. Cost Plus Award Fee (CPAF)

3. Cost Plus Fixed Fee (CPFF)

These contract types are listed in the order that they
are preferred as a vehicle for effectively controlling
construction costs and scheduling. DAR 3-405.4,
.5, and .6 define the criteria for the applicability of each
contract type.? The DARs also caution against settling
for a CPFF contract (unless CPFF criteria actually
apply ) merely to avoid the extra effort required to
develop CPAF or CPIF contract structures.

When CPIF has been determined as the appropriate
contract type, available options must be examined and

‘[)t’/(’ll&‘l’ Acquisition Regulation (DAR). Manual for Con-
tract Pricing (ASPM No. 1) (Department of Detense, 1969).

2;Inm'd Services Procurement Regulations (DAR) (Depart-
ment of Detense, 19649).

methodology must be recommended for structuring
the contract to optimize contractor management of the
program objectives. Guidelines must be developed that
procurement personnel can use o evaluate available
contract options and contract content alternatives.

Objective

The objective of this study is to provide an overview
of the various types ot cost reimbursement contracts,
particularly the Cost Plus Incentive Fee (CPIF) contract,
explain the benefits of using CPIF, and provide guide-
lines useful to Corps of Engineers procurement person.
nel in structuring and negotiating CP1F contracts for
maximum effectiveness.

Approach

Army regulations. guides, literature, and other infor-
mation pertinent to cost reimbusement construction
contracts were surveyed. First, an overview of cost
reimbursement contract types was made (Chapter 2).
Next, the elements and interrelationships of Cost Plus
Incentive Fee contracts were examined and recommen-
dations for structuring were suggested (Chapter 2).
Finally. suggestions on improving negotiating strategy
were proposed (Chapter 4).

COST REIMBURSEMENT
CONTRACT TYPES

Cost Plus Incentive Fee (CPIF} (DAR 3-405.4)
Description®

The cost plus incentive fee contract is a cost-reim-
bursement-type contract with provision for a fee which
is adjusted by formula in accordance with the relation-
ship which total allowable costs bear to target cost.
Under this type of contract, there is negotiated initially
a target cost, a target fee. a minimum and maximum
fee. and a fee adjustment formula. After performance
of the contract, the fee payable to the contractor is
determined in accordance with the formula. The for-
mula provides, within limits, for increases in fee above
target fee when total allowable costs are less than target
costs, and decreases in fee below target fee when total
allowable costs exceed target costs. The provision for
increase or decrease in the fee is designed to provide an
incentive for maximum effort on the part of the
contractor to manage the contract effectively.

YCost Plus b onive Fee Contracting, DAR 34054 (Depart-
ment of Defense, 1 fuly 19761,




Application®

The cost plus incentive fee contract is suitable for
use primarily for development and test when a cost-
reimbursement type of contract is found necessary in
accordance with DAR 3-40S5.1(b), and when a target
and a fee adjustment formula can be negotiated which

are likely to provide the contractor with a positive
profit incentive tor eftective management. In particular,
where it is highly probable that the development is
feasible and the Government generally has determined
its desired performance objectives. the cost plus
incentive fee contract should be used in conjunction
with performance incentives in the development of
major systems, and in other development programs
where use of the cost and performance incentive ap-
proach is considered both desirable and administratively
practical. Range of tee and the fee adjustment formula
should be negotiated so as to give appropriate weight
to basic procurement objectives. With regard to the
cost incentive provisions of a contract. the minimum
and maximum fees and the fee adjustment formula
should be negotiated so as to provide an incentive which
will be effective over variations in costs throughout the
full range of reasonably foreseeable variations from
target cost. Whenever this type of contract, with or
without the inclusion of performance incentives, is
neguotigted so as to provide incentive up 1o a high
maximum fee. the contract also shall provide for a tow
minimum fee, which may even be a ““zero” fee or, in
rare cases, a “negutive” fee.

Incentives

A portion of the fee earned depends on the contrac-
tor’s effectiveness in managing costs and on his*
adherence to the project schedule. The contractor’s
motivation is influenced by the cost incentive share
ratio and the cost/time trade-offs established for the
contract.

