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ACQUISITION LETTER

AUTHORITY

This Acquisition Letter (AL) is issued by the Procurement Executive pursuant to a delegation from the
Secretary and under the authority of the Federal Acquisition Regulation (FAR), Section 1.301(a)(2).
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L Purpose. The purposes of this AL are to: (1) provide guidance on structuring p%rformance-
based incentive (PBI) arrangements in the Department of Energy Performance-Based
Management Contracts (PBMCs) and management and integration (M&T) contracts; (2)
establish general requirements for formal administrative processes and procedures at each
contracting activity relating to performance-based incentives; and (3) provide guidance on the
requirements pertaining to Heads of Contracting Activity (HCA) waiver requests from
Headquarters performance-based incentive approvals.

IL Background. The October, 1997, Report to the Secretary of Energy entitled Assessment Of
The Use of Performance-Based Incentives In Performance Based Management And
Management and Integration Contracts, identified areas where improvements were needed in the
Department of Energy’s processes and practices relating to the development and administration
of performance-based objectives and associated incentives in PBMCs and M&I contracts.
Pertinent to this AL, the report concluded that:

o performance objectives and associated incentives were, in some cases, excessive
in number, did not directly relate to the critical strategic or tactical objectives of
the program or site, or represented areas not suited for the application of
incentives;
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(_ 7 . the amount of fee allocated to a specific objective was not always reflective of
the actual value or importance of the work; and,

o performance objectives were sometimes focused on process milestones or the
development of internal systems rather than outcomes.

The report made a aumber of recommendations with the objective of strengthening the
Department’s activities in these areas, including: (1) instituting a more structured management
approach to the development of performance-based objectives, measures, and incentives; and (2)
strengthening the Department’s framework of directives and instructional information on the use
of PBIs. In this regard, the report recommended a strengthening of policies and guidance to be
used in developing performance objectives and incentives.

Regarding administration of PBIs, the report recommended that each field office institute a
structured process for the development of performance objectives and incentives, including the
establishment a single authority to coordinate the development of performance objectives and
related incentives. The report also recommended that HCAs identify mechanisms,

responsibilities, and authorities for ensuring that contractor performance against objectives is
approptiately monitored and verified.

, [l. Guidance The guidance set forth in this AL shall be used in conjunction with existing policy
( : and other requirements set forth in DEAR 970.1001 and Acquisition Letters 95-04, 97-06, and
97-09.

A. Structuring Performance Objectives and Incentives

1. Developing Performance Objectives. Consistent with Department of Energy Acquisition
Regulation 970. 1001 and OFPP Policy Letter 01-2 entitled “Service Contracting,” the central
premise of performance-based contracting is the expression of contractor performance
expectations in terms of desired outcomes, results, ot a final work product, as opposed to
methods, processes, designs, or a tevel of effort. Accordingly, performance objectives should
reflect, or be related to, critical strategic or tactical performance objectives of the program of
site. Al 95-04 provides additional considerations in establishing performance objectives (see

paragraph 4 of the Attachment to the AL)

: In all cases, the achievement of performance objectives should demonstrate value (as may be
— expressed in terms of criticality to mission achievement, refative importance of the work

7 performed, and/or cost) to the Government and incentives should be structured to reflect that
value. In developing performance objectives, key activities include determining:

° the full scope of the work effort;

. the performance characteristics or levels critical to contract success,

2



AL 97-08 (12/08/97)

] the minimum level of performance and the highest level of performance desired;

. the levels of performance that are appropriate for objective or subjective
measurement;

. the performance characteristics or levels best suited for the application of an
incentive(s);

. the amount of incentive that may be needed to achieve the desired levels of

performance and its distribution within an incentive area; and

L the appropriate technical, schedule, and cost baselines from which to establish
performance jevels and monitor their achievement.

Regardless of the incentive structure developed for the contract (i.e., incentive fee or award fee),
offorts should be directed at maximizing the use of results-oriented performance expectations
that can be measured by objectively based criteria.

2. Selecting Contract Types. The Federal Acquisition Regulation provides policies and
guidance on the selection of contract types and should be relied on in determining the
appropriate contract type. The application of performance—based contracting approaches does
not, in and of itself, result in the selection of one type of contract over another. However, the
Department primatily relies on cost-reimbursement contracts for its PBMC and M&I contract
requirements.

