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ELIMINATING WASTEFUL CONTRACTOR
BONUSES

MONDAY, AUGUST 3, 2009

U.S. SENATE,
SUBCOMMITTEE ON FEDERAL FINANCIAL MANAGEMENT,
GOVERNMENT INFORMATION, FEDERAL SERVICES,
AND INTERNATIONAL SECURITY,
OF THE COMMITTEE ON HOMELAND SECURITY
AND GOVERNMENTAL AFFAIRS,
Washington, DC.

The Subcommittee met, pursuant to notice, at 3:03 p.m., in room
SD-342, Dirksen Senate Office Building, Hon. Thomas R. Carper,
Chairman of the Subcommittee, presiding.

Present: Senators Carper, McCaskill, Burris, and Coburn.

OPENING STATEMENT OF SENATOR CARPER

Senator CARPER. The hearing will come to order.

Welcome Mr. Zients and Mr. Hutton. We are glad that you are
here and thankful that you both are in your jobs. There is plenty
of work to do, and I hope that you will talk about some of that
work here today.

We are going to be joined by several of my colleagues. I think
Senator McCain is on the Senate floor. I am told by his staff he
might be talking about the President’s nominee to the Supreme
Court as we speak. But I know this hearing will get a lot more at-
tention than anything that is going to be said over on the Senate
floor this afternoon—well, maybe it will. We will see.

But what we are going to talk about today is real important, and
I am delighted that this panel is here and delighted that our sec-
ond panel has joined us, too. We look forward to your testimonies,
and we look forward to having a chance to go back and forth and
kick around some ideas with each of you.

I think it was about a year ago that Senator Coburn, I believe
it was Senator Sanders, and I asked the Government Account-
ability Office to examine whether agencies were giving away what
is known as “award fees” to contractors and whether or not con-
tractors really deserved them in many instances.

In the private sector, those payments would probably be called
“bonuses.” They are intended to help incentivize contractors to de-
liver exceptional performance. In essence, the award fee might be
described as extra profit that the contractor may earn if they save
our government money and deliver a superior product.

The practice of aligning performance to profit is not a new con-
cept, as we know. It can lead to excellent results if used appro-
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priately. However, several recent controversies in the financial sec-
tor have shown that rewards and incentives that are not properly
aligned with outcomes can sometimes lead to failure, with dramatic
and adverse consequences.

Unfortunately, government agencies have made some of the same
mistakes that private firms we hear about in the news have made
over the years, and much to my disappointment, it seems that a
number of agencies—not all, but a number of agencies continue to
struggle in figuring out how to manage award fees appropriately.

I might add that some who were not doing such a very good job
not that long ago have, I think, taken steps to maybe show the way
for the rest of our agencies.

In fact, the GAO has told us that agencies, some agencies, con-
tinue to hand out hundreds of millions of dollars to contractors for
reasons that just do not make a whole lot of sense.

In one interview I am told GAO conducted as part of its analysis,
an Air Force official reportedly said that a contractor would have
to do a “pretty bad job” just to receive 85 percent of the potential
bonus, meaning, I assume, that a plain bad job might warrant 100
percent of a bonus. In another case, at this time at the Department
of Homeland Security, a contractor was cited for “egregious behav-
ior” and still received an award fee.

Even when agencies do hold contractors’ feet to the fire, they
often give them second and sometimes third chances to try and
earn profit despite repeated shortcomings. This practice, known as
“rollover,” is meant to be used in limited situations when contrac-
tors are not able to deliver for reasons outside of their control. Un-
fortunately, rollover sometimes seems to have become a rule in-
stead of the exception—not always, but in too many instances.

What is even more troubling to me is that senior management
does not appear to be examining the results of award fees to see
if they are incentivizing contractors to actually perform well. In-
stead, agencies continue to hand out millions, in some cases bil-
lions, of dollars in bonuses, assuming that they are getting the best
result for American taxpayers.

For instance, GAO reported that the Department of Defense in-
appropriately paid $8 billion in award fees in 2005 alone. Only re-
cently, 4 years later, have they started to analyze whether award
fees are actually leading to improved performance.

This situation has caused many of us to question how, during a
time when households around our country are tightening their
budgets, Federal agencies continue to award extra profit to compa-
nies as if it is expected and not earned. It is as if one went to a
restaurant as a customer, and your waiter or waitress forgot your
order, they spilled your food on you, and charged you for items you
did not even ask for. Most of us would not give that person a very
big tip, maybe none at all. But some agencies continue to give con-
tractors who perform just as poorly pretty much everything they
could want.

Let me just pause and try to be clear. I am a strong believer that
appropriate incentives, including bonuses, can lead to better per-
formance. But I worry that, at the end of the day, agencies are not
aligning contractor profitability in too many cases with perform-
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ance. And in those cases when a contractor does fail to deliver,
there need to be consequences.

Agencies cannot keep giving contractors a second bite at the
apple. We just cannot afford to give contractors money and get too
little in return. That said, I do believe that there may be some pos-
sible solutions that are currently being discussed and others that
we may want to pursue.

For example, after GAO had exposed the fact that the Depart-
ment of Defense contractors were continually given multiple oppor-
tunities to earn award fees, the use of this practice dropped dra-
matically. This has led to an estimated $450 million in savings in
eight programs in which the rollover practice was once used. Per-
haps this should be expanded to other agencies.

I personally do not see the logic of using award fees to
incentivize contractors when we do not know whether or not they
work. I got the sense that agencies are using this type of con-
tracting because in some cases they do not know exactly what they
want out of the contractors let alone know how that performance
should be delivered. So instead of taking the time to lay out objec-
tive cost schedules and specific performance measures, agencies
may be using wasteful bonuses as a crutch.

In closing, I am looking forward to hearing what our witnesses
have to say about the ongoing efforts to get the issue under control
and to explore some other possible solutions that will help to rein
in wasteful contractor incentives.

If Senator McCain was here, I would recognize him for his open-
ing statement. He will be joining us shortly. And we have been
joined by Senator Burris and Senator Coburn. Before you got here,
Senator Coburn, I was talking about how you, Senator Sanders,
and I were among the people who said these award fees are trou-
blesome, and we asked GAO to do something about it. And I very
much appreciate your leadership on this and a whole lot of other
issues.

Senator Burris got here just a little bit ahead of you. I am going
to go ahead and yield to him, and then we will yield to Senator
Coburn. But we are delighted that you are both here. Senator
Burris, you are always good to come, and I am grateful for that.
Thank you.

OPENING STATEMENT OF SENATOR BURRIS

Senator BURRIS. Thank you, Mr. Chairman. I would like to com-
mend you, Mr. Chairman, for holding this hearing today. The im-
portance of this issue cannot be overstated, especially in these eco-
nomically challenging times. It is more important than ever that
we end wasteful spending associated with Federal contracting;
moreover, we need to fully embrace transparent practices that will
assure taxpayers that their money is being put to good use.

I look forward to hearing more about the use of the award fee
contracts and the steps the GAO and the Office of Management
and Budget are taking to ensure that this practice does not lend
itself to wasteful spending.

We need to ensure that Federal contractors receive payment only
for the projects that they are hired to complete. We cannot continue
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to use taxpayers’ dollars to pay for work that does not meet the
contract requirements.

So I will have a few questions during the question and answer
session, and thank you very much, Mr. Chairman. I appreciate it.

Senator CARPER. You bet. Thank you. It is not your birthday
today, is it?

Senator BURRIS. Yes, today is my birthday.

Senator COBURN. Happy birthday.

Senator CARPER. Happy birthday.

. dSenator BURRIS. August 3. I will not tell you that I am X years

old.

Senator CARPER. Around here, at your age they still think you
are a teenager.

Senator COBURN. You are young. [Laughter.]

Senator BURRIS. I am 72 today.

Senator CARPER. You are still a teenager. Plenty of rowing time.
Well, happy birthday. Delighted to share this day with you.

Senator Coburn is probably as much as anybody I know, a mem-
ber of the Senate who focuses on waste, fraud, and abuse, and I
am delighted that he is partnering on a number of those initiatives.
Senator Coburn.

OPENING STATEMENT OF SENATOR COBURN

Senator COBURN. Mr. Chairman, thank you so much for holding
the hearing, and I thank GAO for their report.

Americans think we do not get it up here. I am going to enter
into the record a list of bonus payments that were paid under
CPAF across almost every agency, but let me just highlight a few.

Medicare and Medicaid paid out more than $312 million last year
for quality care bonuses to nursing homes that provided below-av-
erage care and had significant past health and safety violations.

The Department of Defense paid $8 billion in unwarranted bo-
nuses to contractors for weapons programs that had severe cost
overruns, performance problems, and delays between 1999 and
2004.

NASA paid Boeing a bonus of $425 million for work on the Space
Station that ran 8 years late, cost twice what was expected, and
Boeing estimates an additional $76 million in overruns by the time
the contract is completed. Yet we paid $425 million in bonuses.

The Department of Commerce selected Northrop Grumman in
2002 to build a $6.5 billion satellite system supposedly to save the
American people $1.6 billion. It was supposed to be launched in
2008. It has not happened. The project’s budget has doubled to
$13.1 billion, and Northrop’s performance has been deemed unsat-
isfactory, yet from 2002 to 2005, we gave them $123 million worth
of bonuses.

In 2007, Harris Corp. developed a handheld device to collect data
for the 2010 census that failed to work properly and was $198 mil-
lion over budget. In spite of that, we gave them $14.2 million in
bonuses.

The Federal National Mortgage Association, a sponsored mort-
gage enterprise better known as Fannie Mae, suffered $59 billion
in losses last year and requested $15 billion in taxpayer assistance,
yet it plans to pay $4.4 million in bonuses to its top executives.
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In 2006, more than $3.8 million in bonuses were paid out to sen-
ior officials at the Department of Veterans Affairs, months after a
$1 billion shortfall threatened to imperil the care of thousands of
injured veterans returning from combat in Iraq and Afghanistan.

In 2006, the Department of Treasury abandoned a $14.7 million
computer project intended to detect terrorist money laundering.
The failed project was 65 percent over its original budget, but the
vendor, EDS, was awarded $638,000 in bonuses.

The repair and restart of a Tennessee Valley Authority Nuclear
reactor cost $90 million more than the Federal utility budget was,
but TVA paid the primary contractors on the project—Bechtel
Power and Stone and Webster—an extra $42 million in bonuses
and other fees.

I will just add the rest of them to the record, if I may, Mr. Chair-
man.l!

Senator CARPER. Without objection, they will be added.

Senator COBURN. I look forward to your testimony. I know that
OMB is aware of these problems. I have a lot of confidence in OMB
that they will get it right.

Senator CARPER. Thanks, Dr. Coburn.

One of the things Dr. Coburn and I have talked about for any
number of times is the idea that we have OMB—part of OMB’s job
is to manage and to manage effectively in a cost-effective way. Part
of the job of GAO is to help us to make sure as a watchdog that
agencies are doing their jobs, doing it in a cost-effective way.

Part of our job is to provide oversight, and we like to in this
Committee, and this Subcommittee especially—which Dr. Coburn
has chaired from time to time, and I get to chair it now for a little
while. But one of the things we try to do is to work with OMB, to
work with GAO, to work with the Inspectors General, as
misspending, inappropriate spending is identified, wasteful spend-
ing is identified, for us to put a spotlight on that. And what we try
to do is to spotlight bad behavior, and we like to spotlight good be-
havior, in an effort to hold up to other agencies those agencies that
are doing the right thing, behaving appropriately, and set them-
selves out as an example.

So here today I think we will have the opportunity to hold some
folks up, to say we appreciate what you are doing, and to maybe
say to some others, let us see what you can learn from those that
we hold up.

Our first witness today will be the Hon. Jeffrey Zients, the Dep-
uty Secretary for Management and the government’s first ever
Chief Performance Officer. We are delighted that he has taken on
this responsibility. It seems like, what, about a month ago that you
were confirmed and assumed this responsibility. But we are happy
to have you on board.

Mr. Zients comes to government with an impressive resume, hav-
ing worked for over 20 years as a management consultant and en-
trepreneur. He also co-founded the Urban Alliance Foundation, a
nonprofit that helps economically disadvantaged young people ob-
tain year-round internships and job training.

1The list provided by Senator Coburn appears in the Appendix on page 162.
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And our second witness on this panel, no stranger here, is John
Hutton, and he is the sourcing manager for the Government Ac-
countability Office. Mr. Hutton, I am told, began his career in GAO
in—this says 1878. Could it have been then? [Laughter.]

Maybe it is a typo—1978. He has led reviews on topics ranging
from reconstruction in Iraq and Afghanistan, places we all have
been, to U.S. efforts to combat the AIDS virus.

Again, our thanks to both of you for your work and for your stew-
ardship, and I am going to call on Mr. Zients to lead us off and
then Mr. Hutton to follow. Your entire statements will be made
part of the record. Feel free to summarize as you wish. Thanks.

TESTIMONY OF HON. JEFFREY D. ZIENTS,! DEPUTY DIRECTOR
FOR MANAGEMENT, OFFICE OF MANAGEMENT AND BUDGET

Mr. Z1ENTS. Thank you, Chairman Carper, Senator Coburn, and
Senator Burris. I appreciate the opportunity to appear before you
today to discuss award-fee contracting along with strategies for
eliminating waste and maximizing the value achieved from these
contracts. I have prepared a full statement for the record and, with
your permission, would like to insert into the record and highlight
a few key points.

Senator CARPER. You have our permission.

Mr. Z1ENTS. Thank you.

As you mentioned, I was confirmed last month as the Deputy Di-
rector for Management at OMB and Chief Performance Officer of
the Federal Government. It is my responsibility to help lead efforts
to improve government performance—in other words, to make sure
that taxpayer dollars are being used effectively and efficiently, a
task that is critical in any Administration but is especially critical
during these difficult economic times. I believe that a sound acqui-
sition system can play an important role in driving down costs and
increasing the value the taxpayers get for their dollars.

As demonstrated by the President’s March 4 memorandum on
government contracting, the Administration is committed to cre-
ating an environment that can support such a system, which is cur-
rently used for more than $500 billion in annual spending.

Last week, OMB issued an initial set of guidance to help agen-
cies improve the effectiveness of their acquisition practices and the
results achieved from their contracts. These efforts are designed to
save the taxpayers at least $40 billion a year.

The President’s memorandum identifies an agency’s selection of
contract type as a key area in need of immediate and increased at-
tention to achieve better results from our contractors. The selection
of an award-fee contract can be an effective way to both achieve
strong performance from a contractor and mitigate the govern-
ment’s risk in circumstances where requirements may be difficult
to define and to measure objectively.

To get the benefits of an award-fee contract, agencies must focus
on three areas:

First, fees must be linked to cost, timeliness, and quality of the
contractor’s performance.

1The prepared statement of Mr. Zients appears in the Appendix on page 47.
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Second, the amount of fee an agency pays must be commensurate
with the level of demonstrated performance.

And, third, an agency must not pay an award fee when con-
tractor performance is unsatisfactory.

OMB’s Office of Federal Procurement Policy laid out these basic
tenets of award-fee contracting in a 2007 policy memorandum. Un-
fortunately, agencies have not consistently achieved good results
from their award-fee contracts, in part because these tenets have
not yet been incorporated into the Federal Acquisition Regulation
(FAR). As a result, OMB is taking two steps to significantly im-
prove government-wide implementation of award-fee contracting.

First, we are working with the FAR Council to expand the exist-
ing FAR rules. The new rules will require that an agency effec-
tively determine that an award-fee contract is the appropriate con-
tract type for the agency’s requirements and circumstances. The
new rules will also provide evaluation standards to help agencies
differentiate between levels of performance and the corresponding
percentage of available award fees that could be earned. Equally
important, the rules will prohibit award fees for contractor per-
formance that is judged to be unsatisfactory. Finally, the rules will
provide clear guidance on the use of rollover.

Second, we will bring more agency management attention to bear
on award-fee contracting activities in coordination with the five
agencies that represent at least 95 percent of the total dollars
spent on award-fee contracts. Most of those agencies are rep-
resented in your second panel.

One area where we will increase management attention is on
monitoring of internal practices and data collection. We will work
with the agencies to put appropriate mechanisms in place to deter-
mine if award fees have been made in accordance with their ap-
proved award-fee plan. We will further work with agencies to com-
pare award-fee determinations to the agency’s evaluation of the
contractor’s overall performance. This cross-check will help man-
agers ensure that fee determinations track with performance eval-
uations and that contractor performance is being evaluated by the
agency in a consistent manner.

Finally, we will look at how current data collection on award-fee
contracts can be improved. One option we are considering is the
centralized collection of award-fee determinations into the same
system that serves as the central repository for contractor perform-
ance information. This consolidation would have the added benefit
of providing an additional source of analysis for agencies to con-
sider in future source selections.

In addition, we will focus management attention on training the
acquisition workforce, which is central to achieving good results
from award-fee contracts. For this reason, it is critical that the roll-
out of our new guidance be supplemented with tailored training
that reinforces the skills that are essential to achieving cost-effec-
tive quality performance under award-fee contracts.

In summary, we have begun an aggressive effort to address well-
documented weaknesses with award-fee contracts and to create an
environment that enables continual improvement. Ultimately,
these reforms will lead to a government that is using its funds
wisely and with care and delivering for the American people.



8

I appreciate the Subcommittee’s leadership on this subject and
welcome the opportunity to work with you as we improve our use
of award-fee contracting and strengthen the overall acquisition sys-
tem.

Senator CARPER. Good. Thanks, Mr. Zients.

We are going to have questions. When we get to questions, Mr.
Hutton, I will telegraph this picture: I am going to be asking you
to comment on the steps that Mr. Zients just outlined. But you are
recognized to make your statement now, and your full statement
will be made a part of the record. Thank you again.

TESTIMONY OF JOHN HUTTON,! DIRECTOR, ACQUISITION AND
SOURCING MANAGEMENT, U.S. GOVERNMENT ACCOUNT-
ABILITY OFFICE

Mr. HurtoN. Thank you, Mr. Chairman and Members of the
Subcommittee. I am pleased to be here today to discuss our recent
report on use of award-fee contracts.

From 2004 through 2008, agencies have spent over $300 billion
on contracts which include award fees. In 2008, over 95 percent of
those dollars were spent at five agencies: Department of Energy,
Departments of Health and Human Services, Defense, Energy, and
Homeland Security, and NASA. I think that was six, but I repeated
one.

In 2007, OMB issued guidance to chief acquisition officers and
procurement executives that emphasized several actions we had
recommended in 2005 aimed at improving award-fee practices. My
statement today is based on our May 29, 2009, report on award-
fee contracts, and specifically I would like to discuss how agencies
are addressing OMB’s award-fee guidance: First, what agencies
have done to revise or develop policies and practices reflecting that
guidance; second, the extent agency practices for using award-fee
contracts are consistent with that guidance; and, third, the extent
agencies have collected and shared information on award fees to
help evaluate the effectiveness.

So what have agencies done? DOD and NASA have revised or
clarified guidance that supports better use of award fees and are
generally consistent with the OMB guidance. For example, DOD’s
guidance now reserves for exceptional circumstances the practice of
offering contractors a second chance at unearned fees; emphasizes
the linkage between award fees and desired outcomes; defines the
level of performance used to evaluate contractors; and prohibits
payment of award fees for unsatisfactory performance. NASA’s
guidance now requires a documented cost/benefit analysis to sup-
port the use of an award-fee contract.

Efforts to incorporate OMB guidance into departmental guidance
at DOE, HHS, and DHS have varied. Although acquisition profes-
sionals at each of these agencies told us that they would benefit
from additional guidance on using award fees, some were unaware
of the contents of the OMB guidance.

Are agency practices consistent with the OMB guidance? On the
one hand, we found that agency practices for using award-fee con-
tracts were not always consistent with the OMB guidance. At HHS,

1The prepared statement of Mr. Hutton appears in the Appendix on page 53.
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for example, a contractor received an award fee based in part on
process-oriented criteria such as requiring a contractor to have ap-
propriate staffing levels, whereas OMB policy calls for linking fees
to demonstrated efforts.

At DOE, one office developed a scoring system without defining
the terms used, resulting in inconsistent application that could
allow for payment of as much as 84 percent of an award fee for not
meetings expectations.

But, on the other hand, DOD, the agency at which our initial
work was done in 2005, has in some cases applied its revised guid-
ance and realized some benefits. Of the 50 DOD contracts we re-
viewed, 40 were for programs included in our 2005 work, and we
estimate DOD will pay $450 million less in award fees from fiscal
years 2006 through 2010 on eight of those cases to which the new
guidance has been applied. In other instances, through adopting
more discreet criteria, a program was able to better evaluate con-
tractor performance.

Have agencies collected data evaluating effectiveness and shared
information about the use of award fees? In most cases, the answer
is no. Of the five agencies we reviewed, only DOD collects data on
award-fee contracts, and no agency has developed methods for eval-
uating the effectiveness of an award fee as a tool for improving con-
tractor performance.

As for sharing information, other than a Community of Practice
established by DOD, no formal networks exist for agencies to ex-
change best practices, lessons learned, or other strategies. Instead,
information is shared through informal networks, if at all. This
lack of more formal exchanges has created an atmosphere in which
agencies do not know whether fees are being used effectively, and
one in which poor practices go unnoticed and positive practices
were isolated.

So what should be done? In our report, we recommended that
DOE, HHS, and DHS update or develop guidance on using award
fees which would provide instructions and definitions on developing
criteria to better link award fees to acquisition outcomes; using
award fees in combination with incentive fees; determining when
rolling over unearned fees may be justified; and establishing eval-
uation factors to motivate contractors towards excellent perform-
ance and prohibiting payments of award fees for unsatisfactory per-
formance.

In addition, we recommended that DOD emphasize consistent
application of its revised guidance and, where feasible, review con-
tracts awarded before the guidance was in effect to identify addi-
tional opportunities for improvement.

Finally, we also recommended that the five agencies establish an
interagency work group to identify how best to evaluate the effec-
tiveness of award fees and develop methods for sharing information
on successful strategies.

The agencies concurred with our recommendations and noted
that an existing Federal Acquisition Regulation work group and an
Interagency Incentive Contracting Work Group could be leveraged
as mechanisms to implement our recommendations.
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Mr. Chairman, this concludes my oral statement, and I look for-
ward to addressing any questions you or other Members of the
Committee may have.

Senator CARPER. Thanks, Mr. Hutton.

Mr. Zients mentioned near the—well, actually at the beginning
of his testimony, I think he laid out maybe three major things that
were promulgated by OMB. I think it was in 2007.

Mr. ZIENTS. Yes.

Senator CARPER. And the last one, I believe, was that award fees
should not be awarded when performance was unsatisfactory. I
think that was the third point. I do not recall exactly the other two.

But to go back to the 2007 guidance that OMB provided, and
then if we fast-forward to what Mr. Zients said here today that
should be done, is being done, how does it work together as a pack-
age in terms of getting us closer to better practice that we would
all applaud rather than disdain or despair? I just want you to com-
ment on what he laid out, like the road ahead.

Mr. HUTTON. Sure. Mr. Chairman, I do point out that when OMB
issued their memorandum back in 2007, I believe, it reflected a lot
of the key findings in our work that we did at DOD back in Decem-
ber 2005, and it really:

Senator CARPER. You didn’t think they were listening. They were
paying attention.

Mr. HurTON. Well, sir, I do point out that DOD actually, once
that report was issued, quickly modified their guidance. That was
one positive step taken. You had OMB coming from behind later
with additional guidance to make it apply to other Federal agen-
cies.

But Congress itself several times has pushed DOD to clarify
their guidance, put more detail in their guidance, as well as ask
that the FAR be amended to incorporate many of the things that
we pointed out based on our 2005 work. And I think this is clearly
an example, sir, where you said at the outset, GAO put a spotlight
on some of the issues on the use of award fees back in 2005, and
I think this is a clear case where putting a spotlight brought a lit-
tle heat, and the heat brought some change so far.