Expected Price

The expected price (completed contract cost plus
lee) for a CPIF contract is less than that of a CPFF
contract, since a CPIF provides the contractor addi-
tional cost control incentives. The price difference
between a CPIF and CPFF contract depends on the
negotiated terms and how greatly the incentive(s)
motivate the contractor.

a
DAR 3-405.4,
*The male pronoun s used throughout this document to
represent hoth genders

Administrative Effort

In the pure CPIF contract, the contractor’s perfor-
mance 18 eviluated based on objective data atter the
work is completed. Consequently, atter the contract is
signed, a CPIF requires no more Government adminis-
trative cffort than a CPFF: in fact, the CPIF may
involve less eftort, because the contractor will be more
diligent in cost and schedule control in order to earn a
higher tee. This relieves the Government of having to
exercise such close surveillunce of the contractor’s
management activities.

Cost Plus Award Fee {CPAF) (DAR 3-405.5)
Description®

The CPAF contract is a cost reimbursement type ot
contract with special fee provisions. It provides wmeans
of applying incentives in contrac{s which are not suscep-
tible to finite measurements of performance necessary
for structuring incentive contracts. The fee established
in a CPAF contract consists of two parts: (1) a fined
amount which does not vary with performance. and
(2) an award amount, in addition to the fixed amount,
sufficient to provide motivation tor excellence in
contract performance in areas such as quality, timeliness.
ingenuity, and cost effectiveness. Award fee may be
carned by the contractor in whole or in part. The
amount of award fee to be paid is based upon a subjec-

tive evaluation by the Government of the quality of
the contractor’s performance. judged in the light of

criteria set forth in the contract, The number of criteria
used and the requirements which are represented will
ditfer widely trom one contract to another. Theretore.
when determining criteria and rating plans. the using
activity should be flexible and select a plan which will
motivate the contractor in a positive way to improve
performance. Evaluations are furnished to the contrac-
tor to afford him an opportunity to comment on the
evaluation findings. The decision that award fee has
been earned is based on the reports of performance
made by the Government personnel knowledgeable
with respect to the contract requirements. This decision
is a unilateral determination made by the Government
not subject to the Disputes clause of the contract,

Application®
The CPAF contract is suitable for:

1. Llevel of effort contracts for performance of

services where mission feasibility is established but
measurement of achievement must be by subjective
evaluation rather than objective measurement.

SCost Plux 4+ 1 Fee Contracting. DAR 3-405.8 (Depait-
ment of Defense, 1 July 1976),

PHAR 3-405 5.




2. Work which would have been placed under an-
other type ol contract if the performance objectives
could be expressed in advance by definite milestones,
targets or goals susceptible of measuring actual per-
formance.

Incentives

Part of the fee earned by the contractor depends vn
his effectiveness in meeting performance criteria in arcas
such as quality, cooperation, cost contiol, and adher-
ence to schedule. The contractor’s motivation is infh:-
enced by the cost incentive share ratio, the cust, time
trade-offs established, and the confidence he has that
the Government will fairly evaluate his performance
and award fee payments accordingly.

Expecred Price

The expected price (completed contract cost plus
fee) for a CPAF contract is less than that of a CPFF
contract and more than that of a competitively bid
Firm Fixed-Price (FFP) contract. The amount of
difference between a CPAF and a CPFF depends on
how well the incentives motivate the contractor, and
the amount of mutual cooperation when the Govern-
ment evaluates the contractor’s performance.

Administrative Effort

The CPAF contructor’s performance is evaluated
subjectively at intervals during the job. Experience
has shown that the effort required of the evaluators
differs widely among jobs. However, it is generally
agreed that a properly structured and administered
CPAF contract requires no more administrative effort
than an equallv well administered CPFF contract,

Cost Plus Fixed Fee (CPFF) (DAR 3-405.6)
Description’

The cost plus fixed fee contract is a cost reimburse-
ment type of contract which provides for the payment
of a fixed fee to the contractor. The fixed fee once
negotiated does not vary with actual cost, but may be
adjusted as a result of any subsequent changes in the
work or services to be performed under the contract.
Because the fixed fee does not vary in relation to the
contractor’s ability to control costs, the cost plus
fixed fee contract provides the contractor with only a
minimum incentive for effective management control
of costs

7Cost Plus Fixed Fee Contracting, DAR 3-405.6 (Depart-
ment of Defense, 1 July 1976).