In order to shift more performance responsibility and risk to the contractor, the Department is
secking to award more contracts or portions of contracts on other than a cost reimbursement
type basis. The desired objective is to award them on a fixed price basis where appropriate.
While the entire scope of work contracted for may not fend itself to other than a cost type
contract, specific work may be extracted and separately costed or priced under an alternative
arrangement. To this end the operations and field offices are to work aggressively with their
contractors to ensure that the scope of work, and associated costs, are as clearly defined as
possible and identify that work which lends itself to other than cost type contracting.

3. Developing Incentives, Because of the complexity and multi-faceted requirements under
PBMCs and M&I contracts, there is a need to attain both performance and cost objectives, that
is, to achieve technical progress, timely performance, and effective cost control. Accordingly,
incentive structures used in PBMCs and M&I contracts typically will consist of a multiple fee
structure using a combination of an incentive fee component for objective performance
requirements and an award fee component for subjective performance requirements. This
multiple fee approach permits the use of both objective and subjective performance goals with
tailored fee structures designed fo motivate high-quality contractor performance, meet schedule
requirements, control or reduce costs, and discourage poor performance.
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Multiple incentives should be structured in a manner which provides appropriate balance to the
diverse performance goals of the contract. Primarily, this balance should be achieved between
the objective and subjective technical requirements and the cost of performance. The purpose of
striking a balance between these multiple incentive components is to ensure that the necessary
trade-offs have been addressed between performance and cost so that the contractor will
dedicate adequate resources fo accomplish the full work scope of the contract.

Incentive fees are appropriate where it is desired to provide the contractor with a financial, or
other reward, for meeting of exceeding a specific obj ective of predetermined result, and/or a
penalty in the form of a reduced profit or fee for faiture. Under this approach, the amount of
incentive that can be earned by the contractor is derived from largely objective criteria and
measures. Fee payment is based on validation of specific performance levels and payment
against a formula. Accordingly, when structuring incentive fees, it is important to ensure that
performance expectations are accurate and understood by the parties, that fee associated with
ihe achievement of specific tevels of performance is reflective of the value of the work, and that
validation mechanisms exist to ensure that the work was actually accomplished at the desired

performance levels.

When selecting performance objectives that will be subject to an incentive fee, consideration
should be given to following factors:

(« o criticality of the requirement to the achievement of the overall contract and
mission objective,

° ability of the contractor to :nfluence the levet of performance of the requirement;

° extent to which DOE will obtain different levels of benefit from different ievels of
performance;

o potential to adversely impact totai contract performance if poorly performed;

® ability to associate cost constraints with the performance to be subject to an
incentive;

° ability to measufe and validate achievement,

. ability to establish and maintain technical, schedule and cost baselines;

. ability to express, {0 the maximum extent practicable, the objective in terms of an

outcome or a result; and,
L ability to establish performance objectives which both meet and exceed the
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baseline requirements.
Multi-year performance objectives associated with major programs and projects may require the

use of a phased approach to the incentive structure. In structuring incentives for these types of
requirements, the following guidelines should be followed:

. the desired end point should occur within the current term of the contract;
. the result and the associated baseline should be well-defined;
. interim milestones should have progressive values such that fee amount increases

as the likelihood of achieving the desired result increases,

. a significant amount of the total incentive fee should be placed on the final result;
and,

° the incentive fee for each year typically should be funded from within the total
available fee poot for that year;

Award fee largely relies on subjective evaluation factors that are determined judgmentaily and
unilaterally on the part of the Department. This approach provides greater flexibility to: (1)
take into consideration both the contractor’s actual performance and extenuating facts and
circumstances affecting performance; and (2) adjust performance emphasis during the contract
term to reflect changing Departmental needs. Award fee structures are appropriate when a level
of effort is anticipated and/or the objective (or end result) cannot be articulated in quantifiable
terms and measured through other than subjective means. Further, the use of an award fee
approach may be appropriate when variables associated with successful performance are either
not well-defined or outside of the contractor’s control. Award fee can be used effectively for
such activities as program management, safety and health, general management, and technical
areas unsuited for objective measurement.