Senator CARPER. Let me just back up a little bit. Do you believe
that the guidance that OMB now provides is appropriate? Are
there some aspects of it that

Mr. HuTTON. For DOD’s guidance?

Senator CARPER. Well, for DOD or really broadly, the guidance
broadly for the awarding of award fees.

Mr. HurrtoNn. I think OMB’s guidance, again, hits many of the
key things, but what our work has shown, even this most recent
report, is that the word has not gotten down to everyone through-
out all the different agencies. As we have pointed out, some of the
agencies like HHS and DOE in some cases have not incorporated
all those attributes of the OMB guidance into their own guidance
yet. So I think there is further room for improvement.

But even within an agency—and DOD has taken some steps
where we have seen some improvement—it is not across the board
yet, but they certainly were initial steps.

So you have to ensure that those steps are taken and pushed
down across the agency down the contracting activities.
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Senator CARPER. So from what I am hearing from you, OMB’s
guidance is generally pretty good, gotten better over time. Some of
the agencies, including DOD, maybe NASA, are doing a better job
of adhering to that guidance and have improved.

We have the obligation to try to back you up when you point out
activities that are really undefendable, that you continue to bring
attention to them, and in some cases to embarrass or shame, in
other cases to encourage agencies to do the right thing.

What is the role of the Inspectors General in all this? Do they
have any role at all in terms of trying to make sure that when
OMB promulgates this guidance and you are out there as a watch-
dog, what is the role of the IGs in this, the Inspectors General?

Mr. HUTTON. Yes, sir. GAO has looked more broadly across gov-
ernment, but some of the IGs have done some studies looking at
specific contracts where they went in and actually evaluated the
agency’s use of award-fee contracts. I know the NASA IG issued a
report not too long ago, and I believe DOD has done so as well.

So the IGs can play a role where they look at some of these con-
tracts and see to what extent the processes and guidance are being
executed.

Senator CARPER. Why do you think some—and this is for either
of you. Why do you think the Department of Defense has actually
made rather remarkable improvement, not perfect but a remark-
able turnaround, and maybe NASA—and we have several other
agencies, and I think one of you said in your testimony that 95 per-
cent of these award fees were made by just five agencies, which is
actually helpful because we do not have to worry about the rest,
at least not with regard to this concern. But why is it that a big
agency, a hard-run agency like the Department of Defense has
made what, I think, most would say is pretty good improvement,
and we have a couple of other agencies that are part of the problem
here that have made relatively little? Why is that?

Mr. HurToN. Well, if I could speak first, in terms of DOD, I
think we highlight some key cases where you have seen these im-
provements being made. But as our report also pointed out, it has
not gone throughout the organization. But I think leadership and
embracing the GAO findings is one major step to seeing that
change is made.

Senator CARPER. Mr. Zients, any comment on that?

Mr. Z1ENTS. Yes, picking up on that, and then also earlier on the
OMB guidance.

Senator CARPER. Please.

Mr. Z1ENTS. My understanding is that incorporating this into the
FAR and expanding the FAR rules will lead to much greater adop-
tion. So this process which we are almost finished with, so within
30 to 60 days we should be publishing what most likely will be the
interim final set of rules, will really ensure that this is front and
center in all decisions around award fees, and it will be very clear,
much more granular, if you will, guidance and rules about what
should and should not be done.

So I think going forward, now that we have it in the FAR in a
more detailed fashion, this hopefully will help to mitigate this as
a problem.
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Senator CARPER. One of you said in your testimony, you talked
about training of the men and women whose job it is to oversee
contracts and to make sure we are doing the right thing with re-
spect to acquisition. And I think one of our other witnesses in the
second panel talked about the lack of training, and the fact that
some of the folks who are tasked with these responsibilities in their
agencies are not well prepared, are not trained to do this part of
their jobs well.

Would you care to tell us what needs to be done to better ensure
uniformity of training and preparation of acquisition oversight?

Mr. ZIENTS. My perspective is that we have a set of workforce
challenges, writ large here, in terms of—probably in terms of the
number of people, and certainly in terms of training and capabili-
ties that we really need to focus on. So I think when you talk about
an area like this where clearly there have been some shortcomings,
the idea of tailoring training to award-fee contracting, starting with
is it the appropriate contract type to begin with, all the way
through what is an appropriate award linked to actual perform-
ance, that whole value chain, if you will, is going to be an area that
we need to target in training and support workforce development
in.
So I think it is part of a much larger issue that we have on work-
force capabilities and training and number of people, but I think
given the importance of this problem consistent with the guidance,
we should be focusing in on some tailored training.

Senator CARPER. All right. The Department of Health and
Human Services did not send a witness today to our second panel,
and I am disappointed with that. But are either of you in a position
to tell us how they are doing relative to the challenges that they
face in this regard?

Mr. HUTTON. Mr. Chairman, our work has shown that HHS is
one of the agencies that probably has some of the least specific de-
tailed guidance at the various contracting activities, less than per-
haps DOD, DHS, or DOE. Pretty much I think they are reliant on
the FAR, and as the OMB witnesses indicated, the FAR is going
to be expanded and provide more detail as to how to better utilize
this type of contracting apparatus. While that is helpful, I think
HHS should still look at their guidance and the extent to which
their folks are well grounded in the key principles that we have
pointed out in our work, as well as OMB has pointed out in their
memorandum.

Senator CARPER. I will say this and then pass it on to Dr. Coburn
and then back to Senator Burris. But my guess is that somebody
at DOD a couple of years ago, fairly senior at DOD, maybe even
a Deputy Secretary said, if we are going to run this agency the
right way, we have got to do something about these award fees.
And we all have heard of the term “trickle down,” but my guess
is that much like turning a battleship or an aircraft carrier like
they have to over at DOD, somebody high up has to say, “Let us
get to work on this.” And it is important that we have people
trained to do the day-to-day work on acquisition and contracting,
but it is also helpful to have people that are in charge of agencies
to say this is important as well.

Dr. Coburn.
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Senator COBURN. Thank you, Mr. Chairman.

Thank you for your testimony. I want to go a little deeper and
into background really to ask how we got here. If you think about
what we are using on award fees, it is usually on things that we
have never done before. If you look at NASA or you look at DOD
or you look at the case of the Census Bureau trying to buy a
handheld computer, the hole I see in that is that we have no cap-
ital at risk by those people who are bidding these jobs. I would
think, Mr. Zients, that you would probably agree, given your back-
ground, that when you have no capital of your own invested, you
have no incentive to be under budget or on time. I just wonder, can
you give me a little history of how we got here to where we are
now, anything that we want to do new, all the risk is taken by the
Federal Government, even though the company providing the serv-
ices is going to handsomely profit from that.

Whl){r?shouldn’t they have risk? Why shouldn’t they have capital
at risk?

Mr. ZiENTS. I think, appropriately implemented, these contracts
actually can achieve what you are discussing in that if unsatisfac-
tory performance is the result and, therefore, there is no award fee,
that should be a contract that the contractor does not make any
money from.

The problem is if you have unsatisfactory performance and you
are actually paying healthy award fees, then the government is not
protecting itself. But the structure of the contract could be used to
protect the government so that if performance is not strong—and,
again, one would prefer to have objective measures of the perform-
ance up front and have incentives as opposed to bonuses, if you
will. But if that is not feasible given the newness of the work, as
you described with NASA or DOD, then these fees should not be
paid when performance is not strong and the contractor should suf-
fer as a result—in essence, having lost the capital opportunity that
you describe.

Senator COBURN. Let me go a little further. The President said
he would like to competitively bid everything, even the things that
we are trying to do that have not been done yet. What is wrong
with having a competitive bid on that and then holding the con-
tractor accountable—if they cannot do it, they lose. If they do it,
they win. We know what the price is up front. What is wrong with
that? What is wrong with that scenario, where we put some of the
risk onto those that are going to benefit from having the contract?

Mr. ZIENTS. I could not agree more on increasing competition. I
think, where possible, we want fixed-price contracts. There prob-
ably are some situations where you cannot do a fixed-price contract
and you have to do a cost reimbursement contract. In those situa-
tions, you want to be able to tie it as best you can to objective
measures up front.

If you cannot—and we should be now down to a pretty small sub-
set, I would hope—then award fees could be the right way to incent
good performance. But then you would absolutely have to tie per-
formance to what percent of the award fee you are paying.

Senator COBURN. Right. We spend $64 billion a year on IT con-
tracts, and a large percentage of those, 30 percent or so, are totally
nonperforming. The reason for this is we do not know what we
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want or we change what we want as we start it. I know the CFOs
are going to be involved with this, and I appreciate the Obama Ad-
ministration working on this.

How do we get it to the point on these things we have not done
where the bureaucracies do not change routinely or regularly the
requirements so that we are chasing a moving target instead of
saying, OK, this is it, this is what we are going to get, and then
after we get this, then we will have another contract for MOD? The
fact is that what happens on all these IT contracts is we just keep
changing the goalpost.

You all have done a wonderful job at looking at the problems
with the system we have today. I am not sure this system works.
As Mr. Hutton said, when is rolling over unearned award fees jus-
tified? If I was behind it, it never would be. That is like saying my
dog ate my homework, but I come back tomorrow and get an A
even though I did not perform the first day.

I have questions with how we actually are doing this, how we are
looking at it. I know there are areas where we cannot say we can
get a fixed-price contract. I understand that, and I agree with set-
ting incentives and parameters and good measurement indicators.
But I think we need to move towards capital risk. If you look at
the major contractors for the Federal Government, you go read
their 10-Ks, they are doing OK. As a matter of fact, they are doing
more than OK. They are making a ton of money off the taxpayers
of this country, and they are providing the needed service. I am not
unhappy that they are making money, but I am unhappy that we
do not have a system that puts their capital at risk which will
drive innovation on their part. If they do not have capital at risk,
it does not.

So, Mr. Hutton, when is it OK in rolling over unearned award
fees? Why should they ever be rolled over?

Mr. HuTtTON. Well, sir, I think as the latest guidance and the
DOD guidance mentions, it would be really exceptional situations,
and while that is not defined, I think one consideration is if there
was—the contractor did not have an opportunity to earn a fee be-
cause of some event that did not occur at that point in time when
everyone expected it to, and the award fee was tied to a particular
event. But that is a decision that—I think a judgment that the gov-
ernment agency might have to make. I am not saying that is the
best answer or the only way, but it really would be an exceptional
situation, if in anything.

Senator COBURN. My problem is that gives the contractor an out,
and what you want to do is have them come in with a contract say-
ing, “There is no out for me on this. We have got to perform.” It
is the age-old story on venture capitalists. When a project is not
going good, do you know what the first thing is they do? They fire
half the people at the venture capital that they have, and it does
not matter which half they fire. You know what happens? It either
gets well very quickly, or they withdraw all the funding.

I think we have taken an attitude we have done it this way, and
we should probably take another look at this. Possibly an exception
that only OMB can approve for rolling over award fees and saying,
yes, this is something totally unforeseen, this is not a lack of effec-
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tive innovation on the part of the contractor, not a problem with
us in terms of purchasing.

I would like to see those very much limited, and it will change
behavior. The fact is that right now in the contracting community,
award fees are pretty easy to get, we ought to go to the incentive
that you are talking about, Mr. Zients, with clear guidelines so that
there is no question but the key is how you contract what you are
asking for in the first place. Mr. Zients.

Mr. Z1ENnTS. Yes, I was going to say on rollovers, I think there
is one of two paths. One is outright ban. If it is not an outright
ban, then it has to be truly, to your point, an extraordinary event.
An extraordinary event would need to have a process associated
with it that verifies

Senator COBURN. We are talking through OMB.

Mr. Z1ENTS. That verifies it is extraordinary.

Senator COBURN. Right. Thank you, Mr. Chairman. Sorry I went
over.

Senator CARPER. No. That is quite all right.

We have been joined by Senator McCaskill from Missouri. Wel-
come. We are delighted to see you and thank you for your interest
and stewardship on these and other issues.

We have also been joined in the audience by Dr. Jerome Lewis
from the University of Delaware, who, as it turns out, was one of
my professors when I was a young MBA student a long time ago.
So we are delighted he and his wife, Linda, and their daughter,
who I think just recently graduated from the University of Dela-
ware, are all here.

With that having been said, now let me recognize Senator Burris
for his questions.

Senator BURRIS. Thank you, Mr. Chairman.

Senator Coburn, just for my information, did you have dates on
those numbers that you read off? Were those 2005, 2006, or 2007?

Senator COBURN. Some of them were all the way up to 2007, but
I think one of them was all the way up to 2008.

Senator BURRIS. Thank you, Senator.

Seléator CoOBURN. But we will have them submitted for the
record.

Senator BURRIS. OK. Thank you, Senator.

For Mr. Hutton, what is the biggest concern that GAO came
away with after their May 2009 report? And what are GAO’s rec-
ommendations for turning them around?

For example, you said in your testimony that GAO has found
that the agencies did not have a mechanism for evaluating the ef-
fectiveness of the award fee as a tool for improving contractor per-
formance and achieving desired outcomes?

Mr. HuTTON. That is right, sir. That was one of our recommenda-
tions that gets at the heart of the issue, if you are using this as
a vehicle, how do you know that the way you are using it is actu-
ally incentivizing the contractor to perform in the direction that
you would like the contractor to perform.

But to take it back to the first point about what are our biggest
concerns, I think in part that we have seen the cost-plus-award-fee
contracts being used in a way that is not in the best interest of the
taxpayer. In a number of cases, we found that, one, we talked ear-
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lier about having unsatisfactory performance and getting nothing
or something. But we found that even in cases where they perform
satisfactorily, one could get up to 85, 90 percent of the award fee.
And in those situations, what is left to really incentivize a contrac-
tor’s performance? You are only leaving like 10 percent. That is not
much of an incentive, I would not think, if you are paying them,
say, up to 90 percent for satisfactory.

I think our report points to the weights being applied right now
across some of the key agencies that tend to have this type of con-
tract the most is one of our biggest concerns. But, also, I think the
guidance still needs to be improved at the agencies, and I think the
OMB guidance that reflected a lot of the commentary that we had
]ion (éur 2005 report is really getting at the key things that need to

e done:

Do not pay an award fee for unsatisfactory performance. Rollover
is to be only on an exceptional basis. And, quite frankly, I men-
tioned earlier a possible scenario. I mean, really what we have
asked is for the agencies themselves to figure out when it would
make the most sense because we are a little hard-pressed to find
examples where it might make sense.

So I think implementation has been a big issue for us and the
fact that you are not going to get satisfactory resolution of this
until some of these other agencies enhance their guidance as well.
DCl)D has shown, in some cases where they have, you do see re-
sults.

Senator BURRIS. And that leads me to Mr. Zients. In terms of
DOD, was it able to make significant improvements after imple-
menting the recommendations made by GAO in 2005? And what is
the appropriate timeline for other agencies to get on board with
these practices? And what kind of oversight can we, in Congress,
provide? Are there circumstances that warrant penalties in ref-
erence to this?

This goes to some of the work I actually have done in the private
sector, which is to take the best practices of one organization and
apply them to others. And I think by DOD’s leadership on this, we
know that change can happen, and it can happen pretty quickly.

So I think what we need to do—we are benefited here in that
there are five agencies that represent more than 95 percent of the
dollars. So by having those five agencies work closely together to
share best practices, best processes, I believe that we can quickly
improve this situation. I think DOD and NASA and maybe some
others have some practices that we need to ensure that we codify
and teach and implement as soon as possible.

Senator BURRIS. Do you see what role can we, in Congress, have
for developing penalties for those other agencies?

Mr. ZIENTS. I think holding accountable, the way you are today,
is the right way to do this. And, again, it is a very focused effort.
It is five agencies that represent more than 95 percent.

Senator BURRIS. Well, being a former fiscal officer of a State, and
now, of course, out of the Federal Government, when you do that,
there are certain penalties that you must pay if you are—I do not
know whether or not those are Federal rules or not. But having
dealt with the State contracting arrangement, certainly you cannot
overspend those line items or, if you do, then you have to do some



17

legal transfer of funds. I am just wondering how some of this me-
chanically takes place with the overspending when we are appro-
priating those funds for those agencies.

Mr. Z1ENTS. Yes, it is a terrain that I do not know a lot about,
but I can look into and report back on it.

Senator BURRIS. OK. I am done, Mr. Chairman. Thank you very
much.

Senator CARPER. I think we are fortunate to have a couple of
members of this panel who have actually been auditors for their
State, Attorney Generals for their State, and the expertise that you
bring to the Senate is very much appreciated and valued. Thank
you. Senator McCaskill, welcome.

OPENING STATEMENT OF SENATOR MCCASKILL

Senator MCCASKILL. Thank you, Senator Carper.

Mr. Hutton, can you give us some historical perspective about
how we drove in this ditch in the first place? It is amazing to me
that there is a sentence in a GAO report that reads as follows:
“The Department of Defense now prohibits”—underline “now pro-
hibits”—“payment of award fees for unsatisfactory performance.”

Now, where I come from, that would be a head scratcher. How
did we get to the point that we began paying award fees for unsat-
isfactory performance? How did that happen?

Mr. HurTtoN. Well, it is difficult to kind of generalize, but one
thing that we noted just in our recent work is that at some level
it becomes the way we do business. And I know at one particular
location a contractor—I think it was an Air Force contract—had
been getting fees, and one time the government said, “No, we are
not going to give you a fee this period, and we are not going to roll
it over to the next evaluation period,” and the contractor came back
and said, “Well, you know”—and kind of very calmly said, “Can you
roll it over?” And they said, “No.”

And so I think in part there is a culture change with respect to
how this particular contract vehicle is being applied.

Senator MCCASKILL. Well, it is interesting to me—I mean, and
this culture change would never have happened in the private sec-
tor. There never would have been a habit developed over the years
that we pay for bad performance, we pay a bonus.

I remember my first encounter with this. It was in the Armed
Services Committee, and there was a very long hearing where I
kept like going, “Huh?” It was an amazing revelation to me that
there had been time after time—and we actually drilled down in
that hearing, and there was actually a formula they were using.
And I even tried to get to, well, what decides who this formula is?
And it became pretty obvious to me that it was just one of these
regulations that had been put in place that no one was taking seri-
ously. They were going through the motions of doing some kind of
contract evaluation, but at the end of every evaluation, there was
the same outcome.

So it was like this mentality that there is this paperwork we
have to do, but once we get through the paperwork, we keep doing
what we always have been doing.
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Are you saying based on the report that you have issued that has
changed at the Department of Defense or that they have simply
put more regulations in place?

Mr. HuTrTON. I think they have improved their guidance, and I
think based on some initial steps and for the contracts we looked
at, and programs, we did see in some cases the ship, so to speak,
starting to turn.

But I must underscore that our work also showed, though, that
the job is not done, and I think it takes sustained leadership, it
takes having a qualified and trained workforce in sufficient num-
bers and making sure that the contracting activities are executed
as the guidance would suggest.

Senator MCCASKILL. And one of Mr. Assad’s many challenges is
that, as your report found out, DOD, in terms of contracting makes
an octopus look like it does not have very many legs. And all the
different contracting commands are not in sync. They are not fol-
lowing the same guidelines. They are not observing the same rules
and conduct based on—I mean, just within the Air Force, you have
d}ilfferent contracting commands that are not even doing the same
thing.

I am curious. In your work, did you find a contract where they
had denied a performance bonus?

Mr. HUTTON. An award fee? Yes.

Senator MCCASKILL. You did.

Mr. HuTTON. I would probably have to get back for the record for
some specific examples, but, yes, I do believe we had some where
a contractor got zero for that particular evaluation.

Senator MCCASKILL. Well, that is really good news because that
has been typically a needle in a haystack type of deal, that there
is actually someone who has been denied.

As you have prepared for your very challenging job, Mr. Zients,
are you aware of any contractor who has successfully sued for a
performance bonus after they have been told no?

Mr. ZIENTS. It is not something that I have looked into, and so
I do not know either way.

Senator MCCASKILL. Are you aware of any, Mr. Hutton?

Mr. HUTTON. Senator, it is my understanding that the use of
award fees is a unilateral situation with the government, that the
government looks to try to incentivize in certain areas. It is a uni-
lateral decision on the government whether they pay them a fee or
not. And a contractor may come back and maybe say, “I have some
more information that might have you think differently about your
evaluation.” But it is a government decision.

Senator MCCASKILL. Well, would there be something that would
be too radical about saying that we are not going to do any more
award fees in government unless it is based on objective criteria?
Mr. Zients.

Mr. Z1ENTS. My instinct is that there are situations where they
probably do apply and actually apply when implemented correctly
to protect the government’s interest.

Senator MCCASKILL. Can you give me an example where it would
not be based on objective criteria?

Mr. Z1IENTS. Something that is very research, early stage, focused
where, if you did a fixed-cost contract, it would, let us call it, 100
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percent; whereas if you focus it this way, you might pay, just to il-
lustrate, 85 percent and put a piece at risk, so that if the con-
tractor underperforms, you end up at 85 percent rather than at 100
percent. So you actually are protecting the government’s interest.

If, however, the potential is 20 or 25 percent in my example and
you routinely pay 20 or 25 percent independent of performance,
then you have not protected the government’s interest.

So when applied correctly, by putting some of this at risk, if
there is unsatisfactory performance or only satisfactory perform-
ance, the government should have protected its interest by paying
less than they would have under a fixed-fee contract. And, again,
I think you want to minimize the use of these and only apply them
to situations where you cannot define the objectives up front and
measure them. And I think we have to be careful because it is
often easy to say you cannot measure things and then default to
a contractor of this type. So we need to make sure that these are
only used in those situations where you truly cannot define objec-
tively up front.

Senator MCCASKILL. Mr. Hutton.

Mr. HurToN. If I could just add to that some of our past work
has also indicated that you have to go through a thought process,
a risk assessment as to whether this type of vehicle is going to give
the government better opportunities to enhance the contractor’s
performance. But you also have to consider things like administra-
tive costs, or do they outweigh the benefit of using that particular
type of vehicle.

We have done some work in Iraq where a cost-plus-award fee
was used for certain types of contracts, and there was difficulty
even having the award fee boards meet and be able to discuss
whether the contractor has performed enough. So you have to kind
of understand the environment you are working in. You have to do
a cost/benefit, administrative versus benefits, but also you have to
have sufficient people that are properly trained and overseeing a
particular contract if you are going to use this type of vehicle.

So there are a lot of different things that one must consider, and
I think that, as the OMB representative has mentioned, what they
are trying to do is focus on that initial decision point as well and
bring in a little more rigor as to whether this is the right vehicle
or not.

Senator MCCASKILL. Well, and I get if it is fixed costs, we could
withhold some to make sure we get full performance before we pay
the full contract. But in the hearing I sat through the day that I
thought the top of my head was going to pop off my body because
I was so frustrated and angry at what I heard——

Senator CARPER. I would have liked to have been there for that.
[Laughter.]

Senator MCCASKILL. It was unbelievable. I mean, it was just un-
believable, this hearing about the contractor’s performance and
what they had been paid as bonuses. These were cost-plus con-
tracts. So under what circumstances, if it is not a time consider-
ation—because we are getting help on the cost here if it is cost-
plus. Under what circumstances would there be an award?

Mr. Z1ENTS. These are cost contracts that have an award bonus
component to them. So if the award bonus is not linked to perform-
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ance, i.e., we are paying it independent of performance, then we
should all—

Senator MCCASKILL. Kind of dumb.

Mr. ZIENTS [continuing]. Be very angry.

Senator MCCASKILL. Yes.

Mr. ZIENTS. That does not mean that there is no place for these
types of contracts. I think it is probably more limited use than we
have today, and then they have to be implemented in a way where
the award fee is tied to the contractor’s performance, not paid in
situations where the contractor’s performance is unsatisfactory.