Application®
The cost plus fixed fee contract is suntable tor use
when:

1. A cost-reimbursement type of contract is tound
necessary in accordance with 3-405.1(b)

2. The parties agree that the contract should be
lee bearing

3. The contract is for the performance of rescarch,
or preliminary exploration or study, where the level of
etfort required is unknown; and where measuring
achievements in contract performance does not lend
itself to the subjective evaluation required in CPAI
contracts

4. The contract is for development and test where
the use of a CPIF is not practical.

Incentives

The fee is fixed and therefore is neither increased
nor decreased, regardless of the actual cost or time re-
quired to complete the work: therefore. there is no
incentive for the contractor to manage costs effectively.
Rather, there is only a slight incentive for completing
the job. since this would free the contractor’s resources
for other jobs.

Fxpected Price

The very fact that the CPFF contract type must be
used instead of the CPAF means that the level of
effort required of the contractor is unknown, that the
contractor’s performance cannot be measured. and that
the final cost of the job cannot be estimated accurately.
The expected price of work performed under a CPFF
contract is historically higher than the negotiated price,
and higher than the same work performed under
CPAF or CPIF contracts.

Administrative Effort

The very reasons which muke the use of a CPFF
contract necessary also require the Government to
monitor the contractor's activities closely, and to
participate in project management. The Government
must provide the missing incentive for etfective planning
and execution of the work: thus, to obtain the same
degrec of cost effectiveness, the administrative etfort
required for a CPEFE contract is greater than for cither
a CPAF or CPIF.

8DAR 3-405.6.




Summary

Although the compenuvely bid Firm Fixed-Price
(EEPY type of contract s pretenred 1o construction,
somie projects must be started betore the scope of the
wotk s well enough detined tor FEPD Ly these casexs,
the cost reimbursement contract type is appropriate.

The CPEE 1s feast desirable because of the Lick of
conttactor meerive and because the Government must
enpena consaderab!le ettort to monttor the contracton’s
operglions, Some  procurenient packages require the
CPEE contract, but it shoutd be used only when use ot
tie CPAE o8 CPIE s impossible.

The CPAE s preterred to the CPEFE because it pro-
vides positive monvation for effective management by
the contactor, thereby reducing the projects expected
price. while notincreasing the Government's administra-
tive eftort.

Likewsse, the CPIE 1< preterved 1o the CPAF because
it provides positive motivation to the contractor, the
contractor’s performance is evaluated objectively. and
the Government's administrative ettort is reduced  all
ol which reduce the expected price of the project.

The contract type used must be tailored to the type
o procurement involved. tor example. some cases
may require the inclusion of an “Award Fee™ feature
within a4 CPIF structure. Use of hiybrid contracts is
encouraged. it the situation is appropriate. The right
contract type for a particalar job s one that is most
likely to produce the desired results, is equitable, and
can be negotiated.

3 cPIF ELEMENTS

Cost Incentive

One bhenetit of the CPIE contract is that the con-
tractor is offered incentives to manage costseffectively.
The key to contractor motivation is the arrungement
and value established for target cost, target fee, maxi-
mum fee. and share formula. These elements are inter-
related, so they must all be considered and structured
as a unit, Target cost and target fee are the most fogical
starting point, but the approach used to develop the
overall structure is flexible. Any approacivis satistactory
that conveys the Government's desired objectives ta
the contractor tor all of the elements {bgure 1)

furgee Cost
1. Definition. Target cost means all of the tollowing

4. Fhe project cost at which the contructor earns
the tireet iee.

. The cost which represents o 30 50 chunce
thused on currently  available mformation) oi being
cither more o less than the gctual cost. (This cos
should not be contused with the possible magnitude ot
such overrun or underrun,)

¢. The cout standard. negotiated with the con-
tractor, from which his ettecuveness m controlling costs
will be evaluated.