As a general rule, work efforts or requirements that do not fend themselves to a specific
incentive fee, should be included in the award fee. However, there may be certain requirements
that are inappropriate for both the incentive fee and the award fee because, for example: (1)
performance is already at acceptable levels and cannot be improved through the use of an
incentive; (2) the performance objective is not critical; or (3) other administrative controls over
performance exist. In such cases, it may be appropriate to condition the payment of any earned
fee on the contractor’s satisfactory performance of these requirements. Accordingly, contract
language should be included to provide this important remedy to the Government. The sample
clause entitled "Conditional Payment of Fee or Incentives," which addresses performance of
requirements not specifically subject to an incentive, may be included in PBMCs and M&1
contracts to accomplish this purpose. A copy of the sample clause is attached hereto.
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4. Determining Total Available Fee: The total available fee for PBMCs and M&I contracts may
consist of a base fee amount and a performance fee amount. The base fee amount will normally
be zero unless prior approval of the Procurement Executive is obtained. The performance fee
amount may consist of either an incentive fee component for objective performance
requirements and an award fee component for subjective performance requirements, or both.

5. Change control processes. There should be a formal process for adjusting performance
objectives, baselines, and incentive amounts as a result of changes in expectations as a result of
circumstances beyond the control of the contractor that may not have been evident when the
performance objective and associated incentive were established. The change control process

may be identified in the Performance Evaluation Plan (ot similar document) for the contract and
should be appropriately integrated in contract-specific quality assurance surveillance plan:

B. Development and Administration of Performance Based Incentives

HCAs shall establish formal processes for the development and administration of performance-
based requirements, objectives, measures and incentives used in performance-based award fee
contracts. Such processes shall, at a minimum:

(1)  ensure appropriate, timely, and integrated participation by key operations/field office
_program, technical, functional and procurement personnel in the identification of
applicable DOE strategic, program, and site plan goals and objectives that should drive
contract performance requirements;

(2)  ensure adequate high-level management involvement in the development and
administration of performance-based requirements, objectives, measufes and incentives,
particularly with regard to establishing critical performance obj ectives for the contract;

(3)  identify key operations/field office organizational and ‘ndividual roles and responsibilities
pertaining to the identification and development of performance—based requirements,
objectives, measures and incentives;

(4)  ensurethata specific individual(s) or organizational components accountable for final
selection and approval of contract-specific performance—based requirements, objectives,
measures and incentives are designated;

(5)  establish documentation requirements sufficient to support the selection of performance-
based requirements, objectives, measures and incentives; and,

(6)  identify, through a quality assurance sutveillance plan for the contract, the critical
contract administration functions, and the specific roles, responsibilities and authorities,
needed to ensure that contractor performance against objectives is appropriately
monitored and that performance accomplishments are adequately documented and
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verified.

C. Administrative Requirements for PBI Waiver Requests

Acquisition Letter 97-06 requires that performance objectives and associated incentives used in
performance-based management contracts and management and integration contracts be
submitted to the Office of Management Systems (HR-52) for review and approval prior to
commencement of negotiations with an offeror or incumbent contractor. However, the
Procurement Executive may waive the review and approval requirements upon an affirmative
demonstration by the HCA that internal processes are adequate to ensure that performance
measures and associated incentives are properly developed and administered. To be considered
for a waiver to the approval requirement for fiscal year 1999 PBIs, HCAs shall submit their
waiver request and supporting documentation to the Office of Management Systems (HR-52)
within the Office of the Deputy Assistant Secretary for Procurement and Assistance
Management not fater than May 15, 1998.

Effective Date. This AL is effective on the date of issuance.

Expiration Date. This AL will remain in effect until its content is incorporated, as appropriate,
in regulation or directive coverage, or unless otherwise superseded or canceled.
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(iii) all other requirements to a degree that the total performance of the contract is not
jeopardized.

(2) The evaluation of the Coniractor's achievement of the level of performance shall be unilaterally
determined by the Contracting Officer. To the extent that the Contractor fails to achieve the minimum
performance levels specified in the Statement of Work, Work Authorization Directive, or similar
document, during the evaluation period, the DOE Operations Office Manager or his/her designee, may
reduce any otherwise earned fee, profit, or share of cost savings for the evaluation period, by an amount
up to the amount earned.

(d) Minimum requirements for cost performance.

(1) Requirements incentivized by other than cost incentives must be performed within their specified
cost and must not adversely impact the costs of performing unrelated activities.

(2) The performance of reqﬁirements with a specific cost incentive must not adversely impact the costs
of performing unrelated requirements.

(3) The Contractor's performance within the stipulated cost performance levels for the evaluation period
shall be determined by the Contracting Officer. To the extent the Contractor fails to achieve the
stipulated cost performance levels, the DOE Operations Office Manager or his/her designee, at his/her
sole discretion, may reduce in whole or in part any otherwise earned fee, profit, or share of cost savings
for the evaluation period by an amount up to the amount earned.