Senator MCCASKILL. I think the best example—and I am not
aware, Mr. Chairman; maybe you talked about this. But I know
that there have been a number of hearings about it. The best ex-
ample I can think of that should outrage the American public is the
company that wired the showers that killed our soldiers. They got
a performance bonus for that contract. They managed to kill Amer-
ican soldiers, and we bonused them up.

And if there is any day you get discouraged about how important
your work is, Mr. Zients, that we have to change the way we do
contracting in this country, on behalf of the public, think about
that example and it will keep your passion where it needs to be.

Thank you, Mr. Chairman.

Senator CARPER. You bet. Thanks so much for joining us and for
your passion on this.

Have you all had a chance to look at the testimony from the sec-
ond panel?

Mr. HuTTON. No, sir.

Mr. ZIENTS. Yes.

Senator CARPER. You probably will not be here for the second
panel but if you have any comments that you would like to share
with us with respect to anyone’s testimony, we would welcome
that.

Mr. ZIENTS. I would just repeat what I said before, which is that
it is very focused, five agencies. I think that there are varying de-
grees of progress overall. And there are, inevitably, some best prac-
tices and some worse practices, and we should make sure that we
take advantage of the fact that it is only five agencies, figure out
what is working, and make sure that we teach that and spread
that as quickly as possible, figure out what is not working, and
teach that and make sure we eliminate that as fast as possible.

Senator CARPER. All right. In my opening statement, I mentioned
an Air Force official that said a contractor would have to do “pretty
badly,” to receive less than 85 percent of the award fee up for
grabs. Then I think beyond that, one Department of Homeland Se-
curity official gave a contractor an award fee despite saying the
contractor’s actions were egregious and “wasted taxpayer money.”

My staff tells me that agencies pay contractors, on average, more
than, I think I said, 85 percent of the award fee, and this suggests
to me, and maybe to you, that agencies still expect—not all agen-
cies, but some agencies still expect that they will be giving the con-
tractor an award fee in almost every period. The only difference is
whether contractors get a couple more dollars or not. Are agencies
using award fees the way they were intended?
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Mr. ZIENTS. No, given that performance is not uniformly at the
far end of expectations. The 85 percent would correlate with across-
the-board strong performance, and that is clearly not the case. So
tying these award-fee percentages more directly to the actual per-
formance is essential.

Senator CARPER. Why do you all think that this behavior con-
tinues to persist at a number of big agencies, big departments? Mr.
Hutton.

Mr. HurTON. Well, our work at DOD clearly put the spotlight on
DOD back in 2005, and they changed their regulations. I think it
is a situation, as our work found, that some of the people at the
agencies had not even seen the OMB guidance that went out in
2007, so there is definitely an issue there. Is the word getting down
to the hundreds of contracting activities? So I would say that is a
major factor.

But I think the work that we have just done in 2009 has raised
the issue more broadly, and we indicate that these five agencies
are 95 percent of the dollars. But I think this type of forum where
we are discussing these issues, you are going to have another panel
where the agencies are up here, and I think there is ample oppor-
tunity to ask some pretty hard questions about what they are doing
in response to our recommendations and what kind of efforts they
have underway to improve the guidance, and then ensure through
leadership that these new guidelines are executed across the board
and the government is in a better position.

Senator CARPER. All right. If you look at the Department of De-
fense, sometimes we think of the Secretary as a person who basi-
cally is making sure that the railroad, if you will, is running on
time or on schedule. I think the Deputy Secretary is probably more
responsible for that than the Secretary, and the person who was
Deputy Secretary of Defense in 2005, I do not believe was the same
person who was the Deputy in, say, 2007, 2008. And the person
who is the Deputy today is not the same person who was Deputy
then—and so what we have in a lot of these senior jobs is a fair
amount of turnover. Maybe someone is Deputy Secretary, a fairly
senior position, who is maybe responsible for this area, and he or
she is gone within a couple of years, and we have somebody new
coming in. They may not even know of the concerns that have been
raised.

So it is the kind of thing I think we have to be unrelenting and
be very persistent and consistent.

Mr. ZIENTS. I think that is right. I also think we need to make
sure we hardwire these changes so that they last through changes
of leadership. I mean, setting that tone at the top, Chairman Car-
per, I think is absolutely correct. But once we have change, we
have to hardwire it in through better information systems, better
rules through the FAR, and better training and education so that
as we do have the inevitable churn of senior positions, we do not
step backwards in any way.

Senator CARPER. All right. I talked to one of my colleagues the
other day, and we talked about how over the last 8 years we have
increased our Nation’s debt by, I think, more than we actually in-
creased it in the first 208 years of our Nation’s history, and we are
on track this year to run the biggest single-year budget deficit we
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have ever run. And it is just real important for us. Taxpayers ex-
pect us to be good stewards of their money, and it is real important
th(zllt we look closely at the kind of behavior we are discussing here
today.

OMB cannot do it by themselves. GAO cannot do it by them-
selves. The IGs cannot do it by themselves. We cannot do it by our-
selves. But to the extent that we are working on this together,
making sure that we have clear guidelines from OMB, making sure
that we have buy-ins from the agency heads, making sure that we
have the appropriate training for folks that are managing these
contracts, making sure that, to the extent that there are best prac-
tices from one agency or the other, that we have an opportunity to
share it among this relatively small group of agencies that together
collectively award—what?—95 percent of the award fees, and then
making sure that we are doing our job in terms of oversight, recog-
nize those that are doing a better job, and taking to task those who
are not.

The word “FAR” has been mentioned again and again as an acro-
nym in this hearing. It reminds me, Senator Burris, of an old Ken-
yan saying: “If you want to go fast, go alone. If you want to go far,
go together.” And we want to go far in terms of making reductions
in inappropriate award fees, and in order to do that, we are going
to have to go together.

We appreciate your presence here. We would just ask you to con-
tinue efforts, in some cases to redouble your efforts. Along with ev-
erything else that you are doing, this is important work. Thank you
very much.

I am going to ask our second panel of witnesses to come to the
witness stand as soon as Mr. Zients and Mr. Hutton have taken
their leave. Thank you, gentlemen.

[Pause.]

Senator CARPER. Well, we welcome each of our witnesses on our
second panel.

Our first introduction is going to be for the Hon. Shay Assad.

Mr. Assad serves as the Director for Defense Procurement and
Acquisition Policy at the Department of Defense. Mr. Assad is also
a Navy veteran. I understand you served aboard a couple of Navy
destroyers. He was a Naval Academy graduate in 1972. Those are
great credentials. I say that as an old naval flight officer, Navy
ROTC, Ohio State, and I was on active duty at the same time that
you were. We thank you for your service, both your previous serv-
ice to our country and your current service.

Our next witness is William McNally, Assistant Administrator
for Procurement at NASA. Prior to his work with NASA, Mr.
McNally served a distinguished 26-year-old military career in the
U.S. Air Force, working much of that time on military procurement
issues. Have you ever been to Dover Air Force Base?

Mr. McNALLY. No, sir.

Senator CARPER. All right. The best Air Force base in the world,
as it turns out, at least for the last 10 months. We are very proud
of our Air Force base. It was the first airlift base to ever receive
that kind of recognition, the Commander-in-Chief’s Award.

We thank you very much for your previous service with the Air
Force and your continued service today.
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Our third witness is Richard Gunderson, Acting Chief Procure-
ment Officer for the Department of Homeland Security. And pre-
viously, Mr. Gunderson served, I am told, as Assistant Adminis-
trator for Acquisition at the Transportation Security Administra-
tion, providing support to one of the largest and most complex ac-
quisition programs in the Department of Homeland Security.
Thank you for joining us.

Our fourth witness is Edward Simpson, Director of the Office of
Procurement and Assistance Management for the Department of
Enﬁrgy, and you have been there, I am told, since 1979. Is that
right?

Mr. S1MPSON. Yes, sir.

Senator CARPER. Since 1979, and have been working since that
time in a variety of contracting and procurement-related positions
for the agency.

Our final witness today is Alan Chvotkin, Executive Vice Presi-
dent and Counsel for the Professional Services Council. Prior to his
current position, Mr. Chvotkin worked as Vice President of Govern-
ment Services at AT&T. Mr. Chvotkin, welcome.

Your entire statements will be made part of the record. Please
try to sum them up in about 5 minutes. If you go a little over, that
is all right. Thank you all for coming today.

Senator BURRIS. Mr. Chairman.

Senator CARPER. Yes, Senator Burris.

Senator BURRIS. Just for my information, I would like to know
their longevity, whether or not they are new in their positions or
how long have they served in their respective positions.

Senator CARPER. That is a great question, and as you begin your
comments, if you would just note that, just very briefly, and incor-
porate that in the beginning of your comments, we would be grate-
ful. Thank you.

Please proceed, Mr. Assad.

TESTIMONY OF SHAY D. ASSAD,! ACTING DEPUTY UNDER SEC-
RETARY OF DEFENSE FOR ACQUISITION AND TECHNOLOGY,
U.S. DEPARTMENT OF DEFENSE

Mr. AssaD. Chairman Carper, Senator Burris, Members of the
Subcommittee, I have been the Director of Defense Procurement
since April 2006, so that is when I came on board to DOD, DPAP.

Chairman Carper, Members of the Subcommittee, my name is
Shay Assad. I am the Director of Defense, Procurement and Acqui-
sition Policy (DPAP). I am also serving as the Acting Deputy Under
Secretary of Defense for Acquisition and Technology. I want to
thank you for the opportunity to appear before you to participate
in today’s hearing examining whether Federal agencies are effec-
tively using cost-plus-award-fee contracts to successfully incentivize
contractor performance. The Department recognizes it is important
to both the warfighters and taxpayers that we effectively motivate
contractors to deliver systems and services that meet or exceed our
performance expectations.

Over the past few years, there has been a real sea change within
the Department in the way award fee contracts are employed.

1The prepared statement of Mr. Assad appears in the Appendix on page 63.
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Spurred by the General Accounting Office report published in De-
cember 2005, we started making changes in 2006 and 2007 and
made the necessary improvements to our award fee practices and
have realized significant savings as a result. We have implemented
the statutory provisions enacted by the Congress which require,
first, to link award fees to acquisition outcomes; second, to define
the circumstances and standards for paying out award fees based
on contract performance; and, third, to ensure no award fee is paid
for contractor performance that is less than satisfactory. We must
align contractor profitability with performance.

As Secretary Gates has testified earlier this year before the Sen-
ate Armed Services Committee, we must write contracts that
incentivize proper behavior. To the extent we continue to use cost-
plus-award-fee contracts, we are now focused on outcomes and re-
sults and not on process.

One important safeguard is the requirement we established that
all cost-plus-award-fee contracts must be justified by a determina-
tion and finding signed by the head of the contract activity. By ele-
vating the approval to this level, we ensure that senior leadership
have thoughtfully considered what should be selective use of cost-
plus-award-fee arrangements.

The Department has incorporated into the acquisition strategy
approval process and into its peer reviews the requirement for a
thorough review of incentive arrangements, particularly award-fee
criteria. In the pre-award time frame, we look to ensure acquisition
strategies are structured such that objective criteria will be utilized
whenever possible to measure contract performance. In fact, most
pre-award peer review teams begin by engaging the program man-
ager to understand the key measures of success to ensure that ap-
propriate incentives are built into the contract. In the post-award
time frame, our peer review teams look to ensure award and incen-
tive fees paid were consistent with policy.

The Department is, without doubt, moving away from the use of
pure award-fee contracts and is seeking instead to use incentive
contracts that include a mixture of incentive and award fees when
necessary.

In our analysis of the 2000 and 2008 award-fee data we have col-
lected, there were only 30 new award-fee contracts issued in 2007
and 10 in 2008. In contrast, between 2004 and 2006, each year at
least 65 award-fee contracts were awarded. In those limited cases
where cost-plus-award-fee contracts are appropriate, where only
subjective evaluation criteria are possible, or where it is not fea-
sible to have predetermined objective criteria before award, award
fees must be linked to desired outcomes.

Again, thank you for the opportunity to address the use of cost-
plus-award-fee contracts. I would be happy to address any ques-
tions that you may have. Thank you.

Senator CARPER. Thanks very much, and when we get to the
Q&A, I am going to be asking you—you talked about the declining
awarding of award-fee contracts over the last couple of years, and
one of the questions I will be asking you is: Is there anything that
those relatively few contracts awarded in the last couple of years
have in common? Why are they appropriate and the others were
not? Thanks.
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Mr. McNally, please proceed. Thank you.

TESTIMONY OF WILLIAM P. MCNALLY,! ASSISTANT ADMINIS-
TRATOR FOR PROCUREMENT, AND DEPUTY CHIEF ACQUI-
SITION OFFICER, NATIONAL AERONAUTICS AND SPACE
ADMINISTRATION

Mr. McNALLY. Yes, in answering the question about my time at
NASA, I came to NASA in October 2005 to be a special procure-
ment adviser for the exploration system that was just starting, and
in August 2007, I assumed the position I currently have as the As-
sistant Administrator for Procurement at NASA.

Thank you for the opportunity to testify before the Subcommittee
regarding NASA’s use of cost-plus-award-fee contracts to incen-
tivize excellent contractor performance. NASA is unlike civilian
agencies. Our programs and projects involve space exploration sys-
tems, science and aeronautic research, and space operations, and
they have one thing in common: They are high risk. This is because
NASA is pushing new boundaries of technology and science.

There are many challenges involved in managing and performing
high-risk programs, projects, and missions. They are full of uncer-
tainty and challenges, and they involve high-risk acquisitions.
NASA utilizes award-fee contracts in many of these high-risk ac-
quisitions.

NASA uses award-fee contracts when key elements of perform-
ance cannot be objectively measured. In this situation, most ele-
ments of contractor performance can only be evaluated using sub-
jective criteria.

To ensure these criteria are measured accurately, the actual
award fee earned by the contractor is determined by a rigorous
process. A Performance Evaluation Board, made up of many func-
tional disciplines, is established to evaluate the contractor’s per-
formance. This board submits an evaluation report to the fee-deter-
mining official who determines the fee for a particular award-fee
period. Under NASA procurement policy, a contractor will not be
paid any award fee or base fee for less than satisfactory overall
performance.

NASA'’s policy requires an approval process be completed before
an award-fee contract can be used. A key part of this process is the
preparation of a cost/risk benefit analysis that compares the addi-
tional costs of administering an award-fee contract against the ex-
pected benefits.

NASA’s policy requires that award-fee contracts contain clear,
unambiguous, and measurable evaluation criteria that are linked
to the cost, schedule, and technical performance requirements of
the contract. The linking of award-fee evaluation criteria to acquisi-
tion outcomes ensures that the contractor has the incentive to con-
trol cost while providing a high-quality supply or service to the gov-
ernment in a timely manner.

NASA has implemented tracking of award fee as part of its Base-
line Performance Review process. This review is an independent,
monthly assessment of selected NASA programs and projects. It
updates NASA’s senior leadership about contractors’ performance

1The prepared statement of Mr. McNally appears in the Appendix on page 71.
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as measured against the approved baseline for the acquisitions. As
part of this review, the award fee ratings on selected programs and
projects are explained and discussed relative to the contractor’s
current performance level. This review is done to ensure that there
is consistency between the performance of the projects and pro-
grams with the associated award-fee scores.

NASA is part of an interagency working group that will be evalu-
ating the effectiveness of award fees as a tool for improving con-
tractor performance and achieving desired outcomes. This working
group is also developing methods for sharing information on suc-
cessful incentive strategies. We are actively participating on this
interagency working group and are looking forward to imple-
menting the eventual recommendations from this group.

Again, thank you for the opportunity to appear before the Sub-
committee today. I would be pleased to respond to any questions
you may have.

Senator CARPER. Thanks so much for your testimony and com-
ments. Mr. Gunderson, please proceed.

TESTIMONY OF RICHARD K. GUNDERSON,! ACTING CHIEF
PROCUREMENT OFFICER, U.S. DEPARTMENT OF HOMELAND
SECURITY

Mr. GUNDERSON. Chairman Carper, Senator Burris, and Mem-
bers of the Subcommittee, thank you for the opportunity to appear
before you to discuss the Department of Homeland Security con-
tracting program and, in particular, its use of award-fee contracts.

Senator BURRIS. Excuse me, Mr. Gunderson. How long have you
been there?

Mr. GUNDERSON. I have been the Acting Chief Procurement Offi-
cer since this January, and previous to that, I came to the Depart-
ment as the Deputy Chief Procurement Officer last May, May 2008.
So I have been at the Department level now for about 15 months,
16 months.

Senator BURRIS. Thank you, sir.

Mr. GUNDERSON. As the Acting Chief Procurement Officer, I am
the lead executive responsible for the management, administration,
and oversight of the Department’s acquisition programs. In that ca-
pacity, I oversee and support 10 procurement offices within DHS.
The mission of my office, in conjunction with the respective con-
tracting offices, has been to provide the needed products and serv-
ices to meet the DHS Mission, and to do so in a way that rep-
resents sound business and demonstrates that we are good stew-
ards of the taxpayers’ money.

The threats we face are variable, and as a result, the acquisition
program must be able to adapt and identify a variety of solutions.
Similarly, the contracting officers must assess each procurement
requirement and determine the appropriate type of contract. Based
on various factors, including the complexity of the required product
or service, the contracting officer selects the contract type that rec-
ognizes the performance risk and motivates the contractor to suc-
cessfully meet the program’s objectives to include cost, schedule,
performance, or a combination thereof.

1The prepared statement of Mr. Gunderson appears in the Appendix on page 75.
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One of my priorities is quality contracting, which is focused on
making sound business decisions that enable us to accomplish our
critical mission. The Office of Chief Procurement Officer includes a
policy and legislation branch, which is responsible for the develop-
ment and establishment of procurement policy for the operational
contracting activities.

The Homeland Security Acquisition Regulation and the Home-
land Security Acquisition Manual were published in 2003 and have
been updated to reflect current statutory regulatory and Office of
Federal Procurement Policy and DHS mandates. These two docu-
ments provide the foundation for procurement policy that is ad-
hered to by each of the 10 contracting organizations.

My office also participates in Federal procurement policymaking
through its participation on various committees, include two OFPP
working groups directly addressing the subject of today’s hearing:
The Contract Type Working Group and the Incentive Contracting
Working Group.

With respect to our policy on award-fee contracts, current HSAR
and HSAM guidance are effectively consistent with OFPP guid-
ance. This includes an emphasis on criteria related to cost, sched-
ule, and performance, successful performance, and exception-only
use of rollover.

Developing and issuing policy is not effective unless the work-
force is aware and understands the implementing guidance. We ac-
complish this through a multi-layer approach, including the Policy
Working Group, communications through the contracting commu-
nity, and through discussions with the head of the Contracting Ac-
tivity Council.

We utilize the full variety of contract types prescribed in the
FAR in support of our diverse acquisition program. The preponder-
ance of our awards is firm fixed price. This includes nearly 70 per-
cent of our awards and 50 percent of our dollars. However, not all
requirements are suited to fixed-price contracts. In those instances
where it is difficult to determine objective performance measures,
award-fee contracts provide a business strategy that enables the
government to identify areas of emphasis and establish an award-
fee pool that will motivate the contractor to succeed in meeting the
government’s requirements.

In these situations, typically the contract fee structure includes
a base fee and award fee portion that together comprise the total
potential fee to be earned by the contractor. If the government’s
evaluation of the contractor’s performance is positive, a percentage
of the award-fee pool will be awarded on the criteria and respective
weightings of the criteria as defined in the contract’s award-fee
plan. As a result, under a properly structured award-fee contract,
a contract that performs significantly above satisfactory may earn
at least the same or perhaps more fee than it would have earned
if the contract had only used a fixed-fee structure. Conversely, a
contractor that performs below satisfactory will earn only a base
fee, which is significantly less than what they would have earned
if it had been a fixed fee.

The award fee is both a positive and negative incentive whereby
the contractor may earn slightly more or substantially less than
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what a fixed-fee contract would have paid if the procurement had
lent itself to that type of business strategy.

DHS is committed to awarding quality contracts that deliver mis-
sion and capability and represent sound business judgment, includ-
ing compliance with Federal procurement regulations, policies, and
guidance.

I thank you for the opportunity to testify before the Sub-
committee about our use of award-fee contracts, and I am glad to
answer any questions you or the Members of the Subcommittee
have for me.

Senator CARPER. Mr. Gunderson, thank you. Mr. Simpson, you
are recognized. Please proceed.

TESTIMONY OF EDWARD R. SIMPSON,! DIRECTOR, OFFICE OF
PROCUREMENT AND ASSISTANCE MANAGEMENT, U.S. DE-
PARTMENT OF ENERGY

Mr. SiMPsSON. I have been at the Department of Energy since
1979. As noted, I have been in my current job, which is the Direc-
tor of Procurement and Assistance Management, since February
2006, and I also serve as the senior procurement executive for the
Department of Energy other than the National Nuclear Security
Administration, which has a separate contracting authority.

b S;anator CARPER. Who was the Secretary in 1979, do you remem-
er?

Mr. S1MPSON. No.

S((lanator CARPER. Thank you very much. Mr. Simpson, please pro-
ceed.

Mr. SiMPSON. Mr. Chairman and Members of the Subcommittee,
thank you for the opportunity to come before you today to present
the Department of Energy’s views and perspective on the recent
U.S. Government Accountability Office report entitled “Federal
Contract: Guidance on Award Fees Has Led to Better Products,
But Is Not Consistently Applied.” I am pleased to be here today to
address how the Department is effectively using cost-plus-award-
fee contracts to incentivize excellent contract performance and how
DOE has implemented the Office of Management and Budget De-
cember 2007 guidance on the appropriate use of incentive con-
tracts.

DOE is the largest Federal civilian contracting agency based on
fiscal year 2008 contract obligations of approximately $25 billion.
A central element of DOE’s contracting structure is a cadre of spe-
cial contracts called “Management and Operating Contracts,” which
have their origins in the Manhattan Project and have endured
under DOE and its predecessor agencies. These contracts for the
management and operation of government-owned national sci-
entific, engineering, and research facilities are unique in all of gov-
ernment and require a special authorization by the Secretary of
Energy.

Many of the scientific and research facilities are also DOE Feder-
ally funded research and development centers, a special designa-
tion applied to these facilities because of their criticality to DOE’s
mission. The laboratory contracts for these facilities were the focus

1The prepared statement of Mr. Simpson appears in the Appendix on page 79.
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of GAO’s review of DOE. Because of the broad mission and work
scope of these contracts, they are cost-reimbursement contracts. In
addition, DOE also awards and administers thousands of other con-
tracts that represent the full range of fixed-price and cost-reim-
bursement type contracts for goods and services typically acquired
by most Federal agencies.

In its study, GAO noted two particularly positive aspects of
DOE’s administration of cost-plus-award-fee contracts. Specifically,
GAO concluded that for two of the four fundamental practices rec-
ommended in the OMB guidance linking award fee to acquisition
outcomes and limiting the use of rollover, DOE’s supplemental
guidance is in accordance with OMB’s guidance.

GAO also noted that DOE should strengthen its policy for the
other two practices OMB recommended, emphasizing excellent per-
formance and prohibiting payments for unsatisfactory performance.

DOE will address GAO’s concerns immediately. Shortly, we will
issue policy that more strongly emphasizes contractor performance
results and prohibits payment for unsatisfactory performance in
language that is unambiguous and consistent with OMB’s guid-
ance.

DOE’s policy for the use of award fee in its major contracts ad-
heres to Federal Acquisition Regulation requirements. There is,
however, a need for consistency and rigor in the use of award fee.
We should incentivize the contractor to performance excellence. I
fully support the GAO’s recommendation that DOE ensure it has
established evaluation factors, definitions of performance, associ-
ated fees, and evaluation scales that motivate excellent perform-
ance and prohibit award fee for unsatisfactory performance.