2 Relationship 1o Govarnment Estimate, Hoisunres
sonable to expect that the negotiated target cost will.
or necessarily should. be the same as the Government's
estimate. The uncertainties which made the cost reim-
hrrsement type of contract approprigte also produce 1
wide range of possible costs tor the project. The range
can be caleulated by esumating the highest and lowest
probable costs, using the Government estimate as the
benchmark. Obviously, the target cost must be within
this range.

3. Range and Distribution of Cost. The range and
distribution of cost. relative 1o the target cost, varies
with contract type (see Figure 2). As Figure 2 indicates.
under an FFP contract. the contractor's bid will likelv
reflect an amount that he is guite certain will not be
exceeded, say 95 percent certain. since he must bear
100 percent of any cost overrun: conversely, under a
CPEF contract. the cost of overruns is borne 100 per-
cent by the Government, so the contractor will risk
nothing by agreeing to a target cost which hus an equal
probability of overrun or underrun. The CPIF contruct
talls between these two extremes. with a greater
probability that actual cost will be less than the target
cost. The odds favoring the actual cost being less than
the target cost increase as the contractor’s share of the
savings realized increases. Figure 2 shows that the
distribution curve is not symmetrical. which. fur this
example, reflects the assumption that under a CPFF
contract. the magnitude of probable cost overrun is
about twice as great as the magnitude of probable under-
run. All available information should be used when de-
veloping a range and distribution chart for the project.
These clements are necessary for analyzing the effects
of different target cost/target fee combinations and the
range of incentive cifectiveness during negotiations.
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Figure 1. CPIF cost incentive structure.

Target Fee

1. Definition. The target fee is the sum of the
minimum fee plus the incentive fee the contractor will
carn for achieving a specified level of performance at
the Lirget cost.

2. Relatienship 1o Target Cost, Figure | shows tar-
get cost residing in the center of the range of incentive
effectiveness (RIE). This is an idealistic situation seldom
found in reality. It is more likely that the negotiated
target cost will tend toward the high end of the probable
construction cost range (see Figure 3). When this occurs,
procurement personnel should consider that the target
fec must also be coordinated with the target cost in
order to maintain incentive effectiveness over all or as
much of the RIE as possible.

3. Compensation for Risk Taking. In the FFP con-
tract, the contractor is responsible for essentially all of
the risk factors. Conversely. in the CPFF contract, the
Government assumes essentially all of the risk. A por-
tion of the profit markup allowed on the FFP contract
compensates the contractor for accepting the risks.
However, the amount is never enough to prevent the
contractor from experiencing some loss if ail the un-
certain events capabfe of producing an economic loss
oceur. {n order to remain competitive, the contractor
will budget for contingencies only the amount needed
to prevent him from experiencing catastrophic loss. In
the CPFF, the contractor does not assume the construc-
tion risks, so the fee should not include any compensa-
tion for it. However, under a CPIF contract, the
contractor assumes some risk and the fee should include
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Figure 3. Relationship of probable cost distribution to the range of incentive effectiveness

(RIE) (50/50 share ratio).

an allowance for it. The amount of risk exposure
assigned to the contractor under CPIF is directly propor-
tional to the share ratio. A CPIF contract with a 50/50
share ratio means that the contractor’s share of the risks
is 50 percent, while a 60/40 share ratio means that the
contractor's share of the risks is 40 percent, and so
forth. The fee in a CPIF contract should reflect the risks
assumed by the contractor, which are not only in pro-
portion to his share of the share ratio, but also to the
proximity of the negotiated target cost to the expected
cost. It will be easier to maintain expenses within a
higher target cost, so the fee should be lower.

Maximum Fee

L. Definition. The maximum fee is the sum of the
minimum fee plus the incentive fee that the contractor
earns for maintaining a specified performance level and
achieving maximum cost reduction.