In closing, the Department’s procurement policy assures it is ef-
fectively using cost-plus-award-fee contracts to incentivize excellent
contract performance and is in line with the OMB guidance re-
leased in September 2007. We will strengthen that policy by
issuing amplifying guidance that addresses the concerns raised by
GAO and recognizes that our major programs’ award-fee require-
ments need to be tailored to their different mission portfolios and
contract objectives. Specifically, we will issue expanded guidance on
choosing the right contract type, defining terms and rating cat-
egories, defining standards of performance for each rating category
and the fee paid for meeting the standards, and ensuring that the
fee is not paid for unsatisfactory performance.

We are committed to work with and participate in any inter-
agency working group to be established to determine how to best
evaluate the effectiveness of award fee as a tool for improving con-
tractor performance and achieving desired program outcomes and
to develop methods for sharing information and successful strate-
gies.

This concludes my formal remarks. I would be happy to respond
to your questions.

Senator CARPER. Good. Thanks, Mr. Simpson. Mr. Chvotkin.
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TESTIMONY OF ALAN CHVOTKIN,! EXECUTIVE VICE PRESI-
DENT AND COUNSEL, PROFESSIONAL SERVICES COUNCIL

Mr. CHVOTKIN. Thank you, Mr. Chairman. Good afternoon. I
have been at Professional Services Council (PSC) for 9 years. Be-
fore that, I spent 10 years at AT&T in their Government Markets,
and prior to that I spent 10 years as senior counsel in Rockford-
based Sundstrand Corporation, which is now part of United Tech-
nologies.

Senator BURRIS. Good company.

Mr. CHVOTKIN. Thank you. Thank you, Mr. Chairman, for the in-
vitation to testify before the Subcommittee today.

The Professional Services Council is the leading national trade
association of the government professional and technical services
industry. Our association members employ hundreds of thousands
of Americans in all 50 States.

Mr. Chairman, performance matters. Both government agencies
and contractors need to understand the contractual relationships
and requirements imposed and the compliance obligations being
undertaken. It is also appropriate to look at the business relation-
ship between the government and the contractor—including the
contract type—to understand the performance obligations.

Unfortunately, there are many fallacies about award-fee con-
tracts. One common myth is that the award fee is equal to “more
contractor profit”; this myth really ignores the incentive nature of
award-fee contracting when used properly.

A second is that the award fee is paid even for a contractor’s
“satisfactory” performance of a contract. This myth ignores the key
elements of the government-established award-fee plan that struc-
tures the outcomes to be achieved and the methodology for evalu-
ating the contractor’s performance and often fails to recognize that,
prior to recent legislative and regulatory changes, “satisfactory”
performance often meant that the contractor “fully performed” ac-
cording to the award-fee criteria—not merely complied with the
basic contract requirements.

But there are also many truths about award-fee plans and
award-fee contracting. First, these are difficult contracts for agen-
cies to write and for contractors to compete for. The challenge for
the procuring agency is to describe the minimum performance of
the contract and then to describe the appropriate “motivational” ob-
jectives—whether they be quality, timeliness, technical, cost man-
agement, or others.

Second, the metrics selected as the evaluation criteria in the
award-fee plan must be directly related to the objectives to be ac-
complished and must accurately measure the intended performance
objectives.

Finally, there must be governmental personnel knowledgeable
about the motivational objectives to be achieved and the metrics se-
lected and used. A contracting officer doesn’t normally have these
skills, and this is yet another example of the skills shortage that
}‘s too often evident, with real implications, in the acquisition work-
orce.

1The prepared statement of Mr. Chvotkin appears in the Appendix on page 87.
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There is another important factor to put on the table when ad-
dressing the current uses of award fees. The Federal Acquisition
Regulation provides that an award-fee contract should have two
key components: A base fee fixed at inception and an award fee
that a contractor may earn.

According to the Federal budget scoring rules, when an agency
provides for a base fee, the agency must score that amount as an
obligation at the time the contract is awarded. Thus, over the past
several budget cycles, as agencies tried—or were directed—to mini-
mize their contractual spending, they significantly shifted funds
away from traditional base-fee amounts—essentially adopting a
zero base-fee approach—and allocated more funds into the award-
fee portion of the contract that would be obligated only after the
government’s fee-determining official made the award-fee decision.
Simply put, budget rules helped drive contracting practices, and
the recent use of award fees masks the significant and intentional
contractual and performance differences between base and award
fees and between satisfactory contract compliance and stretch ob-
jectives.

Finally, once the award-fee plan is established, it must be ad-
hered to by all parties. The government has a responsibility to fair-
ly evaluate the contractor’s performance against the metrics in the
award-fee plan, make a fair and justifiable determination of the
contractor’s accomplishments, and pay accordingly. Too often we
hear about agencies delaying their review of the contractor’s
award-fee submissions or failing to make any award-fee determina-
tion, and failing to make payment according to the award-fee
schedule. By breaking faith with the contractor over the award-fee
plan, the agencies put contractors—particularly smaller and mid-
tier firms—at greater financial risk.

In conclusion, cost-plus-award-fee contracting is an appropriate
contract type, and agencies should have the flexibility to select this
contract type—as with every other contract type—to best meet the
buying activities’ requirements and to select the best acquisition
method available. PSC supported the Office of Federal Procure-
ment Policy’s December 2007 guidance, but agencies must also
have the flexibility to implement that guidance in a manner that
takes into account their specific requirements and market needs.

The five agencies identified in the GAO report should ensure
that the OFPP December 2007 guidance is implemented. Except for
the regulations already in process to implement existing law, how-
ever, we should give these agencies an opportunity to take the ad-
ministrative actions they talked about today, implement their own
guidance in new contracts, and give the acquisition process a
chance to work.

Thank you again for the invitation to address this important
matter. I look forward to any questions the Subcommittee may
have.

Senator CARPER. Mr. Chvotkin, thank you for your testimony and
for giving us a little different perspective on an important issue.

The next question I am going to ask—and I am going to ask this
of each of our panelists on this panel. I am going to ask you to go
back to what the two witnesses in the first panel had to say and
just take a minute and tell us if there is anything that they may
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have said that you disagree with strongly or have a different per-
spective on. Think about that for a moment.

One of the departments that we had asked to participate today
and invited to participate today is the Department of Health and
Human Services, and I am just wondering if any of you can share
with me who might have been an appropriate person to come from
HHS, maybe the Chief Procurement Officer. But do you all have
any idea who might have been an appropriate witness from that
department? Mr. Gunderson.

Mr. GUNDERSON. They have, I believe, a management type level.
I know in the Department of Homeland Security we have an Under
Secretary for Management.

Sgl;ator CARPER. Do they have a Chief Procurement Officer at
HHS?

Mr. GUNDERSON. They do.

Senator CARPER. Do you know who that is?

Mr. GUNDERSON. Nancy Gunderson.

Senator CARPER. No kidding. Your daughter?

Mr. GUNDERSON. No.

Senator CARPER. OK. That is a great coincidence. But, actually,
she is your wife.

Mr. GUNDERSON. Yes.

Senator CARPER. You could have worn both hats. Next time, she
could just come and testify for both agencies. [Laughter.]

I say that with tongue in cheek, but that is, I thought, just a
great coincidence that we had one family representing both depart-
ments in similar work. That is good.

All right. Back to our first panelist, is there anything that our
two panelists said on the first panel that you would like to just re-
visit, Mr. Assad, and that you may have a different take on?

Mr. Assap. Mr. Chairman, not really. I was fundamentally
aligned, frankly, with what the GAO’s findings were back in 2005,
which is why we kicked off the change that we did within the De-
partment.

Senator CARPER. All right. Thank you.

Mr. McNally, anything you would take issue with?

Mr. McNALLY. No, Chairman. Two issues that I will bring up
that are really critical are to establish consistent policy, which we
are going to be working on with this interagency working group
and set up guidelines in the Federal Acquisition Regulation. Then
comes practice with what agencies actually do with the guidance
that they have. And the one thing that I would ask is that agencies
be allowed to practice the appropriate type of contract based on
their missions, like at NASA with our high-risk missions that we
continue to be allowed to do the appropriate type of contracts based
on those missions.

Senator CARPER. OK. Thank you.

Mr. Gunderson, anything you would take issue with from the
first panel you would like to mention?

Mr. GUNDERSON. Not that I take issue with. I do think that one
of the larger challenges will be in the area of trying to figure out
a way to determine or evaluate the effectiveness of these contracts,
and I think that is something that we will have to put our heads
together to find out how we can do that.
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We can collect a lot of data, but what the data truly show us is
going to be a difficult thing to get through.

Senator CARPER. We find out in some other programs, and I
think maybe even in cyber terrorism, we find in some cases our
Federal agencies collect a lot of data, but the question is what they
do with it to make us safer from—less vulnerable to those kinds
of attacks.

Mr. Simpson, anything you would like to speak of, or any dif-
ferences, different perspectives?

Mr. SiMPSON. We agree with the recommendations by GAO. 1
guess in looking at the regulatory framework that is under develop-
ment, there is always a risk in creating such a prescriptive regu-
latory framework that you ultimately do develop a one-size-fits-all.
And, at its essence, a contract is a business relationship, and agen-
cies do need the flexibility to manage those business relationships
with rigor.

The other issue that would concern me here is we establish yet
another overly burdensome reporting system that our front-line
contracting officers have to actually fulfill those requirements, and
they are already burdened with a number of other responsibilities.

So I think the information is good to get, but I think we do need
to be careful that we are not creating more work on already a
stressed workforce.

Senator CARPER. All right. Thank you. Mr. Chvotkin.

Mr. CHVOTKIN. I am not sure I would know where to start or how
much time I have.

Senator CARPER. Just keep it fairly short—take about a minute.

Mr. CHVOTKIN. Yes, sir. The GAO report hints at the answer—
that there is a difference between performance of the core require-
ments and the incentives that an agency is trying to achieve
through an award-fee process. Yet, when they continue to talk
about satisfactory performance and mix contract performance with
performance against an award-fee plan, they mask the real dif-
ferences and the intention of the whole contractual relationship in
an award-fee structure.

I agree with Mr. Zients: Performance matters. The selection of
the contract type is critical. Award fees have an appropriate place,
but it is evidence that, of all of the Federal agencies, only five are
using 95 percent of them. So blunt objects spread across all Federal
agencies may not be what is necessary. Your point earlier, Mr.
Chairman, and Mr. Zients’ as well, that four of the five agencies
are sitting right here, and one of them—DOD—has already imple-
mented a lot of the 2007 OFPP requirements and further regula-
tions. So we may not need more laws or more regulations to accom-
plish the objectives for 95 percent of the government and it may
not be worth the effort to try to get that last 5 percent.

Senator CARPER. All right. Thank you.

One of the things I think we discussed with, I think it was, Mr.
Zients in the first panel was this idea of creating, I guess, an infor-
mal mechanism to share best practices. I think, Mr. McNally, if I
heard your testimony correctly, you suggest that maybe there al-
ready is such an entity, that NASA is participating in it, and it is
already beginning to work. Would you just clarify that for me?
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Mr. McNaALLY. Yes. There is an interagency working—I have a
member of my staff who is on it—and right now they are actually
waiting to look at the Federal Acquisition Regulation change to
then decide what further practice and guidance should be put out
to supplement the regulation.

But one of the things that was brought up earlier is even inter-
nally in some agencies there is the challenge of getting out best
practices to do different buying centers and commands to talk to
each other. And with our technology that we have available today,
there is no reason why we shouldn’t share best practice within our
agencies, but also across the government.

As mentioned earlier, if 95 percent of award-fee dollars are with
five agencies, we should be getting together and sharing best prac-
tice, not just on award fee, but also on performance incentives as
well.

Senator CARPER. Good. Thank you. My time has expired. Senator
Burris, you are recognized. Please proceed.

Senator BURRIS. Thank you, Mr. Chairman.

The reason I asked for the time periods is because I was assum-
ing that most of the gentlemen here from the four agencies were
relatively new at their positions and that you will begin to under-
take these major changes, and hopefully we will see some major
improvements once you all begin to wrestle with or begin to imple-
ment some of the suggestions, even those that are coming out of
this hearing this afternoon.

But, Mr. McNally, I was a little concerned. Mr. Assad gave a
number of how many award fees DOD had been dealing with. You
gave us a percentage of 70 percent of firm-fixed, which was about
50 percent of your appropriated dollars. Do you have a number of
how many contracts that were award-fee base contracts, not a per-
centage but a number?

Mr. McNALLY. Yes. In 2008, we had 183 contracts that were ac-
tive award-fee contracts.

Senator BURRIS. Out of how many?

Mr. McNALLY. Out of 2,120 contracts.

; Sar;ator Burris. OK. So that is 70 percent that you say were
ixed?

Mr. McNALLY. In the same time frame, as far as actions, 68 per-
cent were firm-fixed-price actions, contract actions.

Senator BURRIS. Now, under the highway structure, I recall in Il-
linois when we repair all of our expressways—and none of those
are done with Federal dollars—there are bonuses that are paid for
early completion of projects.

Now, I just wonder, in any of these arrangements in your agen-
cies, are there any penalties involved—by the way, in those con-
tracts there are also penalties involved, which you can imagine is
evidently fixed into the bidding price when you get the penalties
fixed in—mixed in with the bonuses, so you have got probably an
offset. That is why you see some of the contractors having the in-
centive to finish those construction jobs a little bit early, especially
to try to help the motorists try to get out of the way so we can have
somewhere to go and not get tied up in all that traffic.

But I just wondered whether or not there are any types of pen-
alties that are put into any of these contracts that you all deal with
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for mis-performance, non-performance, late performance, or inad-
equate performance? Are there any types of penalties that are put
on these contractors?

Mr. AssaD. Senator, I think you would see very few award—I
would be surprised if there were more than a handful of award-fee
contracts that had “penalties” associated with them. We are looking
across the Department at the appropriate use of what you would
familiarly call “liquidated damages” or penalties for late comple-
tion. And we are looking at that right now in terms of is that an
appropriate mechanism to use on some contracts.

Senator BURRIS. Anyone else? How about you, Mr. Gunderson?

Mr. GUNDERSON. I would just agree that in an award-fee contract
scenario, I have not seen the use of an actual penalty. But in the
area of an incentive-fee contract, which evaluates objective meas-
ures such as schedule, cost, or performance, you can see scenarios
where the contractor not only can make money, but they can actu-
ally lose money and eat into the costs that they are getting.

Senator BURRIS. You mean take away from what would be their
profit so they will end up on the

Mr. GUNDERSON. It would actually be on the negative side if they
performed so poorly. But that is an objective scenario.

Senator BURRIS. How about you, Mr. Simpson? Does your agency
have any type of penalty for failure to perform or inadequate per-
formance?

Mr. SIMPSON. Yes, we do, sir. We have a contract clause entitled
“Conditional Payment of Fee,” and it is linked specifically to envi-
ronmental safety and health and security matters that provides a
graded approach based on severity of the infraction; regardless of
what the contractor earns during the rating period against its per-
formance rating plan, the fee determination official can take a por-
tion or all of the fee away based on the severity of the infraction
for that rating period for violations of safety, health, and certain
security aspects.

Senator BURRIS. In terms of the budgeting, how does DOD cover
the cost overruns? If you get a budget line item on a missile pro-
gram or a jet fighter program and the program started going into
millions of dollars of cost overruns, do you use supplemental appro-
priations? Do you transfer funds out of other line items? How do
you cover these in your budgets when you run into these situa-
tions?

Mr. ASSAD. Senator, that is problematic. In fact, what happens
is other well-performing programs are sometimes hurt because
funds have to be transferred from one program to another. We
come back to Congress and ask for their permission to do that. At
other times, we have to come back and request additional funds for
contract performance.

So contract overruns, especially in significant amounts, are par-
ticularly problematic.

Senator BURRIS. We heard Senator Coburn read off a list of cost
overruns, which has happened recently. Did any of those apply to
your agencies? Mr. McNally, any of those in your agency?

Mr. McNALLY. Yes. He mentioned the International Space Sta-
tion contract with Boeing.
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Mr. AssAD. And I believe he mentioned a contract back in 2004
and 2005 from the Department of Defense.

Senator BURRIS. Did you all have to come back to Congress to get
more money or did you shift money around? Or were you all there
when that took place?

Mr. AssaD. I was not there, Senator.

Senator BURRIS. OK. How about you, Mr. McNally?

Mr. McNALLY. I was not there during that time either.

Senator BURRIS. Good time not to be there, right? [Laughter.]

How about you, Mr. Gunderson?

Mr. GUNDERSON. I did not hear a DHS contract listed.

Senator BURRIS. OK. How about you, Mr. Simpson?

Mr. SiMPSON. I did not hear him mention DOE.

Senator BURRIS. So you did not have any of those cost overruns
in your agencies? Is that what you are saying?

Mr. SIMPSON. No, sir. I am not saying we do not have contracts
with cost overruns.

Senator BURRIS. OK, but you did not hear them mentioned by
Senator Coburn, in other words.

Mr. SiMPSON. Right.

Sentor BURRIS. Mr. Chvotkin.

Mr. CHVOTKIN. Senator, just a word of caution on cost overruns,
because, again, the implication is that all of that falls on the con-
tractor side for the cost overruns, and while the GAO reports about
cost overruns and some of the items on Senator Coburn’s list had
big numbers, many of those are as a result of program changes, or
schedule changes that the government makes. Some of them are
quantity changes or requirements changes, and so there is a mutu-
ality of responsibility, and not all of that falls on the contractor.
But I am certainly not suggesting that contractors have no account-
ability and no responsibility for performance.

Senator BURRIS. If there is a fixed-price contract and there are
cost overruns, does the contractor have to eat that cost overrun?

Mr. CHVOTKIN. Yes, sir. On a fixed-price contract, the contractor
performs according to the requirements and they bear the full cost
of performing that contract according to the requirements for that
stated price.

Senator BURRIS. I am not talking about change orders or any-
thing, where the agency may give a direction, but that loss is then
absorbed by the contractor.

Mr. CHVOTKIN. Yes, sir. And 70 percent of all of the Federal Gov-
ernment’s contracts are awarded on a fixed-price basis—70 percent
according to the OMB numbers.

Senator BURRIS. Thank you, Mr. Chairman.

Senator CARPER. Thank you, Senator Burris, and thanks a lot for
being with us and for your attention to these issues as well. Given
your background and experience, it is very helpful to have you and
Senators like Senator McCaskill and Senator Coburn. It is very
valuable. Thank you.

Let me return to the issue of rollovers again where contractors
are given, a couple of them, one, maybe two, maybe three bites out
of the apple, and just to go down the line, just start with Mr.
Assad. What is your agency’s experience with rollovers over time?
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Has it become less frequent, about the same, or more frequent in
the last several years?

Mr. AssaD. It is definitely trending to be less frequent in terms
of use of rollover.

Senator CARPER. All right. Mr. McNally.

Mr. McNALLY. NASA’s policy and practice prohibits the use of
rollover for——
y Seq}ator CARPER. And how long has that been the case; do you

now?

Mré1 McNALLY. I do not know. I will have to provide that for the
record.

INFORMATION FOR THE RECORD

NASA'’s policy on prohibiting the use of rollover on award fee service type
contracts was established on October 8, 1993.

Senator CARPER. Since before you arrived?

Mr. McNALLY. Before I arrived, yes, sir.

Senator CARPER. All right. Good. Mr. Gunderson.

Mr. GUNDERSON. I share the same concerns from the Sub-
committee and the GAO with respect to the use of rollover, and I
actually recently issued guidance which said it would only be used
if approved by me.

Senator CARPER. Mr. Simpson.

Mr. SiMmPSON. DOE has a similar provision on the use of rollover
that requires my approval to use a rollover fee. But it should not
be used to give the contractor a second bite at the apple in terms
of getting rewarded for reworking unsatisfactory or sub-par work.

There may be appropriate uses of rollover if there are accelerated
or new requirements, and it is in the agency’s interest to use that
fee to motivate the contractor to performance, but it should not be
used to give the contractor an opportunity to earn fees that was al-
ready lost for work already done.

Senator CARPER. We have had the hearings in this room before
in talking about, among other things, cost overruns in IT projects.
And one of the things we have learned, and Senator Coburn al-
luded to the handheld device that has been developed—that was
asked to be developed for the census next year. But one of the
things we have learned is that sometimes agencies, in outlining
what their needs are, are not very clear at the outset. They maybe
do not have a real good idea what they need from a contractor, and
so their demands or objectives, initially stated, are modified as
time goes by, and you have a contractor who might be chasing an
objective that continues to change.

I am wondering if sometimes agencies use award fees when they
have not done the kind of job they should have initially in scoping
the project that they are asking for—or seeking to bid, and they
change the scope of that project, and then try to find a way to com-
pensate the contractor for chasing that moving target.

Does that sort of thing go on? Or is that conjecture on my part?

Mr. AssaD. Senator, that is not conjecture at all. I think that is
one of the fundamental reasons why you are seeing a significant
reduction in the use of award-fee contracts in the Department of
Defense, is because there are numerous contracts that you can go
back and look at historically, and you see that particular situation
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that you are describing, in fact, occurred. And so what we are doing
is stepping back from these things and insisting that proper con-
tract planning and a real outstanding understanding of the risk
structure before we get under contract.

But what you have described is the reason why, in fact, the use
of an award-fee contract in the Department of Defense will be the
exception rather than the rule.

Senator CARPER. OK. Anybody else want to make a comment on
that?

Mr. McNALLY. Yes, Mr. Chairman. What I would like to say is
there are probably three important frameworks of setting up a con-
tract.

First is to identify what is your true requirement, and at NASA,
what we have set out in that area, we call “zero base require-
ments.” In other words, we identify what outcome we want, and
then only put requirements in that support that outcome. We are
not spending money on requirements that are not really needed.

The second thing is to have the available resources, stable fund-
ing to support what you want to do and what you want to buy.

And the last thing, of course, is to select a vendor who is going
to do the work that you set out within the contract.

So, to me, those are some of the three important things on any
acquisition.

Senator CARPER. I have also heard over time that a fourth cri-
teria would be to have folks at the agency who are capable of effec-
tively monitoring the work of contractors and evaluating that work.

A couple more questions, and then we will excuse this panel.
Thank you for bearing with us for this long into the afternoon. But
while we were reading some of the testimony and speaking to my
staff earlier, it seems that a number of the agencies have a dif-
ferent opinion on when a contractor should be awarded a fee and
how much. I think I quoted earlier, I think it was an Air Force
spokesperson who talked about awarding an award fee despite stat-
ing that some of the work by the contractor was, I think, egregious,
or at least well below par.

Why do you believe some contracting officials maybe are still
awarding contractors monetary incentives, even though the project
is just average or, in some cases substandard? Why does that still
go on?

Mr. AssaDp. I think the issue is, Senator, that folks get wrapped
up in measuring process and interim success rather than keeping
their eye on the ball as to what is the final outcome of this con-
tract. What are we buying for the taxpayers or the warfighters?
And are we getting what we contracted for? Do we believe it is
going to happen?

Folks get hung up on the instant award-fee period and what was
accomplished there and really do not tie that work to what, in fact,
is going to be completed in the end, which is why we are really
pushing people towards those award fees must be tied to contract
outcomes.

Senator CARPER. Thank you for saying that. I welcome that com-
ment. Mr. McNally.

Mr. McNALLY. Well, as I mentioned in my opening statement,
one aspect is a rigorous process, and at NASA what we utilize is
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a Performance Evaluation Board that follows NASA guidance and
guidelines on how to conduct and how to evaluate the contractor’s
performance and tie it once again back to the contract require-
ments and the evaluation criteria that is within the contract. So it
is key, once again, to have good guidance out there, but then follow
up with the practice.

Then, the other thing that I mentioned in my opening statement
is that at NASA we have a monthly Baseline Performance Review
that is looking at the performance of our various projects and pro-
grams, and then going back and looking at the scores of award-fee
contracts to make sure that the performance that is going on with-
in a program or project also is measured by how it compares to the
award-fee scores. If there is any disparity, senior management gets
involved asking those kinds of questions about why there is a dif-
ference.

Senator CARPER. All right. Mr. Gunderson, any response to my
question?

Mr. GUNDERSON. The only thing I would add is that when you
look at all the factors being considered, one of the examples, I
think, that was brought up earlier referred to some egregious com-
munication or performance on a DHS contract, yet they still re-
ceived some award fee. And in that situation, if you look at all the
factors that had been laid out within the contract and the respec-
tive weightings, there was actually very positive performance in a
number of other areas such as increasing the operational avail-
ability of equipment and outstanding progress—many strengths
that were identified as well. And, yes, there was a negative finding
by one evaluator that cited a challenge area. In the end, they de-
cided that there was overall sufficient performance to grant a cer-
tain level of award fee.

But what also should be noted is that in subsequent periods the
contractor failed to take heed of the concerns that were identified
in the two subsequent periods; no award fee was awarded to that
contractor because they did not address the concerns we noted.

Senator CARPER. Mr. Simpson, your response to my question?

Mr. SIMPSON. Yes, sir. I will not repeat what has already been
said. I do agree with the comments that have been made.

I do think the other element here that gets us into that type of
situation is that we do not use enough objective measures mixed
with the traditional subjective measures. I think that is still an
area in the award-fee disciplines that agencies have not worked at
hard enough and how to work objective measures in with the sub-
jective ones.

Senator CARPER. All right. Senator McCain has been tied up on
the floor, as I said earlier, with other issues that are before the
Senate. And I asked the staff if they had a question that he would
like to have asked had he been here, and they have given me one,
so I will just ask this. This, I think, for you, Mr. Chvotkin.

The note says: “Please ask Mr. Chvotkin his thoughts on whether
his member companies use award-fee type contracts. And if so,
would these companies think the problems we highlighted today
could be addressed by the member companies. Last, what would
they do about it?”
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Mr. CHVOTKIN. Mr. Chairman, many of our companies are using
award-fee contracts. Again, these are established by the govern-
ment as part of the business relationship, and certainly contractors
have a responsibility and accountability in the bidding process to
make sure that the award-fee plan, the structure of the contract,
the elements of the incentives, and the measurements and the
metrics, are appropriate. So when there is a lack of clarity, firms
have an obligation to come forward with that. Too many times the
goal is to win the contract and then worry about it during perform-
ance, and these become difficult performance issues.

The issue between base fee and award fee and making it clear
that it is not a bonus is important to spell out, as is how an agency
is going to evaluate an award fee.

So, we absolutely use them in the discussions today. Our member
companies are active in all four of these Federal agencies, and we
watch those award-fee issues very carefully. That is why I said that
this is an important discussion about what can be raised during
the solicitation process and then, once awarded a contract, to make
sure that performance is primary and that the elements in the
award-fee plan are followed.

Senator CARPER. All right. There are probably going to be some
of my colleagues who were here—and some who were not—who will
want to submit some questions for the record. If you could have
your responses back within 2 weeks after you receive our ques-
tions, we would appreciate that very much.

I was kind of reflecting on a couple takeaways for me on what
we have heard from this panel, and from our first panel. I always
think about what are my takeaways, what should be the takeaways
for all of us.

One is the notion that it is real important for us to get it right
from the beginning, and that is, to clearly outline the agency’s ob-
jectives. For agencies to clearly communicate what their objectives
are. For instance, what do agencies need from a contractor in the
first place.

Second, and I am not sure who said it; maybe it was Mr. Assad.
But I think you talked about measuring outcomes not process, and
I think that was a theme that a couple of you touched upon.

I think one of you—I do not remember—was it our friend from
NASA? But talked about cost/benefit analysis, using clear measur-
able criteria as an important point.

We need clear guidelines from OMB, and I think they are en-
deavoring to provide better guidelines as time goes by. We need
training for those whose job it is to manage contractors to make
sure they have what they need to do their jobs well and to protect
the interests not just of the agency, but of the taxpayers, too.

Sharing of best practices for those agencies that are doing a bet-
ter job in one way or the other, to make sure those agencies that
have not come along as quickly benefit from what others are doing
better.

I think one or two people talked about aligning payments to con-
tractor performance, and elevating roll-over approval. For example,
when we are going to give contractors more than one bite out of
the apple, maybe that decision should go up to a fairly high level.
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Those are just some of the ideas. I suspect that folks who might
have been joining us this afternoon during the course of this hear-
ing, this is pretty dry stuff. But having said that, people get exer-
cised when they think that their tax dollars are not being wisely
spent. I know I do, and I know that others in my State do. In fact,
people across the country do. We do not have much appetite for
that. We would not have much appetite for that if we were running
substantial budget surpluses. But as it turns out, we are running
substantial budget deficits. We have done that for much of the last
8 years. And every little bit helps. In this case, we are talking
about billions of dollars that may have been misspent. And my
hope is that as time goes by, we are getting our hands around that
and our heads around that and being able to reduce the inappro-
priate awarding of these fees.

Hopefully, based on the work that OMB is doing, GAO, some of
the IGs, you, your counterparts, and those of us who serve on this
Subcommittee, as time goes by will do an even better job. And the
purpose of this hearing was to try to make sure that happens.

We have sort of a history in this Subcommittee of not just focus-
ing on an issue once and then going away, but continuing to focus
on it so that secretaries and deputy secretaries of departments, will
know that this is important, and they will know that we are here
to put a spotlight on behavior that we want to hold up as a good
example and just as well as we would put a spotlight on behavior
which is inappropriate.

So thank you very much. Thank you for the good work that you
are doing, and we thank those who are in your departments who
are supporting good work. For those who are not, we say we need
them to do better, and taxpayers need for them to do better. We
expect that.

And we hope that the Departments that were unable to come
today will have a chance to share some of their thoughts with us
outside of a Subcommittee hearing. We will just maybe have a pri-
vate meeting with one or two of them to see how they are doing.

The last thing I would comment on and this is not your job, but
we have a lot of senior positions, and some positions that are not
so senior within various Federal departments, that require the Ad-
ministration to nominate somebody, and to go through Senate ap-
proval. And in a lot of instances that makes sense. In some cases
it does not. And in some cases we have folks who are on one side
of the political aisle or the other that will hold up a nominee for
really no valid reason except to try to make a point. And that is
unfortunate, and as a result, we have in this Administration much
like we had in the last Administration, a long period of time when
we do not have the right folks in their jobs.

A fellow was here a year or so ago, and he testified for the De-
partment of Defense, a fairly senior acquisition person, worked for
John Young, who was a very senior guy, and he worked for Bob
Gates in the Secretary’s office. But I asked this fellow who worked
for John Young in the Department of Defense, the Secretary’s of-
fice, I said, “How long have you been in your job?” And I think he
said, “A year and a half.” And I said, “What kind of turnover did
you get from your predecessor?” And he said the position had been
vacant for 3 years. And I said, “How about your direct reports?
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How many direct reports do you have?” He said, “I have six.” And
he said, “I had only two on board. There were four vacancies when
I assumed my new position.” That is just unacceptable.

So these are issues that we need folks, not just in the kind of
stuff we have talked about here today, but more broadly as well.
But thank you for helping us to flesh out the picture and get our
heads around these challenges just a little bit better.

And, again, if you would respond to any follow-up questions that
we submit in writing within 2 weeks, we will be grateful.

Witl}ll that having been said, this hearing is adjourned. Thank
you all.

[Whereupon, at 5:13 p.m., the Subcommittee was adjourned.]
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My thanks to our witnesses for being here today to discuss what appears to be a very
wasteful contracting practice.

About a year ago, Senator Coburn, Senator Sanders and I asked the Government
Accc bility Office to i hether agencies were giving away what’s known as
“award-fees” to contractors and whether or not contractors really deserved them.

In the private sector, these payments would be called bonuses. They are intended to help
incentivize contractors to deliver exceptional performance. In essence, the award fee is extra
profit that the contractor can earn if they save the government money and deliver a superior
product.

The practice of aligning performance to profit is not a new concept. It can lead to excellent
results if used correctly. However, several recent controversies in the financial sector have
shown that rewards and incentives that are not properly aligned with outcomes can often lead
to failure.

Unfortunately, government agencies have made some of the same mistakes that private firms
we hear about in the news have made over the years, Much to my disappointment, it seems
that most agencies continue to struggle in figuring out how to manage award fees
appropriately. In fact, the GAO has told us that agencies continue to hand out hundreds of
millions of dollars to contractors for reasons that just don’t make much sense. In one
interview GAO conducted as part of its analysis, an Air Force official reportedly said that a
contractor would have to do a “pretty bad job” just to receive 85% of the potential bonus,
meaning, | assume, that a plain “bad job” might warrant 100 percent of a bonus. In another
case, this time at the Department of Homeland Security, a contractor was cited for “egregious
behavior” and yet still received an award fee.

(43)
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Even when agencies do hold contractors’ feet to the fire, they often give them second, and
sometimes third chances to try and earn extra profit despite repeated failures. This practice,
known as “roll-over,” is meant to be used in limited situations when contractors aren’t able to
deliver for reasons outside of their control. Unfortunately, roll-over seems to have become
the rule instead of the exception.

What is even more troubling to me is that senior management doesn’t appear to be examining
the results of award fees to see if they are incentivizing contractors to perform well. Instead,
agencies continue to hand out billions of dollars in bonuses, assuming that they are getting
the best result for the American tax payer. For instance, the GAO reported that the
Department of Defense inappropriately paid $8 billion in award fees in 2005 alone. Only
recently, four years later, have they started to analyze whether award fees are actually leading
to improved performance.

This situation has caused many of us to question how, during a time when households around
the country are tightening their budgets, federal agencies can continue to award extra profit
to companies as if it is expected and not earned. It’s as if you were at a restaurant and your
waiter or waitress forgot your order, spilled your food on you and charged you for items you
didn’t get. Most of us wouldn’t give that person a very big tip. But agencies are giving
contractors who perform just as poorly everything they want.

Let me be clear, I am a strong believer that appropriate incentives — including bonuses — can
lead to better performance. But I worry that, at the end of the day, agencies aren’t aligning
contractor profitability with performance. And in those cases when a contractor does fail to
deliver, there needs to be consequences. Agencies can’t keep giving contractors a second bite
at the apple. We just can’t afford to give contractors money and get nothing in return,

That said, I believe there may be some possible solutions that are currently being discussed
and others that we may want to pursue. For example, after GAO exposed the fact that DOD
contractors were continually given multiple opportunities to earn award fees, the use of this
practice dropped dramatically. This has led to an estimated $450 million in savings in eight
programs in which the “roll over” practice was once used. Perhaps this should be expanded
to other agencies.

1 don’t see the logic of using award fees to incentivize contractors when we don’t know
whether or not it works. I get the sense that agencies are using this type of contracting
because they don’t know exactly what they want out of the contractors they do business with,
let alone how it should be delivered. Instead of taking the time to lay out objective cost,
schedule, and specific performance measures, agencies are using wasteful bonuses as a
crutch.

In closing, I’m looking forward to hearing what our witnesses have to say about the ongoing
efforts to get this issue under control and other possible solutions that will help to rein-in
these wasteful contractor incentives.

#HiH
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Senator Carper, thank you for holding this hearing. [ appreciate your
oversight of how federal agencies have paid contractor bonuses. We must ensure
that the taxpayer is getting what they bargain for, and that agencies pay bonuses
only when appropriate.

Unfortunately, it appears that federal agencies have defaulted to using cost
plus award fee contracts. They pay bonuses under these contracts even where
performance is not exceptional or superior, but merely adequate. Agencies also
roll over fees from one period to another, so that contractors have a second chance
to earn the fees they failed to earn the first time. Far from discouraging inefficient
contractor performance, these practices enable it.

At the Armed Services Committee, I have worked over the years to improve
the Department of Defense’s procurement process. One way we addressed the
issue of cost type contracts was in the recently enacted Weapon Systems
Acquisition Reform Act of 2009. There, we recognized the importance of
“getting things right” from the start — by meting out development risk through
early review of critical designs and having a set of clearly defined requirements
before entering into a contract. In other words, know what you want before you
buy it. Doing that can move us towards the use of more fixed price contracts.
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I hope that our Committee will consider similar solutions for the civilian
agencies. I understand that the rest of the federal government has very different
procurement needs from the Defense Department, but the same acquisition and
contracting principles apply.

In all cases, federal agencies must be careful to use the right contract type
and fee structure on their programs — to allocate risk between the government and
the contractor effectively and to incentivize the right kind of contractor
performance. One of the lessons of VH-71 presidential helicopter replacement
program and the Littoral Combat Ships program is that not getting that mix right
can wreak utter havoc on a program. While costs on both programs went through
the roof, the contractors on each nonetheless received healthy bonuses.

To really have meaningful and effective acquisition reform, however, we
have to change the culture and instill accountability among our contracting
workforce. There has to be a single point of accountability. Otherwise, what
redress does the taxpayer have when a contracting official awards part or most of
an award fee for average or even sub-standard performance? Or, when an agency’s
and OMB’s guidance on the use of award fees is ignored? Is there any
accountability in the current system, or do we all simply promise to do better and
move on each time this happens?

In closing, I want to thank the witnesses for their participation. I know
OMB has been working on issuing new guidance on contracting, and I look
forward to their views, as well as those of GAQ and the agency witnesses.

Thank you again, Mr. Chairman.
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Chairman Carper, Ranking Member McCain, and Members of the Subcommittee, I
appreciate the opportunity to appear before you today to discuss award fee contracting and
strategies for eliminating waste and maximizing the value achieved from these contracts,

As the Deputy Director for Management at the Office of Management and Budget
(OMB), it is my responsibility to lead efforts to improve government performance. This includes
providing for a sound acquisition system that operates with the sustained effectiveness and
efficiency necessary to meet the extraordinary challenges facing our country. This
Administration is committed to creating an environment that can support such a system. At the
beginning of March, the President issued a Memorandum on Government Contracting that
outlines a series of steps to significantly increase the value received from the more than $500
billion of taxpayer dollars that are spent annually for contracted products and services to meet
mission needs. The Memorandum identifies an agency’s selection of contract type as a key
decision point in the acquisition lifecycle and an area in need of immediate and increased

attention to achieve better results from our contractors.
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The selection of an incentive contract, where the payment of fees is tied to the
contractor’s achievement of defined outcomes, can be an effective way to achieve strong
performance from a contractor. Fees create an incentive for the contractor to reduce costs, stay
on schedule, and meet or exceed performance goals. Fees also help the government to mitigate
contract risk by reducing cost to the government where a contractor’s performance does not meet
or exceed contract requirements. Having the ability to mitigate risk is especially important on a
cost-reimbursement contract that otherwise provides limited incentive for a contractor to control
cost.

The findings documented by the Government Accountability Office (GAO) and others
make clear that certain practices are essential to the successful use of fees, known as award fees,
when they are applied to help motivate good results in circumstances where requirements may be
difficult to define with sufficient specificity to measure objectively. For example:

¢ Fees must be linked to specific acquisition outcomes — that is, the cost, timeliness, and
quality of the contractor’s performance.

s The amount of fee an agency pays must be commensurate with the level of demonstrated
performance.

¢ No fee should be paid where performance is unsatisfactory or does not otherwise meet
the overall requirements of the contract.

These and other basic tenets of award fee contracting were laid out by OMB’s Office of
Federal Procurement Policy (OFPP) in a policy memorandum in 2007. However, as GAO's
recent report on award fee contracting documents, agency adherence to these tenets is
inconsistent and, in some cases, ineffective, which has led to the unnecessary loss of significant

taxpayer dollars over the years. There are examples to show that by turning this trend around,
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agencies can save significant resources. For example, the Department of Defense (DoD) will
save hundreds of millions of dollars by tying award fee criteria to acquisition outcomes and
curtailing its use of “rollover,” where a contractor is given a second chance to earn fees ina
subsequent performance period that were not earned initially.

All agencies that use award fee contracts must make concerted efforts to consistently
apply proven contracting practices to maximize savings and motivate the best performance
possible. To achieve effective government-wide implementation of award fee contracting, OMB
will: (1) expand and further clarify existing rules in the Federal Acquisition Regulation (FAR)

and (2) bring more agency management attention to bear on this contracting tool.

Expanded and clarified guidance

For many years, the FAR has sanctioned the use of award fees. However, the FAR
provides few guideposts to help agencies determine how and when fees should be paid. OFPP
has been working with the other members of the Federal Acquisition Regulatory Council (FAR
Council) and other agencies on FAR changes that will give greater definition and consistency to
the general principles laid out in OFPP’s 2007 policy memorandum and implement the
requirements laid out by Congress in section 867 of the FY 2009 National Defense Authorization
Act. These changes will provide a better foundation for eliminating wasteful practices that
undermine the incentive to excel, such as allowing contractors to receive fees for unsatisfactory
performance, or routinely tying fees to effort rather than achievement of cost, schedule, and
performance goals.

The FAR Council is actively working towards the publication of a new FAR rule within the

next 30-60 days that will:
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e increase the attention an agency must give during acquisition planning to determine that
an award fee contract is appropriate for the agency’s requirements and circumstances;

¢ provide evaluation standards to help agencies differentiate between levels of performance
and the corresponding percentage of available award fee that could be earned;

¢ prohibit award fee for contractor performance that is judged to be unsatisfactory; and

o provide clear guidance on the use of rollovers.

With respect to this last point, OMB and the FAR Council share Congress’ general
concern with rollover practices. In addition to undermining the incentive to perform well
consistently, findings show that rollover is costly and significant savings may be achieved by
significantly curtailing, if not ending, this practice. These facts are being taken into careful

consideration in deliberations over whether the practice should be banned altogether.

Increased management attention and support

Improvements to our regulatory framework must be coupled with increased management
attention, especially by the five agencies that are responsible for more than 95 percent of the
dollars spent under award fee contracts: DoD, the Departments of Energy, Health and Human
Services, and Homeland Security, and the National Aeronautics and Space Administration,
OMB will work with the Chief Acquisition Officers, Performance Improvement Council
members, and other agency officials at these agencies to identify the supporting steps that are
most critical to achieving constructive and sustained practice improvements. Our primary focus
will be on: (1) improved monitoring of internal practices, data collection, and evaluation, and (2)

training of the acquisition workforce.
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(1) Improved monitoring of internal practices, data collection and evaluation. Agencies

must put appropriate mechanisms in place to determine if fees are being used effectively. As

initial steps to check quality and to take full advantage of the fee determination process, we will:

ask agencies to conduct periodic reviews of their fee determinations to assess if they are
being made in accordance with the agency’s approved award fee plan and compare fee
determinations to the agency’s overall assessment of the contractor’s performance, as
documented in the Past Performance Information Retrieval System (PPIRS) which, as of
the beginning of July, serves as the single, government-wide repository of contractor
assessments;

evaluate how to make PPIRS a repository for award fee determinations so that these
evaluations can provide an additional source of information for agencies to consider in
future source selections; and

identify steps to improve current data collection on award fee contracts, which could
include collecting information about the award fee pool, award fee paid, and the
associated performance rating to facilitate broader trend analyses that we cannot perform
today.

(2) Training the acquisition workforce. The acquisition workforce is the backbone of our

acquisition system. The quality of their skills and judgment is inextricably tied to whether we

achieve good results from our contracting tools. The rollout of our new guidance must be

supplemented with training that reinforces the skills that are essential to achieving cost-effective

quality performance under award-fee contracts, such as the ability to draft a good award fee plan,

tie fees to cost, schedule, and performance results, and define the specific criteria that will be

used to evaluate the contractor against standard performance ratings. Equally important, training
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materials must highlight best practices as they are identified. NASA, for example, has awarded
“multiple incentive-fee” contracts that permit the agency to use objective performance metrics
whenever requirements can be measured objectively and limit the use of subjective criteria to
those requirements whose outcomes cannot be effectively measured objectively.

Finally, our training efforts must be tailored to the needs and skills of the officials who
will be responsible for awarding and managing award fee contracts and making award fee
determinations. For example, fee determining officials typically are program managers who will
benefit from specific training related to establishing and managing an effective award fee plan.
To be most effective, this training must recognize that most program managers do not have a
formal acquisition background but share a common goal with contracting officials to improve

government performance.

Conclusion

As the President’s Memorandum on Government Contracting makes clear, this
Administration places a high priority on strengthening our acquisition system, beginning with
operations where there is clear evidence of both inefficiency and an opportunity for signiﬁéant
improvement. The effective selection of contract type generally, and award fee contracting in
particular, is one such area. When used effectively, award fees provide the type of incentive for
cost control and good performance that agencies must have to address the requirements of our
taxpayers. Unfortunately, there are a number of significant weaknesses with our current rules
and practices. We must work aggressively to change them and create an environment that
encourages continual improvement. Recently issued OMB guidance to implement the
President’s Memorandum should help to facilitate expeditious adoption of imp;oved award fee
practices. Under OMB’s guidance, each agency is required to develop an acquisition savings
plan. Early adoption of these practices can help agencies achieve their savings targets.

We look forward to working with this Subcommittee in improving the use of award fee
contracts and strengthening our acquisition system. This concludes my prepared remarks. [ am

happy to answer any questions you might have.
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Mr. Chairman and Members of the Subcommittee:

1 am pleased to be here today to discuss our recent work for this
subcommittee on the use of award fee contracts. An award fee is an
amount of money that a contractor may eamn in whole or in part by
meeting or exceeding subjective criteria stated in an award fee plan.
Typically the criteria are related to quality, technical ingenuity, cost-
effective i, program t, and other unquantifiable
areas. From fiscal year 2004 through fiscal year 2008, agencies spent over
$300 billion on contracts which include award fees. While many agencies
use award fee contracts, over 95 percent of the government’s spending
using this contract type in fiscal year 2008 occurred at five: the
departments of Defense (DOD), Energy (DOE), Heaith and Human
Services (HHS), and Homeland Security (DHS) and the National
Aeronautics and Space Administration (NASA). In December 2007, the
Office of Management and Budget's (OMB) Office of Federal Procurement
Policy issued guidance to chief acquisition officers and procurement
executives across the government that echoed several recommendations
we made in 2005 on the use of award fees and emphasized positive
practices to be implemented by all agencies.'

My statement today is based on our May 29, 2009, report, Federal
Contracting: Guidance on Award Fees Has Led to Better Practices But is
Not Consistently Applied (GAQ-08-630). Like the report, this statement
addresses how agencies are implementing OMB's guidance. Specifically,
we (1) identified the actions agencies have taken to revise or develop
policies and guidance to reflect OMB guidance on using award fees,

(2) determined the extent to which current practices for using award fee
contracts are consistent with the new guidance, and (3) identified the
extent to which agencies collect and analyze information on award fees to
evaluate their use and share that information within their agencies.

To identify the actions that these five agencies have taken to revise or
develop guidance on the use of award fees, we assessed procurement
policies and discussed planned and implemented policy changes with
procurement officials at each agency. To determine the extent to which
current practices for using award fee contracts are consistent with OMB
guidance, we reviewed data from 645 evaluation periods for 100 contracts

'GAO, Defense Acquisitions: DOD Has Paid Billions in Award and Incentive Fees
Regard of Acquisition On GAO-06-66 (Washington, D.C.; 2005).

Page 1 GAQ-09-839T
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at the five agencies. For DOD and NASA, our scope included contracts
examined in prior GAO work and DOD contracts awarded after policies
were changed that had held at least one award fee period. Where
applicable, we identified the programmatic and monetary effect of
implementing policy changes. For DOE, HHS, and DHS, we selected all
award fee contracts with over $50 million obligated against them from
fiscal year 2004 through fiscal year 2008 as identified in the Federal
Procurement Data System (FPDS). We collected data on the amount of
the award fee available compared to the amount awarded as well as the
criteria used to evaluate contractor performance. We reviewed contract
documents including award fee plans to determine the extent to which the
contracts reflected positive award fee practices identified in our prior
work and OMB guidance. We also interviewed procurement officials at
each agency on efforts to collect data on award fees, evaluate their
effectiveness, and share information on successful strategies.