2. Limitation. The maximum fee shall not exceed
the limitation stated in DAR 3-405.6(c)(2)., which

presently amounts to 10 percent of the estimated cost
of the contract, exclusive of the fee.

3. Relationship to Range and Distribution of Costs.
In Figure 3. the CPIF cost distribution curve shown in
Figure 2 has been placed on a cost incentive chart to
show the relationship between the two. The cost
distribution extremes define the limits of the share
ratio line. Until som¢ numbers are placed on Figure 3,
the range of incentive effectiveness fully covers the
range of probable costs. This is a desired. but not
always atiainable goal. In Figure 4, dollar quantities
have been added to the chart, For maximum cost per-
formance, the contractor will carn a $22.000 fee:
however, 10 percent of the target cost is $17.300, and
it is illegal to make a commitment for a fee that exceeds
this amount. Figure S shows one way to conect this
problem: ie.. leaving everything else unchanged. the
maximum fee is set at $17.300, and this figure dictates
the corresponding minimum construction cost. There
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are cases where this technique may be appropriate, but
it is by no means the only or best alternative available.
The main objection to thismethod is the loss of incentive
which occurs in this example at costs below $159.400,
when it has already been established that the job could
be completed for $150,000. Techniques for structuring
CPIF contract cost incentives to avoid such pitfalls are
discussed in the *“‘Share Formula” section below.

Minimuin Fee
|. Definition. The minimum fee is the amount that
the contractor will be paid, regardless of performance.

2. Relationship to FF Under CPFF. Since the target
cost/target tee point represents average contractor
performance, and the minimum cost/maximum fee
point represents excellent contractor performance,
then the maximum cost/minimum fee point represents
poor contractor performance. The potential for the
contractor to earn a larger fee for better performance
should likewise be balanced with the potential to earn
a smaller fee for poor performance. The CPIF minimum
fee shouid be in balance with the total incentive struc-
ture, and should not be more than the fixed fee would
be if a CPFF contract were used.

3. Relationship to Range and Distribution of Costs.
In the example provided in Figure 4, the minimum fee
of $5000 is earned when construction cost is $184,000.
which coincides with the maximum probable construc-
tion cost. As with the maximum fee/minimum construc-
tion cost combination, the minimum fee/maximum
constraction cost combination ideally occurs in the
area indicated by the distribution curve. The differential
in fee from minimum to maximum and the cost amounts
represented by each can be varied with different share
ratios and other cost and fee factors. Fundamentaily,
however, the minimum fee/maximum cost and the maxi-
mum fee/minimum cost points should fall on the share
ratic line between and as close as possible to their
respective ends of the cost distribution curve.

Share Formula

. Definition. The share formula is the ratio by
which the Government and the contractor share the
construction cost savings achieved under a CPIF con-
tract. The ratio is expressed, for example, as 60/40,
with the Government’s share shown first. Typical
ratios used range from 50/50 to 80/20.

2. Effect on Incentives. Figure 6 superimposes other
share ratios on the example shown in Figure 4, using
target fee/cost as a common point. This shows the effect

on minimum and maximum fees that difterent share
ratios have, and as stated previously, the lurger the
contractor’s share of the savings, the greater his incen-
tive to save will be. Consequently. from the standpoint
of incentive, the 50/50 ratio is best; however. as shown
in this example. it severly reduces the range of incen-
tive effectiveness in order to avoid exceeding the 10
percent maximum fee limitation. Therefore. in this
case, another ratio that better spans the entire range of
probable cost should be used. Figure 7 shows the result
of using a 70/30 ratio. Ratios in excess of $0-50 (1¢ .,
40/60. 30/70) are usually not recommended. becasuse
most situations in which they might work would pre-
suppose a very narrow range ot probable costs. which
would make the use of the ultimate incentive contruct
the FFP (share ratio 0/100) very teasible.