Qur work for our May 29, 2009, report was conducted from August 2008
through May 2009 in accordance with generally accepted government
auditing standards. Those standards require that we plan and perform the
audit to obtain sufficient and appropriate evidence to provide a reasonable
basis for our findings and conclusions based on our audit objectives. We
believe that the evidence obtained provides a reasonable basis for our
findings and conclusions based on our audit objectives. More detailed
information on our scope and methodology appears in our 2009 report.

OMB's Guidance Is
Not Consistently
Addressed at All
Agencies

In December 2007, the OMB Office of Federal Procurement Policy issued
guidance to chief acquisition officers and senior procurement executives
to review and update their acquisition policies on the appropriate use of
incentive fee contracts, which include award fee contracts, The guidance
highlighted preferred practices including: (1) linking award fees to
acquisition outcomes, such as cost, schedule, and performance resuits;

(2) limiting the use of rollover’ to exceptional circumstances defined by
agency policies; (3) designing evaluation factors that motivate excellent
contractor performance by making clear distinctions between satisfactory
and excellent performance; and (4) prohibiting payments for contractor
performance that is judged to be unsatisfactory or does not meet the basic

% Rollover is a practice in which unearned award fee is moved from one evalvation period
0 a subsequent evaluation period or periods, thus providing the contractor an additional
opportunity to earn previously unearned fee,

Page 2 GAO-09-839T
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requirements of the contract.’ Further, OMB asked agencies to obtain and
share practices in using award fees through an existing Web-based
resource. The OMB guidance was developed based on award fee problems
that had been identified by GAO and which DOD and NASA had begun to
address. The following shows how OMB'’s guidance is reflected in
guidance provided by each agency:

In response to GAO recommendations in 2005° and subsequent legislation,”
DOD issued guidance in 2006 and 2007 that states it is imperative that
award fees are linked to desired outcomes, that the practice of rolling over
unearned award fees should be limited to exceptional circumstances, that
award fees must be commensurate with contractor performance, and that
performance that is unsatisfactory is not entitled to any award fee. It also
states that satisfactory performance should earn considerably less than
excellent performance; otherwise, the motivation to achieve excellence is
negated.

While NASA’s Award Fee Guide already addressed the four issues, our
previous work found that NASA did not consistently implement key
aspects of its guidance on major award fee contracts.® In response to our
findings, a June 2007 NASA policy update reemphasized these policies to
contracting staff and added a requirement that contracting officers include
documented cost-benefit analysis when using an award fee contract.

DOE has supplemental guidance to the Federal Acquisition Regulation
(FAR) that outlines how award fees should be considered and in
September 2008 created implementing guidance specific to management
and operations contracts that links award fees to acquisition outcomes
and limits the use of rollover, However, DOE's departmental guidance
does not clearly define the standards of performance for each rating
category or prevent payment of fees for unsatisfactory performance.
Divisions of DOE have developed their own standards and methods of
evaluation which vary in their consistency with the OMB guidance.

# Other guid in OMB's guid; memo included performing a cost-benefit analysi
before using incentive fees and ensuring that plans had clear definitions on how
contractors would be evaluated, the levels of performance used to judge them, and specific
criteria on how to achieve those levels.

CGAODE-66.

® The John Warner National Defense Authorization Act for Fiscal Year 2007. Pub. L. No.
109-364, § 814 (2008).

S GAD-07-78, NASA Procurement: Use of Award Fees for Achieving Program Outcomes
Should Be Improved, GAO-07-58 (Washington, D.C.: 2007).

Page 8 GAO-09-839T
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DHS provides guidance on award fees in its acquisition manual, but does
not fully address the issues in the OMB guidance. The DHS guidance
requires award fee plans to include criteria related (at a minimum) to cost,
schedule, and performance and establishes that award fees are to be
earned for successful outcomes and that no award fee may be earned
against criteria that are ranked below “successful” or “satisfactory.”
However, the manual does not describe standards or definitions for
determining various levels of performance or include any limitation on the
use of rollover.

HHS officials did not have guidance specific to the use of award fees and
were not aware of any such guidance at their operational divisions.
QOfficials told us that they relied on the FAR for guidance on using award
fees. However, contracting officials at HHS operational divisions noted a
need for better guidance and told us that the FAR did not provide the level
of detail needed to execute an award fee contract. As a result, contracting
officers at these operational divisions have developed approaches to
award fee contracts which vary in their degree of consistency with OMB’s
guidance.

The National Defense Authorization Act for Fiscal Year 2009" directed that
the FAR be amended by the middle of October 2009 to expand the
requirements placed on DOD in 2007 to all executive agencies.” A working
group including representatives from these agencies is reviewing and
updating the FAR. DOD officials also told us that they are developing
supplemental guidance on award fees, but will wait until the FAR working
group completes its work before finalizing the guidance.

Agency Practices Are
Not Always
Consistent with OMB
Guidance

By implementing the revised guidance, some DOD components reduced
costs and improved management of award fee contracts. Potential changes
at NASA —such as documented cost-benefit analyses—are too recent for
their full effects to be judged. At DOE, DHS, and HHS, individual
contracting offices have developed their own approaches to executing
award fee contracts which are not always consistent with the principles in
the OMB guidance or between offices within these departments.

Use of Rollover: Guidance from DOD, DOE, and OMB states that
allowing contractors a second chance at unearned fees should be limited

” The Duncan Hunter National Defense Authorization for Fiscal Year 2009, Pub. L. No. 110-
417 §. 867 (2008).

® Pub. L. No. 109-364, § 814 (2006).

Page 4 GAOQ-08-839T
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to exceptional circumstances and should require high-level approval.
NASA guidance does not allow rollover. Allowing contractors an
opportunity to obtain previously unearned fees reduces the motivation of
the incentive in the original award fee period. In almost ail of the 50 DOD
contracts we reviewed, rollover is now the exception and not the rule,
While in 2005 we found that 52 percent of all DOD programs rolled over
fee, only 4 percent of the programs in our sample continue this practice.
We reviewed active contracts from our 2005 sample and found that
eliminating rollover will save DOD more than an estimated $450 million on
8 programs from April 2006 through October 2010. However, with the
exception of NASA where rollover is not allowed, we found instances at
each agency, where rollover was allowed, at times, for 100 percent of the
unearned fee.

Linking Fees to Qutcomes: OMB’s guidance indicates that award fees
should be used to achieve specific performance objectives established
prior to contract award, such as delivering products and services on time,
within cost, and with promised performance; and must be tied to
demonstrated results, as opposed to effort. Contracting officers and
program managers across all five agencies said award fee contracts could
benefit from objective targets that equate to a specific amount of the fee.
While the combination of award fee contracts which evaluate subjective
criteria and incentive contracts which evaluate objective targets was the
preferred approach of several officials, there is no guidance on how to
balance or combine these contract types. The effective use of subjective
criteria requires that they be accompanied by definitions and
measurements of their own to ensure they are linked to outcomes rather
than processes or efforts. DOD's Joint Strike Fighter is one program that
has incorporated more discrete criteria. In comparing periods before and
after the application of these criteria, the contractor has consistently
scored lower in the performance areas than in previous periods where less
defined criteria were applied. We estimate that the more accurate
assessment of contractor performance has saved almost $29 million in less
than 2 years of the policy change. However, contracts do not always use
criteria that are linked to outcomes. For example, an HHS contract for call
center services awarded a portion of the fees based on results, such as
response times, but also included criteria based more on efforts, such as
requiring the contractor to ensure that staffing levels were appropriate for
forecasted volumes during hours of operation, rather than measuring
results.

Using Evaluation Factors to Motivate Excellent Performance: The
amount of the fee established for satisfactory performance or meeting
contract requirements generally awards the contractor for providing the
minimum effort acceptable to the government. Programs used a broad
range in setting the amount of the fee available for satisfactory

Page 5 GAO-08-833T
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performance, but many left little to motivate excellent performance. For
example, DOE’s Office of Science uses a model that sets the amount of the
fee able to be earned for meeting expectations at 91 percent, thus leaving 9
percent to motivate performance that exceeds expectations, In contrast, in
an HHS contract for management, operation, professional, technical, and
support services, the contractor earns 35 percent of the award fee for
satisfactory performance, leaving 65 percent of the fee to motivate
excellent performance. DOD and NASA are the only agencies we reviewed
that provide guidance on the amount of the fee to be paid for satisfactory
performance, up to 50 percent and 70 percent respectively. However, not
all DOD programs have followed this guidance. For example, a DOD
Missile Defense Agency (MDA) contract signed in December 2007 awards
the contractor up to 84 percent of the award fee pool for satisfactory
performance, which the agency defines as meeting most of the
requirements of the contract. This leaves only 16 percent of the award fee
pool to motivate performance that fully meets contract requirements or is
considered above satisfactory.

Payments for Unsatisfactory Performance: DOD, NASA, and OMB
have stated that performance not meeting contract requirements or judged
to be unsatisfactory merits no award fee. However, while the median
award fee scores indicate satisfaction with the results of the contract,
programs we reviewed continue to use evaluation tools that could allow
for contractors to earn award fees without performing at a level that is
acceptable to the government under the terms of the contract. For
example, an HHS contract for Medicare claims processing rates contractor
performance on a point scale, from 0 to 100, where the contractor can
receive up to 49 percent of the fee for unsatisfactory performance and up
to 79 percent for satisfactory performance (defined as meeting contract
requirements). The National Nuclear Safety Administration, a separate
agency within DOE, uses a tool that prohibits payments for unsatisfactory
performance while the evaluation method used by DOE’s Office of Science
allows a contractor to earn up to 84 percent of the award fee for
performance that is defined as not meeting expectations. Further, current
award fee plans for some programs using the Office of Science lab
appraisal process allow for an award fee to be earned at the “C" level,
which guidance defines as performance in which “a number of
expectations ... are not met and/or a number of other deficiencies are
identified” with potentially negative irnpacts to the lab and mission.
According to Office of Science guidance, as much as 38 percent of the fee
can be earned for objectives that fall in this category.

Page 6 GAD-09-839T
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Agencies Do Not Have
Methods for
Evaluating Award Fee
Effectiveness in
Improving Contractor
Performance

While programs have paid more than $6 billion in award fees for the 100
contracts we reviewed, none of the five agencies has developed methods
for evaluating the effectiveness of an award fee as a tool for improving
contractor performance. Instead, program officials noted that the
effectiveness of a contract is evident in the contractor’'s ability to meet the
overall goals of the program and respond to the priorities established for a
particular award fee period. However, officials were not able to identify
the extent to which successful outcomes were attributable to incentives
provided by award fees versus external factors such as a contractor’s
interest in maintaining a good reputation. When asked how they would
respond to a requirement to evaluate the effectiveness of an award fee,
officials told us that they would have difficulty developing performance
measures that would be comparable across programs.

Of the five agencies we reviewed, only DOD collects data on award fee
contracts. In 2006, legislation required DOD to develop guidance on the
use of award fees that included ensuring that the department collects
relevant data on award and incentive fees paid to contractors and that it
has mechanisms in place to evaluate such data on a regular basis.* DOD
has collected and analyzed data and provided that analysis to Congress
and the Senior Procurement Executives of the military services and other
DOD agencies. However, DOD does not have performance measures to
evaluate the effectiveness of award fees as a tool for improving contractor
performance and achieving desired program outcomes. DOD’s data
collected on objective efficiencies include cost and schedule measures but
do not reflect any consideration of the circumstances that affected
performance, a critical element in determining award fees:

While DOD has established an award fee community of practice through
its Defense Acquisition University, most information regarding successful
strategies for using award fees is shared through informal networks.
Contracting officers at DOD, DOE, DHS, and HHS were unaware of any
formal networks or resources for sharing best practices, lessons learned,
or other strategies for using award fee contracts, and said they rely on
informal networks or existing guidance from other agencies. However,
within agencies, procurement executives are beginning to review award
fee criteria across programs for consistency and successful strategies.

® Pub. L. No. 100-364, § 814 (2006).
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Concluding
Observations and
Prior
Recommendations for
Executive Action

Award fee contracts can motivate contractor performance when certain
principles are applied. Linking fees to acquisition outcomes ensures that
the fee being paid is directly related to the quality, timeliness, and cost of
what the government is receiving. Limiting the opportunity for contractors
to have a second chance at earning a previously unearned fee maximizes
the incentive during an award fee period. Additionally, the amount of the
fee earned should be commensurate with contractor performance based
on evaluation factors designed to motivate excellent performance.
Further, no fee should be paid for performance that is judged to be
unsatisfactory or does not meet contract requirements. While DOD has
realized benefits from applying these principles to some contracts, these
principles have not been established fully in guidance at DOE, DHS, and
HHS. Having guidance is not enough, however, unless it is consistently
implemented. Further, the lack of methods to evaluate effectiveness and
promote information sharing among and within agencies has created an
atmosphere in which agencies are unaware of whether these contracts are
being used effectively and one in which poor practices can go unnoticed
and positive practices can be isolated.

In our report, we recoramended that DOE, HHS, and DHS update or
develop implementing guidance on using award fees. This guidance should
provide instructions and definitions on developing criteria to link award
fees to acquisition outcomes, using an award fee in combination with
incentive fees, rolling over unearned fees, establishing evaluation factors
to motivate contractors toward excellent performance, and prohibiting
payments of award fees for unsatisfactory performance. To expand upon
improvements made, we recommended that DOD promote consistent
application of existing guidance, including reviewing contracts awarded
before the guidance was in effect for opportunities to apply it, and provide
guidance on using an award fee in combination with incentive fees to
maximize the effectiveness of subjective and objective criteria. We also
recomumended that the five agencies establish an interagency working
group to (1) identify how best to evaluate the effectiveness of award fees
as a tool for improving contractor performance and achieving desired
program outcomes and (2) develop methods for sharing information on
successful strategies. The agencies concurred with our recommendations
and noted that both the FAR working group and an interagency working
group could be potential mechanisms for implementing our
recommendations,

Page 8 GAO-09-839T
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Mr. Chairman, this concludes my statement. I would be pleased to respond
to any questions you or other Members of the Subcommittee may have.

For questions regarding this statement, please contact John P. Hutton at
(202) 512-4841 or at huttonj@gao.gov. Individuals making contributions to
this testimony include Thomas Denomme, Assistant Director, Kevin Heingz,
John Krump, and Robert Swierczek.
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INTRODUCTION

Chairman Carper, Ranking Member McCain, Members of the Subcommittee: My
name is Shay Assad and I am the Director of Defense Procurement and Acquisition
Policy. Iam also presently serving as the Acting Deputy Under Secretary of Defense for
Acquisition and Technology, in the Office of the Under Secretary of Defense for
Acquisition, Technology, and Logistics (AT&L).

After serving tours on board two Navy destroyers, I began my career in acquisition
thirty-two years ago as a Naval Procurement Officer at the Naval Sea Systems Command.
I left the Navy in 1978 and joined the Raytheon Company. Over my twenty-two year
career at Raytheon I held a variety of contracting and operational positions ultimately
serving as a corporate Vice President, a Senior Vice President, and finally, as Corporate
Executive Vice President and Chairman and Chief Executive Officer of one of its major
subsidiaries. I retired from Raytheon in July 2000.

In 2004, I entered Government service as the senior civilian contracting official
for the U.S. Marine Corps. In April 2006, I was promoted to serve as the Director of
Defense Procurement and Acquisition Policy.

DISCUSSION

1 want to thank you for the opportunity to appear before you and to participate in
today’s discussion examining whether federal agencies are effectively using cost-plus-
award-fee contracts to successfully incentivize contractor performance. The Department
recognizes it is important to both the war fighters and taxpayers that we use the

appropriate contracting incentive arrangements to effectively motivate contractors to
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deliver systems that work well and provide services that meet or exceed our performance
expectations.

Over the past few years, there has been a real sea change in the way award fee
contracts are employed. Spurred on by the Government Accountability Office report
published in December 2005 as requested by Senator Ensign and Senator Akaka, we have
made the necessary improvements to our award fee practices and have realized
significant savings as a result. We have implemented the statutory provisions enacted by
the Congress which require award fee contracts: to link fees to acquisition outcomes; to
define the circumstances and standards for paying out award fees based on contract
performance; and to ensure no award fee is paid for contractor performance that is less
than satisfactory. We seek to align the contractor’s profitability with their performance.
As Secretary Gates testified earlier this year before the Senate Armed Services
Committee, “we must... write contracts that incentivize proper behavior.” To the extent
we continue to use cost plus award fee contracts, we are now focused on outcomes and
results and not process indicators.

The Department has instituted significant policy changes to provide that award
and incentive fees paid are commensurate with contract performance. In March 2006,
my office prepared and the Deputy Under Secretary for Acquisition and Technology
issued a policy memorandum that made it an imperative that award fee criteria be linked
to desired program outcomes. In that memorandum, the practice of rolling over unearned
award fees to subsequent evaluation periods was also restricted. In April 2007, I issued

policy guidance requiring the use of objective criteria, whenever possible, to measure
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contract performance. The April 2007 policy guidance mandated that for new contracts,
an “unsatisfactory” contractor performance rating must correspond with a determination
that no award fee is earned for a given evaluation period.

These policy changes provide safeguards to ensure that award fees are properly
linked to acquisition outcomes. One important safeguard is the requirement we
established that all cost-plus-award-fee contracts must be justified by a determination and
finding (D&F) signed by the Head of the Contracting Activity (HHCA). By elevating the
approval to this level, we ensure the senior leadership have thoughtfully considered what
should be selective use of cost-plus award fee arrangements. We maintain visibility as to
the number of significant cost-plus-award-fee contracts in the Department by requiring
Acquisition Category (ACAT) I programs to provide my office with copies of all such
determination and findings on a quarterly basis. Senior Procurement Executives of the
Military Departments and Other Defense Agencies are responsible for establishing the
level of reporting for non ACAT I contracts within their organizations.

In addition to the aforementioned changes, we continue to refine our award and
incentive fee policies and procedures. Currently, there are both Federal Acquisition
Regulation (FAR) and Department of Defense FAR Supplement (DFARS) cases in
process to codify these changes. In addition, we have drafted an Award Fee Guide to
provide contracting officers and program officials with a reference for best practices.
This guide will reinforce the fact that DoD policy requires objective criteria be used

whenever possible to measure contractor performance.
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In February 2009, the Department published two papers from the Institute for
Defense Analyses (IDA) examining Defense Department Policies on profit, contract
incentives and finance and their effects on contract outcomes. The results of these
studies found that contractor methods of managing performance, schedule and cost under
contracts seem fo be indirectly influenced by changes in fee. The Institute did find
indirect evidence that incentive contracts appear to limit cost growth. The IDA study
concluded that the Department’s new polices on award fees, “add significant controls to
award fee management while maintaining the present level of program management
influence over the contractor. Furthermore, they appear to address the majority of the
GAO concerns. The study group found that these policy changes should be given enough
time to have an effect on the cost plus award fee process before further changes are
made.”

In May of this year, I hosted a contract pricing conference which was attended by
300 acquisition professionals representing all the military departments and major Defense
agencies, including 80 different DoD organizations and nine civilian agencies. This
conference provided an excellent opportunity to share best practices and convey the
vision we have regarding the appropriate use of incentive and award fee arrangements.
We shared with the attendees the findings of the IDA studies.

The Department has incorporated into the acquisition strategy approval process
and in its Peer Reviews, the requirement for a thorough review of incentive
arrangements, particularly award fee criteria. In the pre-award time frame, we look to

ensure acquisition strategies are structured such that objective criteria will be utilized,
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whenever possible, to measure contract performance. In fact, most pre-award Peer
Review teams begin by engaging with the program manager to understand the key
measures of success to ensure the appropriate incentives are built into the contract. Inthe
post award time frame, our Peer Review teams look to ensure award or incentive fees
paid were consistent with DoD award fee policy or, in the case of legacy programs whose
contracts preceded the recent award fee guidance, had corrective action plans in place to
address past inconsistencies.

For example, in one recent post-award Peer Review, the Peer Review team
recommended that the program office establish agreed-to objective measures whenever
possible, before each evaluation period. The team suggested the agreed-to plan should
stipulate what rating the contractor would earn if it were able to exceed requirements,
deliver ahead of schedule or reduce costs. Another recent post-award Peer Review
observed that the program has essentially discontinued the use of award fee despite the
fact it remains an available avenue under an indefinite delivery/indefinite quantity (IDIQ)
task order contract. That particular team cited a desire to avoid the burden of
administering an award fee process.

In addition, we have established a data collection process that enables us to
regularly monitor amounts paid to contractors to ensure the amounts paid are
commensurate with performance. In addition to regular reviews conducted by my office,
the Senior Procurement Executives of the Military Departments and Other Defense

Agencies are developing written policies and procedures for evaluating the effectiveness
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of award and incentive fees. The various levels of review will enable us to continuously
improve our management of award and incentive fee contracts.

Given the acquisition lead times associated with major programs, it is too early to
adequately assess the impact of the March 2006 and April 2007 policy changes, since the
first contracts covered by the new policy are just beginning to go through their first award
fee review cycle. However, the findings from the Department’s analysis of 2007 award
and incentive fee data that was submitted to the Congress in November 2008, are
instructive in that they serve as a baseline. Our analysis of the 2007 award fee data
showed a link between cost and schedule efficiencies and fees. As we continue our
award fee data collection going forward, we will monitor the data to ensure there is this
correlation.

The Department is trending away from the use of pure award fee contracts and
seeking instead, to use incentive fee contracts or contracts that include a mixture of
incentive and award fees. In our analysis of the 2007 and 2008 award fee data we have
collected (on incentive fee contracts greater than $50 million), there were only 30 new
award fee contracts awarded in 2007 and 10 awarded in 2008. In contrast, between 2004
and 2006, 65 award fee contracts were awarded, on average, each year. In those limited
cases where cost plus award fee contracts are appropriate, i.e. where only subjective
evaluation criteria are possible or where it is not feasible to have pre-determined
objective criteria before award, award fees must be linked to desired program outcomes.

Finally, we were pleased that the GAO acknowledged in their May 2009 report the

progress the Department has made in this area, but, in our view, there is much more work
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to be done. The report concludes, “where the revised policies have been applied, the
results have been hundreds of millions of dollars in cost savings and better use of
government funds™ and estimates that Department will save over $450 million through
fiscal year 2010. The Department agreed with the recommendations contained in this
report to promote the application of existing guidance and expand upon improvements
made in the use of award fees. Also, as noted in this report, the policy changes that have
been adopted have required a change in culture on both the government’s and the
contractor’s part. We will hold contractors accountable for performance deficiencies and
I am confident that our increased emphasis on the use of objective criteria, where

practical, will result in a much closer link between award fees and acquisition outcomes.

SUMMARY
Again, thank you for the opportunity to address the use of cost-plus-award fee
contracts. I look forward to working with you and keeping you apprised of the
Department’s progress in developing meaningful ways to evaluate the effectiveness of
incentive arrangements to achieve the desired levels of contract performance. I would be

happy to address any questions that you may have. Thank you.
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United States Senate

Thank you for the opportunity to testify before the Senate Subcommittee on Federal Financial
Management, Government Information, Federal Services, and International Security
regarding NASA’s use of cost-plus award fee contracts to incentivize excellent contractor
performance.