3. Broken Share Lines. There is no rule requiring
the share ratio to remain constant from minimum fee,
through target fee. to maximum fee. Share ratios may
differ for different segments of the cost probability
range if that type of arrangement is needed to convey
the Government’s objectives. However. simplicity and
straightforwardness are more effective than oversophisu-
cation. The structure may be theoretically correct, but
ineffective as a vehicle from which the contractor (and
the Government) can confidently formulate plans of
action for maximum return on investment. The struc-
ture should be kept as simple as possible; share formulas
that are not straight lines are not simple, particularly
when the fee must be reevaluated to reflect later changes
in the scope of work.

Range of Incentive Effectiveness (RIE)

The RIE has been compared to the range of probable
costs in previous discussions. The RIE is the range of
construction costs occurring between the minimum fee
and the maximum fee. and hopefully it will also cover
the entire range of probable costs. Figure 5 shows the
loss of a significant portion of the probable cost range
because of maximum fee limitations. Negotiating a
minimum fee that covers the full range of probable
costs may sometimes be difficult, if not impossible. As
the cost distribution figure shows. the probability of
the cost actually occurring decreases as the upper and
lower extremes are approached. so some truncation of
the range of probable costs can occur without having
ill effects on the incentive structure. In fact. even a
badly truncated RIE leaves some incentive tor the
contractor to perform well, and such incentive 15 not
present in a CPFF contract. Outside the RIE limits, the
CPIF contract incentives become inoperative, or
equivalent to a CPFF contract. To minimize truncation,
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the share ratio that implies an RIE that most nearly
coincides with the probable cost distribution should be
selected. and the values and relationship of maximum,
target, and minimum fees and costs should be arranged
to produce the best results. Figure 8 shows a “last resort”
CPIF cost incentive structure for the example shown in
Figure 7. This is not the optimum solution, but it is
preferable to using a CPFF in which the fixed fee is the
same as the indicated target fee. Figure 8 shows that
the minimum fee coincides with the target fee; the share
ratio of 70/30 has been selected to yield the largest
RIE, with the maximum fee occurring at an attainable
cost saving. When comparing this structure to a CPFF
with a $10,500 fixed fee, it appears that the contractor
would prefer the CPIF, since the CPIF offers him the
potential to earn a larger fee, without the risk that it
will be reduced because of substandard performance.
The Government also prefers the CPIF contract. because
it offers the potential for lower total project costs if
the contractor responds to the incentive. In this case,
neither party has anything to lose, but does have the

opportunity to gain something. A CPIF structure like
the one shown in Figure & is far from ideal for either
the contractor or the Government. It only demonstrates
the CPIF's potential, even when negotiations fuil 10
produce a mutually inore beneficial structure.

Schedule Incentive

1. Value of Time. Most construction projects specify
a definite completion date, or some interim beneficial
occupancy date and a final completion date. The
Government must establish the importance it places on
timely completion of a job and assign a dollar value to
it. The progress schedule will be planned so that various
stages of the work are completed by specific dates, and
the project cost estimate will be bused on that time-
frame. Since the consequences of not meeting the estab-
lished dates will vary widely among projects, the dolar
value established for finishing on time will also vary
widely. This is true for both CPIFs and FFPs: procure-
ment personnel must know the value of timely comple-
tion and inform the contractor of this amount.
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Figure 8. "Last resort™ cost incentive structure.




Y. Reducing Cost vs. Saving Time. In a CPEF
cortract, the contracter does not risk losing money if
the job is not completed on schedule he always receives
the same fee. However, in an FFP contract, the contrac-
tor has assumed the risks of timely completion and
must decide how much money he can allocate to timely
completion in view of the hiquidated damages he will
incur i the ob is oot completed on time. Similarly,
under ¢ PYF . the structure contains i costjtime trade-oft
ratio. Phis ratio is developed by comparing the potential
cost reduction fee earnings to the penalty for late
completion. For example, with a share ratio of 50/50,
the tee increases S10.000 for each $20.000 suved: if
the tme penalty is $10.000 per day . then the contractor
must choose whether to complete the job one day late
o spend $20.000 to complete it on time. Fither way.
the contractor’s financial consequences are the same:
however, it he can recoup the day by spending only
$10,000, he will have saved $5000. The key to a good
CPIF schedule meentive isselecting a cost/time trade-oft
arrangement that accurately depicts the Government's
objectives, and then letting the contractor make the
duily decistons required 1o fulfill the Government’s
objectives and his own profit objectives concurrently.

X Schedude Penalty. The unitorm method of penalty
assessment (see Figare 9) hus the advantage of simplicity
and is therefore preferred unless there is an overnding
need to use some other method. Thete are limitless
variations of graduated and compounded methods which
can be used when the situation requires this additional
suphistication. For example, when more than one mile-
stone must be met. a graph similar to Figure 9 including
values, would be developed for cach date to compute
a time penalty.

4. Limiv of Penalty Fffectiveness. Under an F4P
contraet, the contractor must pay for any assessed
liguidated dumages from his curnings. 1ikewise. indes
a CPLF contract, he must pay time penalty assessments
from his incentive fee earnings. Since the contractor
earns an incentive fee for reducing construction costs,
the amount which may be extracted for fate completion
is limited to what the contractor has earned in excess
of the minimum fee,

S, Cost)Schedude Incentive Interface. 1t should be
obvious that for construction work., a4 cost incentive
without a counterbalancing schedule penalty is unrea-
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sonable. The contractor would councentrate entirely on
cost saving and would have little incentive for complet-
ing the job on time. Conversely a schedule incentive
without a counterbalancing cost incentive would not
produce the desired outcome unless the objective was
to complete the project as quickly as possible with no

consideration of excessive costs. Both construction
cost and the value of time must be accounted for in an
equitably structured CPIF.

Multiple Incentive

So far, construction cost and time have been dis-
cussed as factors to be considered in structuring a CPiF
contract. While these are the indispensable ingredients
of a contract, they are not the only considerations,
although they do fend themselves to after-the-fact,
objective performance evaluations. Other elements.
such as cooperation (which encompasses many factors)
and administrative procedures, cannot be evaluated
objectively. Subjective evaluation is the keystone of
the CPAF contract, but a CPIF may include some CPAF
elements. The subjectively evaluated features may either
be rated periodically (using an agreed-upon method-
vlogy) and partial payments made at these intervals, or

they may be given a tinal rating (hasec on periodic
evaluations) and payment made after the project i
complered. Tables T and 2 outline ¢ suggested evalua
tion procedure for subjectively evaluated clements
Any amount set aside Yor this type of fee navient
must be included when caloul:ting the paximum tee
allowed by DAR. The evaluation cniteria must apph
tor the life of the contract., and the weights assipned
the various elements must not be altered Aoy vaniatno,
would be unfair to the contractorn. as well asy countes
productive for the Government.

4 NEGOTIATIONS

Negotiating a CPIF contract probably requires more
skill than any other type of contract. A CPIF has more
variables to be considered, and their interrelationstup
prevents settling them individually: rather, the entire
package must be considered. This does not mean that
CPIF negotiations will necessarily consume an inordi-

Table 1

Cooperation Award Rating Elements Description

Rating Element

Communications and Authority

Responsiveness

Reporting

Post §.0. Cooperation

Cooperation With the Other DCC

Description®

Adherence to contractually established lines of
communication and authority. Recognition of
the Corps as the only entity authorized to
administer the contract.

Prompt reaction to technical direction, response
o requests for proposals on change orders, and
updating schedule to reflect current planning.

Timeliness and accuracy of recurring and
special reports, CQC test reports are factual
and complete,

Accomplishment of post J.O. wark efficiently
with minimum interference to other activities.
Provide assistance to user as feasible.
Exchange of equipment, manpower, and
information on design and construction
techniques, etc., to the mutual benefit of the
DCCs and the Corps. [nitiate rapport with

the other DCC to avoid repeating the same
mistake on both jobs.

*These descriptions are not intended to be all-inclusive. They merely provide examples of the type ot
activities to be considered under cach rating element. However, it additional factors will be added, care
must be taken to avoid duplication of the same factor in more than one clement, thereby placing the
contractor in a position ot double jeopardy or double reward.
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Rating Flement

Comnnunca-
hon &
Luthonn

Kesponsiveness

Reporting

Post 1.0,
Coopera-
tion

Cooperation
With Other
DCC

0.00
Pooy
Habitually
attempts 1o
cicumvent
preseribed

procedures.