NASA is unlike most civilian agencies. NASA programs and projects, whether going to the
Moon, looking back at Earth, or making aircraft safer, have one thing in common: they are high
risk. That is really the core of NASA’s mission: doing things that have never been done before.
There are many challenges involved in high-risk programs. They require more than special
hardware or design. These programs require high-risk contracting. Every new concept fora
space craft, a satellite, or rover comes to life through high-risk contracting. Actually, these
programs derive from high-risk acquisitions, because more than contracting is involved, including
an entire team of project managers and contract specialists. High-risk missions are always a
challenge and award fee contracts, when used effectively, can assist in meeting the challenge of
these high risk contracts.

NASA has been proactive in implementing award fee contracting policies consistent with the
Office of Management Budget (OMB) Office of Federal Procurement Policy (OFPP)
memorandum dated December 4, 2007, entitled, “Appropriate Use of Incentive Contracts,” and
the requirements set forth in the FY 2009 National Defense Authorization Act (NDAA), Section
867, entitled, “Linking of Award and Incentive Fees to Acquisition Outcomes,” as outlined
below.

NASA awarded 62 percent of all contracts as award fee contracts in FY 2008 (see NASA Annual
Procurement Report for FY 2008). These award fee contracts are not considered “bonuses.”
Award fee contracts are used by the Agency for those efforts where key elements of performance
cannot be objectively measured. In this situation, most elements of contractor performance can
only be evaluated using subjective criteria. Under an award fee contract, an available award fee
pool is negotiated and included in the contract. Criteria for contract performance are included in
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the contract via an award fee incentive plan, and the contractor is then judged on how well it
performs in relation to those criteria in order to earn any award fee.

The actual award fee earned by the contractor is determined by the Government's assessment of
the contractor’s performance in the areas of cost, schedule, and technical performance that is
delineated in the award fee criteria, A Performance Evaluation Board is appointed with the
primary responsibility of conducting periodic evaluations of the contractor’s performance, as well
as submitting an evaluation report to the Fee Determining Official (FDO) that delineates the
board’s findings and recommended changes, if any, to the award fee evaluation plan. The FDO is
responsible for determining the award fee earned and payable for each evaluation period as
addressed in the contract. In addition, one or more performance monitors may be assigned with
responsibility for monitoring and evaluating contractor performance. The contractor can earn any
amount of award fee, from all of the award fee pool to none of it. Under NASA procurement
policy, a contractor will not be paid any award fee or base fee for less than satisfactory overall
performance.

Determining Appropriate Contract Type

NASA'’s approach to contract type selection is to match the unique circumstances of the
procurement with the appropriate contract type. The majority of NASA’s procurements are for
complicated Research and Development (R&D) efforts that involve complex requirements where
the likelihood of change makes it difficult to estimate performance costs in advance. In addition,
these R&D efforts involve state of the art technologies that often have a high degree of technical
risk associated with them.

In this R&D procurement environment, contractors are not able to adequately forecast and
propose a reasonable fixed price. Given complex requirements, significant technical risk, and
cost uncertainty; a cost-reimbursement type contract is appropriate. Use of fixed price type
contracts under these circumstances would also invariably result in contractors proposing
significantly higher prices to compensate for the high risk. A key benefit in using cost-
reimbursement contracts is that they offer significantly more flexibility for making changes or
adjustments to contract requirements that become more refined as a result of progress on
development work, in particular under a contracted R&D activity. This flexibility mitigates the
likelihood of increased contractor claims, and the ongoing cost of their resolution, which could be
expected with the use of fixed price contract vehicles for this kind of work.

In order to mitigate the Government’s risk under cost reimbursement type contracts, NASA
utilizes incentive arrangements; such as award fee incentives, performance fee incentives, cost
incentives, and schedule incentives with our cost contracts. Consistent with the OMB/OFPP
memorandum on the use of incentive contracts, NASA's policies require preparation of a
cost/risk benefit analysis showing that the additional costs of administering an award fee contract
are more than offset by the expected benefits as part of the approval process to use an award fee
contract.

Linking Incentive Fees to Acquisition Outcomes
In compliance with the OMB/OFPP memorandum on the use of incentive contracts as well as

section 867 of the 2009 NDAA, NASA'’s procurement policies require that award fee incentive
arrangements contain clear, unambiguous, and measurable evaluation criteria that are linked to



73

the cost, schedule, and technical performance requirements of the contract. The linking of award
fee evaluation criterion to acquisition outcomes ensures that the contractor has a distinct incentive
to control costs and produce a high quality item in a timely fashion.

Establish Standards for Contractors to Earn Award Fee

Both the OMB/OFPP memorandum on the use of incentive contracts as well as section 867 of the
2009 NDAA provided guidance relative to the establishment of standards for determining the
percentage of award fee, if any, which contractors should be paid for performance that is judged
to be excellent, good, or satisfactory. NASA’s procurement policy has expressly established a
standard award fee rating system that is required to be used on all NASA award fee contracts.
NASA utilizes a five tier adjectival award fee rating system (i.e. excellent, very good, good,
satisfactory, and unsatisfactory) with an associated description of what these adjectival ratings
mean and how much award fee the contractor can eam for a given adjectival rating. The
adjectival rating descriptions were crafted so as to require that the contractor meet the overall
cost, schedule, and technical performance requirements of the contract as defined and measured
against the criteria in the contract’s award fee plan. These adjectival rating descriptions ensure
that the contractor must exceed all the factors of the award fee plan criteria to earn the maximum
available award fee. The percentages relative to the amount of award fee available to be earned
associated with these adjectival ratings clearly reflect that no award fee can be earned for
unsatisfactory performance while a larger percentage of award fee can be earned for excellent
performance. NASA award fee policy is consistent with the OMB/OFPP memorandum on the
use of incentive contracts as well as section 867 of the 2009 NDAA in that no award fee will be
given to a contractor when performance is judged to be unsatisfactory.

Establish Guidance relative to Roll Over of Unearned Award Fee

The process of transferring unearned award fee, which the contractor had an opportunity to eamn, from
one evaluation period to a subsequent evaluation period, thus allowing the contractor an additional
opportunity to earn that unearned award fee is termed a “roll over of uneamed award fee”. The
OMB/OFPP memorandum on the use of incentive contracts stated that the roll over of unearned award
fee amounts “is not the preferred method for incentivizing the contractor to perform above satisfactorily
and should be permitted on a limited basis and require prior approval of the appropriate agency
official.”

Contractors must be held accountable for substandard performance. The roll over of unearned award
fee allows the contractor the opportunity to earn award fee that has already been lost due to poor
performance, thereby effectively removing the incentive to improve performance. NASA’s
procurement policy prohibits the use of the roll over of unearned award fee because this practice
diminishes the effectiveness of the award fee rating given for each specific evaluation period.

Collecting/Analyzing Award Fee Data

NASA has implemented tracking of award fee as part of the Baseline Performance Review (BPR)
process. The BPR is an independent, monthly assessment of selected NASA programs/projects
that informs senior leadership of the contractor’s performance under these efforts as measured
against the approved baseline for these acquisitions. As part of this review, award fee ratings on
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selected programs/projects are reported and discussed relative to the contractor’s current
performance level.

Measuring Effectiveness of Award Fee Contracts

Section 867 of the FY 2009 NDAA requires that agencies “include performance measures to
evaluate the effectiveness of award and incentive fees as a tool for improving contractor
performance and achieving desired program outcomes.” NASA understands that a Federal
Acquisition Regulation (FAR) rule change is in process to implement this requirement.
Furthermore, the GAO report, GAO-09-630, entitled “Guidance on Award Fees Has Led to Better
Practices but Is Not Consistently Applied,” recommended the establishment of an interagency
working group to determine how best to evaluate the effectiveness of award fees as a tool for
improving contractor performance and achieving desired outcomes as well as developing
methods for sharing information on successful strategies. NASA concurs with this
recommendation and is actively participating on this interagency working group and looking
forward to implementing the eventual recommendations from this group. The working group
membership includes Federal agencies such as NASA, the Department of Defense, Department of
Homeland Security, Office of Federal Procurement Policy, Department of Health and Human
Services, Department of Energy, and the Government Accountability Office.

Again, thank you for the opportunity to appear before this Subcommittee today. I would be
pleased to respond to any questions that you may have.
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Chairman Carper, Ranking Member McCain, and Members of the Subcommittee, thank
you for this opportunity to appear before you to discuss the Department of Homeland
Security’s (DHS) contracting program and, in particular, its use of award fee contracts.
As the Acting Chief Procurement Officer for the DHS, [ am the lead executive responsible
for the management, administration and oversight of the Department's acquisition programs.
In that capacity, I oversee and support ten procurement offices within DHS. The Office of
the Chief Procurement Officer (OCPO) provides the infrastructure and establishes the
acquisition policies, procedures, training and workforce initiatives that enable our
acquisition professionals to support the DHS mission while also being good stewards of
taxpayer dollars.

I came to DHS Headquarters in April 2008 as the Deputy Chief Procurement Officer and
have been the Acting Chief Procurement Officer since January 2009, Previously, I served as
the Transportation Security Administration’s (TSA) Assistant Administrator for
Acquisition and Chief Procurement Executive from November 2005 to April 2008,
responsible for an annual $2 billion acquisition program. Before joining TSA in
December 2002, I was a Contracting Officer for the Department of Defense's Naval Sea
Systems Command, where I led contracting efforts associated with numerous major
weapon systems acquisition programs.
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DHS Acquisition Program Overview

Since it was established, the OCPO’s mission, in conjunction with the respective
contracting offices, has been to provide the needed products and services to meet the
DHS mission, and to do so in a way that represents sound business and demonstrates that
we are good stewards of the taxpayers’ dollars. In order to achieve this mission, we have
focused on our people and our processes. We recognize the need to have qualified
professionals who are trained and certified to perform their respective duties in an
increasingly complex regulatory and policy environment. We have made significant
strides in creating an acquisition workforce program that is focused on recruiting,
training, and retaining a cadre of acquisition professionals in multiple disciplines. We
also recognized the need for sound business policy and published the Homeland Security
Acquisition Regulation (HSAR) and Homeland Security Acquisition Manual (HSAM).
We have instituted disciplined processes that have established internal controls for our
investments through the creation of Acquisition Oversight and Governance programs. In
addition to ensuring that DHS components comply with both Departmental and federal
procurement policies and regulations, the OCPO issues a broad range of policy and
guidance that define the contracting framework for the DHS contracting community.

As the Department has matured and defined its mission, the acquisition of products and
services has been essential to successfully securing our nation. The requirements have
been complex and diverse, including infrastructure needs, security equipment, aircraft
and ships, facilities, and emerging technologies. The threats we face are variable, and as
a result, the acquisition program must be able to adapt and identify a variety of solutions.
Similarly, the contracting officers must assess each procurement requirement and
determine the appropriate type of contract. Based on various factors, including the
complexity of the required product or service, the contracting officer selects a contract
type that recognizes the performance risk and motivates the contractor to successfully
meet the contract’s objectives. The objectives can vary depending on the program’s
needs, but may include cost, schedule, performance, or a combination of these factors.

Procurement Policy at DHS

One of the CPO’s priorities is “Quality Contracting™ which is focused on making sound
business decisions and agreements that enable us to accomplish our critical mission.
Within the OCPO, we are developing, implementing, and continuously refining a policy
and oversight framework that will facilitate the Department’s ability to achieve this
objective. The Office of the Chief Procurement Officer includes a Policy and Legislation
Branch, which is responsible for the development and establishment of procurement
policy for the operational DHS contracting activities. This office originally published the
Homeland Security Acquisition Regulation and the Homeland Security Acquisition
Manual in 2003 and has continued to update these documents to reflect current statutory,
regulatory, Office of Federal Procurement Policy (OFPP), and internal DHS mandates.
These two documents provide the foundation for procurement policy that is adhered to by
each of the ten contracting organizations. Additionally, this office issues guidance,
templates, and advisories to support the operational contracting offices. The Policy and
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Legislation Branch also participates in federal procurement policy making through its
participation on various committees, including the Civilian Agency Acquisition Council
(CAAC), and the Interagency Suspension & Debarment Committee, as well as two OFPP
working groups directly addressing the subject of today’s hearing, the Contract Type
Working Group and the Incentive Contracting Working Group,

Based on this policy framework, DHS contracts are awarded in compliance with the
Federal Acquisition Regulation (FAR), DHS’s FAR supplement, the HSAR, and its
companion for DHS internal guidance, the HSAM.

Developing and issuing policy is not effective unless the workforce is aware and
understands the implementing guidance. We accomplish this through a multi-layer
approach, including a policy working group, communications to the contracting
community, and through discussions at Head of Contracting Activity (HCA) Council
meetings. Policy is initially developed in coordination with representatives from the
various contracting organizations and ultimately issued by the OCPO. To communicate
new information prior to integration into the HSAR or HSAM as final policy, DHS
utilizes Acquisition Alerts to notify the contracting community of current and upcoming
topics, such as proposed rule making or OFPP memorandum. For changes to federal
acquisition regulations, OCPO issues Acquisition Regulatory Advisories, which not only
advise the workforce of the FAR changes, but also describe in detail the impact of the
change on DHS’s processes and procedures. Finally, at the monthly HCA Council
meetings, policy issues are discussed among the Department’s procurement leadership to
ensure their further communication within their respective organizations. Additionally,
training is provided on policy changes that are complex or are items of significant
interest. Through these communications and education, the contracting workforce is
prepared to execute contracts that are in compliance with federal regulation and policy.

Award Fee Contracting at DHS

DHS utilizes the full variety of contract types prescribed in the FAR in support of its
diverse acquisition program. The preponderance of our awards is firm-fixed-price; this
includes nearly 70% of the awarded actions and nearly 50% of the dollars. However, not
all requirements are suited to a fixed-price contract. In situations where the desired
outcomes or the ability to estimate the cost to complete the effort is unclear, the
government will use a cost type contract. Under a cost-plus-fixed-fee contract, the
contractor is provided a fixed-fee amount to recognize its best efforts in support of the
program, but provides less incentive as costs increase. In situations where the
government has areas of emphasis for the contractor to focus on, the contracting officer
may select a cost-plus-award-fee contract. For example, in development efforts or in
those instances where it is difficult to determine objective performance measures, award-
fee contracts provide a business strategy that enables the government to identify areas of
emphasis and establish an award fee pool that will motivate the contractor to succeed in
meeting the government’s requirements. In these situations, typically the contract
includes an award fee structure that includes a base fee and an award fee portion that
together comprise the total potential fee to be earned by the contractor. It is important to
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recognize that the base fee is significantly lower than what the fixed-fee would have been
had the contracting officer selected a different contract type. If the government’s
evaluation of the contractor’s performance is positive, a percentage of the award fee pool
will be awarded based on the criteria and respective weightings of the criteria as defined
in the contract’s award fee plan. As aresult, under a properly structured award fee
contract, a contractor that performs significantly above satisfactory may earn at least the
same or perhaps more fee than it would have earned if the contract had only used a fixed
fee structure. Conversely, a contractor that performs below satisfactory will earn only the
base fee, which will be significantly less than what the contractor would have earned if
the contract had a fixed fee structure. The award fee is both a positive and negative
incentive, whereby the contractor may earn slightly more or substantially less than what a
fixed fee contract would have paid if the procurement had lent itself to that type of
business strategy. While less than 10% of the DHS obligated dollars are awarded using
cost-plus-award-fee contracts, they have been used to effectively motivate the contractor
to perform.

With respect to DHS policy on award fee contracts, current HSAR, HSAM, and guidance
are effectively consistent with OFPP guidance. This includes an emphasis on criteria
related to cost, schedule and performance, successful performance, and exception-only
use of rollover. We continue our work with OFPP and the CAAC on all procurement
policy matters, and are closely monitoring the pending FAR changes with respect to
award fee. We will issue an Acquisition Regulatory Advisory and modify our policy and
guidance, as appropriate once the FAR has been revised.

As I mentioned earlier, DHS is committed to awarding quality contracts that deliver
mission capability and represent sound business judgment, including compliance with
federal procurement regulations, policies, and guidance.

Thank you again Mr. Chairman for your interest in and continued support of the DHS
Acquisition Program.

Thank you for the opportunity to testify before the Subcommittee about DHS’s use of
award fee contracts. | am glad to answer any questions you or the Members of the
Subcommittee may have for me.
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Mr. Chairman, and members of the Committee, thank you for the opportunity to come
before you today to present the Department of Energy’s (DOE) views and perspectives
on the recent U.S. Government Accountability Office Report entitled “Federal
Contracting: Guidance on Award Fees Has Led to Better Practices but is Not
Consistently Applied” (GAO-09-630). Iam pleased to be here today to address how the
Department is effectively using cost-plus-award-fee contracts to incentivize excellent

contract performance and how DOE has implemented the Office of Management and

Budget (OMB) December, 2007, guidance on the appropriate use of incentive contracts.

DOE is the largest Federal civilian contracting agency, based on Fiscal Year 2008
contract obligations of approximately $25 billion. A central element of DOE’s
contracting structure is a cadre of special contracts called Management and Operating
contracts, which have their origins in the Manhattan Project and have endured under
DOE and its predecessor agencies. These contracts for the management and operation of
Government-owned national scientific, engineering, and research facilities are unique in

all of Government and require a special and specific authorization by the Secretary of
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Energy. Many of the scientific and research facilities are also DOE Federally Funded
Research and Development Centers, a special designation applied to these facilities
because of their criticality to DOE’s mission. The laboratory contracts for these facilities

were the focus of GAO’s review of DOE,

Because of the broad mission and work scope of each of these contracts, they are, by
design, cost-reimbursement contracts. DOE Program Offices responsible for overseeing
the work performed under these contracts use an annual work authorization process to
identify and authorize the execution of specific work and use award fee and other

incentives to motivate high levels of contractor performance.

DOE has a number of other special contracts, called major site and facility management
contracts, which are also cost-reimbursement type contracts. In these contracts, DOE
relies on appropriately structured award fee incentives and, wherever possible, more
objective incentives to accomplish the contract work. These contracts are primarily for
environmental clean-up and other work in support of DOE’s Office of Environmental
Management. While critical to DOE’s mission, these contracts are not designated as

Management and Operating contracts.

In addition, DOE also awards and administers thousands of other contracts that represent
the full range of fixed-price and cost-reimbursement type contracts for goods and services

typically acquired by most Federal agencies.
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In its study, GAO noted two particularly positive aspects of DOE’s administration of
cost-plus-award-fee contracts. Specifically, GAO concluded that, for two of the four
fundamental practices recommended in the OMB guidance—linking award fees to
acquisition outcomes and limiting the use of rollover—, DOE’s supplemental guidance is

in accordance with OMB’s guidance.

GAO also noted that DOE should strengthen its policy for the other two practices OMB
recommended-—emphasizing excellent performance and prohibiting payments for
unsatisfactory performance. DOE will address GAO’s concerns immediately. Shortly,
we will issue policy that more strongly emphasizes contractor performance results and
prohibits payments for unsatisfactory performance in language that is unambiguous and

consistent with OMB’s guidance.

DOE’s policy for use of award fee in its major contracts adheres to Federal Acquisition
Regulation (FAR) requirements. There are, however, distinctions between DOE’s
management and operating and site and facilities management contracts and other
contracts, These distinctions are meaningful both in the context of the GAQO’s
conclusions and when compared to the cost-plus-award-fee contracts of other Federal
agencies. One distinction is these are highly complex, long-term, high-dollar value
contracts. DOE’s laboratories are multi-functional institutions pursuing a myriad of
scientific endeavors with thousands of scientists, engineers, and other staff and with
annual budgets in many cases exceeding $500 million. The key distinction for

management and operating contracts is, succinctly, contractors perform a substantial part
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of DOE’s mission, rather than merely supporting the mission. By necessity, DOE’s
award fee plans incentivize the contractor’s performance across the wide range of the
laboratory’s research programs and operations. Thus, when a contractor fails to achieve
better than expected performance in one incentivized area of work, the contractor loses
the award fee associated with that specific portion of the work. However, the contractor
may still earn the award fee available for its performance of the other incentivized
portions of the contract. As a result, a contractor may earn a significant portion of
available award fee for a discrete evaluation period for overall outstanding performance,

even though in some areas performance was less than outstanding,

DOE categorizes all of its cost-reimbursement incentive fee contracts as award fee
contracts unless they are true cost-plus-incentive-fee (CPIF) contracts. Some agencies
limit their definition of award fee contracts to only those with the more traditional
subjective evaluation metrics. DOE policy and practice, in accordance with OMB
guidance, has been to make our contracts more performance based. This has resulted in

many of our award fee contracts having a mix of both objective and subjective incentives.

Some concern has been expressed by the GAO regarding the amount of award fee earned,
expressed as a percent of total available award fee, on DOE’s laboratory contracts (96%
in FY2008). It should be noted that each laboratory’s performance in science is
evaluated regularly by outside peer review. The results of these reviews are taken into
account in the overall evaluation of the laboratories’ performance. This approach to

assessing scientific research conducted by the laboratories has confirmed that the
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country’s premiere scientific resources are providing consistently outstanding
performance and the earned award fees reflect this. While typical award fee contracts
provide available award fees of 7 to 9 percent of the contracts’ estimated costs, DOE’s
Office of Science laboratory contracts provide only 1% on average. This reflects the
unique nature of our laboratory contracts where the quality of research being performed
and the reputation attained are far more important to the laboratories than the fees
available. While some may think the percent of award fee earned by DOE's laboratories
is high, the total award fee amount, as a percent of contract price, is actually substantially

lower than that found in other agencies’ award fee contracts.

In contrast to DOE’s laboratory contracts, our environmental management site and
facility management contracts contain predominantly objective performance-based
incentives and contractors earned less than 92% of the available award fees in FY2008.
Under DOE’s non-management and operating contracts, which are more typical of other
agencies’ award fee contracts, contractors earned an average of 81% of the available
award fees. In the National Nuclear Security Administration, laboratory contractors
earned 70% in FY2008, while production, construction, and site and facility management

contractors earned 90% on average.

In addition, DOE’s agency-specific policy sets out several unique provisions that enhance
the effectiveness of award fee arrangements. One such provision is the “Conditional
Payment of Fee” clause. This clause is a big hammer—it subjects contractors’ receiving

earned fee on the condition that they comply with contract provisions on environmental,
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safety, and health and the safeguarding of information. A contractor that commits a
significant environmental or safety violation, for example, will have its otherwise earned
award fee reduced based on the severity of the violation—regardiess of whether the
activity was covered by the contract’s award fee plan. For the most severe infractions, all
of the contractor’s earned fee will be lost. DOE’s policy also requires the Senior
Procurement Executive to approve, in management and operating contracts, the use of

any base fee or the rollover of any unearned award fee.

DOE’s policy reflects an aggressive implementation of the Government-wide policies to
optimize performance-based contracting approaches and techniques. All of our award fee
management and operating contracts are performance based. Our policy explicitly
recognizes that objective performance measures provide greater incentives for superior
performance than subjective performance measures. At Rocky Flats, for example, the
use of objective performance based incentives was instrumental in the closure of the site

ahead of schedule and below budget.

There is a need for consistency and rigor in the use of award fee, which should
incentivize the contractor to performance excellence. I fully support the GAO’s
recommendation that DOE ensure it has established evalunations factors, definitions of
performance, associated fees, and evaluation scales that motivate excellent performance
and prohibit award fee for unsatisfactory performance. In implementing GAQ's
recommendation, DOE will fine-tune its approach by improving award fee metrics and

rating scales across the Department. We will do this while recognizing our major
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programs’ award fee regimens are tailored to their different mission portfolios and
contract objectives. Using the science award fee program to illustrate, it currently
includes a common structure and scoring system across the ten science national
laboratories. It contains eight performance goals covering Science and Technology and
the conduct of Operations. These goals are comprised of a small number of common
objectives, and performance measures are established and used as key indicators for
determining performance. The scoring system does define the level at which no fee will
be earned, which equates roughly to the “unsatisfactory” rating in GAQ’s parlance. In
implementing GAO’s recommendation, we will ensure the science award fee program
and all other award fee programs use evaluations factors, definitions of performance,

associated fees, and evaluation scales that are clearly congruent with OMB guidance.