Always very
slow to com-
phy and sched-
ule alwayy
outdated, with
severe prod-
ding.

Albways late,
incomplete,
and inaceur-

ate.

Mmimal
covpera-
tion; refuses
to provide
assistance,

Avoids coop-
cration, even
when asked.

0.25
Fair
QOccasionally
vickites pre-
scribed pro-

cedures,

Usually slow
e comply
and/for sehed-
ufe vutdated,
with much
prodding,

Usually Tate,
incomplete,
and inaceur-
ate.

Usually coop-
erates: avoids
providing as-
sistance.

Usually coop-
crates when
asked.

*Interpolate as necessary

Table 2
Performance Evaluation Report

Evaluation*

.50
Good
Usually works

within rhe
authonzed
arginn zational
structure

Usualiy
prompt to
comply and
schedule
usually cur-
rent, with
much prod-
ding.

Usually on
time. com-
plete, and
accurite.

Usually coop-
crates and
provides as-
sistunce when
requested.

Always coop-
erates and oc-
casionally
takes the
initiative.

0.7§
Very Good
Always woirks
in compliance

with estab-
lished progce-
dures.

1.00 Element
Excellent Score Factor Rating

Alwavs com-

plies with

estabhished R ]
procedures.

Seeks wavs to

improve ctti-

cleney within

the system,

Always
prompt te
comply and
schedule
alwavs cur-
rent, with
some prod-
ding.

Always on
time, com-
plete. and
accurite,
with some
prodding.

Always coop-
erates and
provides as-
sistance when
requested.

Always coop-
erittes and
often takes
the initiative.

Always

prompt to com-

ply and sched- o RIS
ule always

current, with-

out prodding.

Always on time,

complete, and

accurate, with- o x 30
out prodding.

Always coop-

erates and

voluntarily o A 30
provides

assistance.

Always takes

the initiative

in providing o v 30
and getting full

cooperation,

NOTE Ratings of “Poor™ or “Exeellent™ require
- supportive dati and‘ar justification.

Rating this period

No. of Partial
Payments

Overall Rating

($) Amount
I-arned this Period

award fee
x pool($) =

nate amount of valuable time. but only that procure-
ment personnel require more knowledge to negotiate
a CPIF.

Before attempting 1o negotiate a CPIF contract, the
Government must have developed a structure that bath
satisties its own objectives and provides the contractor
equitable return for his efforts. In addition, the Govern-

20

ment must have developed enough alternative structures
to respond to anticipated contractor counterpropusals,
Furthermore. the Government must have such intimate
knowledge of the CPIF methodology that the effect of
a wide variety of individual changes can be quickly
assessed for their impact on the overall effectiveness of
the incentives. Finally, the Government must have s
negotiating strategy.




Government  strategy usually involves generating
three positions: (1) the best agreement that can easibly
be expected, (2} the agreement offering the best balance
of Government/contractor equitability, and (3) the
worst arrangement the Government would accept. For
this strategy 1o have creditability, none of the positions
that would be accepred would hurt either the contrac-
tor or the Government. The aim is to maintain fairness
and equitability in all cases: conveying this message to
the contractor can save time that otherwise might be
spent trying to resolve vastly different pusitions taken
merely because neither party trusts the other.

CONCLUSIONS AND
RECOMMENDATIONS

This report has provided an overview of various types
of cost-reimbursement contracts.

The benefits of CPIF contracts are:

I. They provide the opportunity for lower tolal
project cost.

2. They allow the Government to relax its adminis-
trative participation in contractor procurement and
planning activities.

3. They provide the contractor with incentive tu
manage effectively.

4. They do not increase the Government's adminis-
trative cost.

Guidelines useful to the Corps procurement person.
nel in structuring CPIF contracts for maximum effective-
ness and in contract negotiating strategies are contained
in Chapters 3 and 4.

¢ is recommended that CPIF be used in lieu of CPFF
whenever conditions pertmit.,
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