There are three salient aspects of Office of Science’s appraisal program that bear
mentioning. The first is that the amount of fee available (only 1% or less in most cases)
is far less than that available in typical award fee contracts. The second is that the Office
of Science program’s expectations are set to incentivize exceptional performance, not just
satisfactory performance). Therefore, it is not appropriate to rate a contractor’s
performance unsatisfactory if any one expectation is not completely met. The third is
that the Office of Science award fee process for its laboratory contracts does not equate
the term "not meeting expectations” with "unsatisfactory performance". Where a
laboratory contractor receives an unsatisfactory rating during an award fee evaluation, the

contractor does not earn fee.
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In closing, the Department’s procurement policy assures it is effectively using cost-plus-
award-fee contracts to incentivize excellent contract performance and is in line with
OMB guidance released in December 2007. We will strengthen that policy by issuing
amplifying guidance that addresses the concems raised by GAO in the specific areas of
choosing the right contract type, defining terms and rating categories, defining standards
of performance for each rating category and the fee paid for meeting the standards, and
ensuring fee is not paid for unsatisfactory performance. We are committed to work with,
and participate in, any interagency working group to be established to determine how best
to evaluate the effectiveness of award fee as a tool for improving contractor performance
and achieving desired program outcomes and to develop methods for sharing information

and successful strategies.

This concludes my formal remarks. I would be happy to respond to your questions.
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Chairman Carper, Senator McCain, members of the Subcommittee, thank you for the
invitation to testify before the subcommittee today on the issue of the effective use of
award fee contracts to incentivize excellent contractor performance.

Introduction

The Professional Services Council (PSC) is the leading national trade association of the
government professional and technical services industry. PSC’s more than 330 member
companies represent small, medium and large businesses that provide federal agencies
with services of all kinds, including information technology, engineering, logistics,
facilities management, operations and maintenance, consuiting, international
development, scientific, social and environmental services, and more. Together, the
association’s members employ hundreds of thousands of Americans in the fifty states.

Mr. Chairman, performance matters. Both government agencies and contractors need to
understand the contractual requirements imposed and the compliance obligations being
undertaken. It is also appropriate to look at the business relationship between the
government and the contractor— including the contract type—to understand the
performance obligations.

Award Fee Contracts

An award fee contract is a contract that provides for a fee consisting of a base amount
(which may be zero) fixed at inception of the contract and an award amount, based on a
judgmental evaluation by the government. A contractor may earn an award fee, in whole
or in part, by meeting or exceeding criteria stated in the award fee plan that details the
implementing procedures and the methodology to be used to evaluate a contractor’s
performance during ?re-determined evaluation periods. Contracts may be either fixed-
price with award fee' or, more commonly, cost-reimbursement with award fee.’

Award fee contracts are only one type of contract used by federal agencies, and these are
not used commonly across the government. As OMB noted, only about one quarter of all
fiscal year 2008 contract awards were cost-type contracts, and those had a value of
approximately $136 billion.> The GAO report that is one basis for today’s hearing®
confirmed that the five agencies that used award fee contracts accounted for over 95
percent of the dollars spent on award fee contracts in fiscal year 2008. Ninety percent of
federal dollars spent through award fee contracts were awarded by DoD, Energy and
NASA.

The selection of the contract type for any procurement is a government decision, which
should be made based on an assessment of the nature of the work to be accomplished and
the objectives to be achieved. For example, the Federal Acquisition Regulation (FAR)

! FAR 16.404(a)

> FAR 16.405-2

* OMB 3/18/09 Report to Congress, as required by Section 864 of the FY 2009 National Defense
Authorization Act, available at:
http://www.whitchouse.gov/omb/assets/procurement/cost_contracting_report._03 1809.ndf.

* “Federal Contracting: Guidance on Award Fees Has Led to Better Practices but Is Not Consistently
Applied,” (GAO 09-630; May 29, 2009), available at: hitp:/www.pac.gov/new.items/d09630.pdf,
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provides that an award fee should be used when the work to be performed is neither
feasible nor effective to devise predetermined objective incentive targets applicable to
cost, technical performance, or schedule.’

There are many fallacies about award fee contracts. One common myth is that the award
fee is equal to “more contractor profit;” this myth ignores the very incentive nature of
award fee contracting. A second is that the award fee is paid even for a contractor’s
“satisfactory” performance of a contract. This myth ignores the key elements of the
government-established award fee plan that structures the outcomes to be achieved and
the methodology for evaluating the contractor’s performance and often fails to recognize
that, prior to recent legislative and regulatory changes, “satisfactory” performance often
meant that the contractor “fully performed” according to the award fee criteria— not
merely complied with the basic contract requirements.

But there are also many truths about award fee plans and award fee contracting. First,
these are difficult contracts for agencies to write and for contractors to compete for. The
challenge for the procuring agency is to describe the minimum performance of the
contract and then to describe the appropriate “motivational” objectives— whether they be
quality, timeliness, technical ingenuity, cost management or others. Second, the metrics
selected as the evaluation criteria in the award fee plan must be directly related to the
objectives to be accomplished and must accurately measure the intended performance
objectives. Finally, there must be government personnel knowledgeable about the
motivational objectives to be achieved and the metrics selected and used; a contracting
officer doesn’t normally have these skills and this is another example of the skills
shortage that is often evident, with real implications, in the acquisition workforce.

There is another important factor to put on the table when addressing the current uses of
award fees. As I noted earlier, and as GAQ has pointed out in its report, the FAR
provides that an award fee contract should have two components — a base fee fixed at
inception and an “award” amount that the contractor may earn.® According to the federal
budget scoring rules, when an agency provides for a “base fee,” the agency must “score”
that amount as an obligation at the time the contract is awarded. Thus, over the past
several budget cycles, as agencies tried (or were directed) to minimize their contractual
spending, they significantly shifted funds away from traditional “base fee” amounts —
essentially adopting a zero base fee approach — and allocated more funds into the “award”
fee portion of the contract that would be “obligated” only after the fee determining
official made the award fee decision. Simply put, budget rules drove contracting practices
and the recent use of award fees masks the significant and intentional contractual and
performance differences between “base” and “award” fees and between “satisfactory
contract compliance” and stretch objectives.

Finally, once the award fee plan is established, it must be adhered to by all parties. The
government has a responsibility to fairly evaluate the contractor’s performance against
the metrics in the award fee plan, make a fair and justifiable determination of the

S FAR 16. 405-2(b).
SFAR 16.405-2(a)
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contractor’s accomplishments under that plan, and pay accordingly! Too often we hear
about agencies delaying their review of the contractor’s award fee submissions or failing
to make any award fee determination, and failing to make payment according to the
award fee schedule. By breaking faith with the contractor over the award fee plan, the
agencies put contractors — particularly smaller and mid-tier firms — at greater financial
risk.

GAQ’s May 2009 Report

The GAO’s May report provides useful background information on 1) cost-plus award
fee contracts, 2) the legislation Congress enacted in fiscal years 2007 and 2009 National
Defense Authorization Act, 3) the guidance issued in December 2007 by the Office of
Federal Procurement Policy, and 4) the implementation by the five key federal agencies
that award the preponderance of award-fee contracts. Clearly progress has been made,
and further action can be taken by the agencies in award-fee contracting. Where GAO has
identified gaps in the planning, information collection and contracting practices of the
five agencies, we support their recommendations. But this report doesn’t call for new
legislation or regulations and we concur that none are necessary.

However, we are concerned about some of implications in the GAO report that suggests
that some award fee plans are improperly “rewarding” contractors or that roll-over fees
are inappropriate. We strongly recommend to agencies that ask for our views on these
issues that they must be clear in differentiating full contract performance from
incentivized behaviors and that their award fee plan, along with its implementation, must
be clearly defined, adhered to, and fairly executed. We strongly recommend to our
member companies who ask about these plans to first read the solicitation and the
proposed award fee plan to make sure that there are clear differences between contract
performance and incentivized behaviors, that the award fee plan and the metrics to be
used are clear, and that the agency has a track record of following their plans.

Additional FAR Regulations
GAO and other witnesses have indicated that further FAR regulations are likely. In fact,

we understand that an interim rule will be published shortly making a further change to
FAR 16.4 that would incorporate the government-wide provisions enacted in Section 867
of the fiscal year 2009 National Defense Authorization Act. We will watch for that rule
and will comment on it, if appropriate.

House-Passed FY 10 National Defense Authorization Act (HR 2647) Section 824

I wanted to call to the committee’s attention Section 824 of the House-passed National
Defense Authorization Act titled “Requirement for Secretary of Defense to Deny Award
and Incentive Fees to Companies Found to Jeopardize Health or Safety of Government
Personnel.”

Section 8§24 would require the Secretary of Defense to prohibit the payment of award and
incentive fees to any defense prime contractor or subcontractor who is determined
through a criminal conviction, or a civil or administrative proceeding resulting in a
finding of fault and the payment of a fine, penalty, reimbursement, restitution or
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damages, to be responsible for causing the death or serious bodily injury of any civilian
or military personnel of the government through gross negligence or reckless disregard
for safety. A prime contractor is also accountable if it awards a subcontract determined to
be responsible for such injury or death but only to the extent that the prime contractor has
been determined to also be liable for the actions of the subcontractor. No later than 90
days after any such determination is made, the secretary shall determine whether the
contractor or subcontractor should be debarred from contracting with the Department of
Defense; however, the secretary may waive the effect of any of the determinations made
on a case-by-case basis if the prohibition would jeopardize national security and the
secretary notifies the congressional defense committees.

The prohibition would apply to contracts awarded after 180 days after enactment. Within
180 days after enactment, the secretary shall issue regulations implementing the
prohibition and shall establish in such regulations: (1) that the prohibition applies only to
award and incentive fees under a contract; (2) that the prohibition shall include all award
and incentive fees associated with performance in the year in which the injury or death
resulting in the disposition occurred; and (3) mechanisms for the recovery by or
repayment to the government of award and incentive fees paid prior to the determination.

The core of this language — including the determination based on a criminal or civil
conviction or an administrative proceeding — is drawn from 2008 legislation that would
create an internal government-access only database of contractor conduct that would be
used by government contracting officers to determine whether a prospective contractor is
a “responsible” contractor and thus eligible for being awarded future contracts. In this
provision, however, such standards are used to automatically and arbitrarily deny a
contractor access to any award or incentive fees that may have already been earned based
on such actions or determination that are not tied to any specific contract—including
those already performed and where fees have already been properly awarded. Simply
drawing from language already in use in one area does not justify its use in a completely
different context; the two provisions are very different and the use of the information
creates significantly different results.

Furthermore, in the context of contract performance, we are concerned that the broad
coverage of administrative proceedings could open the door to a wide range of
administrative actions — such as corrective action reports — that are designed to provide
simple and prompt notices to contractors of potential performance deficiencies that are
routinely and promptly accepted by contractors that could now be turned into significant
legal challenges because of the significant potential consequences arising from such
corrective actions.

We recognize it is always tragic when military, civilian government and contractor
employees have been seriously injured in warzones. DoD already has significant
flexibility under the existing acquisition regulations to address contractor culpability
when evaluating award and incentive fees for a contractor’s performance. We strongly
oppose this provision.
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Conclusion

Cost plus award fee contracting is an appropriate contract type and agencies should have
the flexibility to select this contract type — as with every other contract type — to best
meet the buying activities’ requirements and to select the best acquisition method
available. PSC supported the Office of Federal Procurement Policy’s December 2007
guidance to the agencies on appropriate award fee practices—but agencies also must have
the flexibility to implement that guidance in a manner that takes into account their
specific requirements and market needs. Congress has already enacted provisions further
directing federal agencies on how to structure award fee plans and what fees to pay.

The five agencies identified in the GAO report should ensure that the OFPP December
2007 guidance is implemented in each agency in a manner appropriate to the nature of its
contracts. Except for the regulations already in process to implement existing law, we
should give these agencies an opportunity to take administrative action, implement their
own guidance in new contracts and give the acquisition process a chance to work.

Thank you again for the invitation to address this important matter. I look forward to any
questions the subcommittee may have.
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The federal government has awarded billions of dollars of examples
unwarranted federal bonuses over the past decade.

There are numerous examples of unwarranted bonuses awarded by the federal
government that have cost taxpayers billions of dollars over the past decade.

These include:

(1) The Department of Defense paid $8 billion in unwarranted bonuses to
contractors for weapons programs that had severe cost overruns, performance
problems, and delays between 1999 and 2004.

(2) The Centers for Medicare and Medicaid Services pays more than $312 million
per year in quality-of-care bonuses to nursing homes that provide below average
care and have past violations of health-and-safety regulations.

(3) The National Aeronautics and Space Administration (NASA) paid Boeing a
bonus of $425.3 million for work on the space station that ran eight years late and
cost more than twice what was expected. Boeing estimates that it will incur an
additional $76 million in overruns by the time the contract is completed.

(4) NASA paid Raytheon a $103.2 miliion bonus for the Earth Observing System
Data and Information System despite the project costing $430 million more and
taking two years longer to complete than expected.

(5) Lockheed collected a $17 million bonus from NASA for the Landsat-7 satellite
even though the project was delayed nine months even and the costs rose 20
percent to $409.6 million.

(6) The Department of Commerce selected Northrop Grumman in 2002 to build a
$6.5 billion satellite system that would conduct both weather surveillance and
military reconnaissance that was supposed to save the government $1.8 billion.
The first launch was scheduled for 2008 but hasn’t happened, the project’s budget
has doubled to $13.1 billion, and Northrop’s performance has been deemed
unsatisfactory. Yet, from 2002 to 2005, the government awarded Northrop $123
million worth of bonuses.

(7) In 2007, Harris Corp. developed a handheld device to collect data for the 2010
Census that failed to work properly and was $198 million over budget. Despite this
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costly failure that could cause delays in preparing for the nationwide head count,
the Department of Commerce’s Census Bureau awarded Harris $14.2 million in
bonuses.

(8) The Federal National Mortgage Association, a government sponsored
mortgage enterprise better known as Fannie Mae, suffered $59 billion in losses last
year and has requested $15 billion in taxpayer assistance. Yet it plans to pay $4.4
million or more in bonuses to its top executives. Fannie Mae’s Chief Operating
Officer is expected to receive a $1.3 million bonus, the Deputy Chief Financial
Officer is slated for $1.1 million, and two executive vice presidents are each in line
for $1 million each.

(9) In 20086, more than $3.8 million in bonuses were paid out to senior officials at
the Department of Veterans Affairs months after a $1 billion budget shortfall
threatened to imperil the care of thousands of injured veterans returning from
combat in Irag and Afghanistan. Among those receiving bonuses were some who
crafted the VA's flawed budget that was based on misleading accounting and the
deputy undersecretary for benefits, who helped manage a disability claims system
that had a backlog of cases and delays averaging 177 days in getting benefits to
injured veterans. The bonuses were awarded after government investigators had
determined the VA repeatedly miscalculated, if not deliberately misled, taxpayers
with questionable budgeting.

(10} In 2006, the Department of Treasury abandoned a $14.7 million computer
project intended to help detect terrorist money laundering. The failed project was
65 percent over its original budget, but the vendor, Electronic Data Systems Corp.,
was awarded a $638,126 bonus.

(11) The repair and restart a Tennessee Valley Authority (TVA) nuclear reactor
cost $90 million more than what the federal utility budgeted, but TVA paid the
primary contractors on the project, Bechtel Power Corp. and Stone and Webster
Construction Inc., an extra $42 million in bonuses and other fees last year.

(12) in 2008, the San Diego Unified school district spent more than $3 million in
federal funding for low-income students, child nutrition and other Department of
Education programs on bonuses for employees leaving the school district.
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(13) In 2008, the Department of Education paid nearly $1.7 million in bonuses to
Denver Public Schools principals and assistant principals, including those at some
of the lowest-performing schools in the city and six schools that have been closed
because of poor performance.

(14) The U.S. Postal Service is expecting a deficit of $6 billion in 2009, foliowing
deficits of $2.8 billion in 2008 and $5.1 billion in 2007 and, as a result, may
increase the price of first-class mail stamps by 2 cents and end mail delivery one
day a week The Postmaster General, however, was paid a $135,000 bonus in
2008.

(15) In 2008, three top executives in the Office of the Inspector General of the
Department of Defense each received a cash bonus of $30,000 for outstanding
leadership even though their agency has a history of weak management and
strained relations between employees and supervisors.
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CHARRTS No.: $G-07-001
Senate Committee on Governmental Affairs
Hearing Date: August 03, 2009
Subject: Eliminating Wasteful Contractor Bonuses
Witness: Mr. Assad
Senator: Senator Carper
Question: #1

Analysis of Department of Defense Award Fee Contracts

Question: What is the total dollar value and number of contracts awarded by the
Department of Defense (DOD)?

Answer: Per the Federal Procurement Data System, the Department of Defense’s contract
obligations for Fiscal Year (FY) 2008 totaled $393.5 billion—about half of this amount was for
the acquisition of services.! The total number of contract actions for FY 2008 was 3.6 miltion.?

! Data is from the Federal Procurement Data System - Next Generation (FPDS-NG) as of August 21, 2009. FPDS-
NG is a dynamic, real-time database. Updates to data, including new actions, modifications, and corrections are
made on a regular basis. Such updates could result in changes to the FPDS-NG data used to compile information
reports on actions for current and/or prior fiscal years. Accordingly, all information reports need to be viewed with
this in mind. It should also be noted that availability of DoD data entered into FPDS-NG is subject to a 90-day
delay.

% “Contract action” means any oral or written action that results in the purchase, rent, or lease of supplies or
equipment, services, or construction using appropriated dollars over the micro-purchase threshold, or modifications
to these actions regardless of dollar value. Contract action does not include grants, cooperative agreements, other
transactions, real property leases, requisitions from Federal stock, training authorizations, or other non-FAR based
transactions.
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CHARRTS No.: SG-07-002
Senate Committee on Governmental Affairs
Hearing Date: August 03, 2009
Subject: Eliminating Wasteful Contractor Bonuses
Witness: Mr, Assad
Senator: Senator Carper
Question: #2

Analysis of Department of Defense Award Fee Contracts

Question: Of the contracts identified in question number (1) what is the total dollar
value and number of contracts that incorporate award fees?

Answer:

Per the Federal Procurement Data System, the Department of Defense’s obligations for
award fee contracts for Fiscal Year (FY) 2008 totaled $31.1 billion.! The total number of
award fee contract actions for FY 2008 was 20,062.%

! Data is from the Federal Procurement Data System - Next Generation (FPDS-NG) as of August 21, 2009. FPDS-
NG is a dynamic, real-time database. Updates to data, including new actions, modifications, and corrections are
made on a regular basis. Such updates could result in changes to the FPDS-NG data used to compile information
reports on actions for current and/or prior fiscal years. Accordingly, all information reports need to be viewed with
this in mind. It should also be noted that availability of DoD data entered into FPDS-NG is subject to a 90-day
delay.

% “Contract action” means any oral or written action that results in the purchase, rent, or lease of supplies or
equipment, services, or construction using appropriated dollars over the micro-purchase threshold, or modifications
to these actions regardless of dollar value. Contract action does not include grants, cooperative agreements, other
transactions, real property leases, requisitions from Federal stock, training authorizations, or other non-FAR based
transactions.
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CHARRTS No.: SG-07-001
Senate Committee on Governmental Affairs
Hearing Date: August 03, 2009
Subject: Eliminating Wasteful Contractor Bonuses
Witness: Mr. Assad
Senator: Senator Carper
Question: #1

Analysis of Department of Defense Award Fee Contracts

Question: What is the total dollar value and number of contracts awarded by the
Department of Defense (DOD)?

Answer: Per the Federal Procurement Data System, the Department of Defense’s contract
obligations for Fiscal Year (FY) 2008 totaled $393.5 billion—about half of this amount was for
the acquisition of services.! The total number of contract actions for FY 2008 was 3.6 million.?

! Data is from the Federal Procurement Data System - Next Generation (FPDS-NG) as of August 21, 2009. FPDS-
NG is a dynamic, real-time database. Updates to data, including new actions, modifications, and corrections are
made on a regular basis. Such updates could result in changes to the FPDS-NG data used to compile information
reports on actions for current and/or prior fiscal years. Accordingly, all information reports need to be viewed with
this in mind. It should also be noted that availability of DoD data entered into FPDS-NG is subject to a 90-day
delay.

* “Contract action” means any oral or written action that results in the purchase, rent, or lease of supplies or
equipment, services, or construction using appropriated dollars over the micro-purchase threshold, or modifications
to these actions regardless of dollar value. Contract action does not include grants, cooperative agreements, other
transactions, real property leases, requisitions from Federal stock, training authorizations, or other non-FAR based
transactions.
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CHARRTS No.: $G-07-002
Senate Committee on Governmental Affairs
Hearing Date: August 03, 2009
Subject: Eliminating Wasteful Contractor Bonuses
Witness: Mr. Assad
Senator: Senator Carper
Question: #2

Analysis of Department of Defense Award Fee Contracts

Question: Of the contracts identified in question number (1) what is the total dollar
value and number of contracts that incorporate award fees?

Answer:

Per the Federal Procurement Data System, the Department of Defense’s obligations for
award fee contracts for Fiscal Year (FY) 2008 totaled $31.1 billion." The total number of
award fee contract actions for FY 2008 was 20,062.°

! Data is from the Federal Procurement Data System - Next Generation (FPDS-NG) as of August 21, 2009. FPDS-
NG is a dynamic, real-time database. Updates to data, including new actions, modifications, and corrections are
made on a regular basis. Such updates could result in changes to the FPDS-NG data used to compile information
reports on actions for current and/or prior fiscal years. Accordingly, all information reports need to be viewed with
this in mind. It should also be noted that availability of DoD data entered into FPDS-NG is subject to a 90-day
delay.

2 “Contract action” means any oral or written action that results in the purchase, rent, or lease of supplies or
equipment, services, or construction using appropriated dollars over the micro-purchase threshold, or modifications
to these actions regardless of dollar value. Contract action does not include grants, cooperative agreements, other
transactions, real property leases, requisitions from Federal stock, training authorizations, or other non-FAR based
transactions.
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CHARRTS No.: 8G-07-003
Senate Committee on Governmental Affairs
Hearing Date: August 03, 2009
Subject: Eliminating Wasteful Contractor Bonuses
Witness; Mr. Assad
Senator: Senator Carper
Question: #3

Analysis of Department of Defense Award Fee Contracts

Question:

Of the contracts identified in question number (2) please break down the contracts by
contract tracking number, program description, original estimated cost of program and
associated date, any replanned or rebaselined estimated cost of program and associated
dates, amount that has been spent to date, amount of potential award fees, amount of
awarded award fees, whether roll-over of award fees has been permitted at any time
during the contract, (if applicable) the date roll-over was approved and the name of the
approving official, (if applicable) the amount of the roll-over and the reason why roll-
over was permitted, and the name of the prime contractor.

Answer:

The attachment provides the information requested for FY 2008 contracts that are
included in the Department’s semi-annual collection of award fee data. Specifically, the
contracts in Attachment 1 are those FY 2008 award fee contracts valued at $50 million or
more that have been through one or more award fee evaluation cycle(s). Accordingly,
FY 2008 award fee contracts that have not yet gone through at least one award fee
evaluation cycle (e.g., no award fee has been paid to the contractor) or are less than $50
million are excluded. The following paragraphs describe how to interpret this data in
light of our responses to question number (2).

The summary data provided in response to question number (2) was downloaded from
the Federal Procurement Data System - Next Generation (FPDS-NG). As stated in our
response to that question, the Department executed a total of 20,262 award fee contract
actions in Fiscal Year (FY) 2008 representing total obligations of $31.1 billion. These
contract actions include delivery orders, task orders, contract modifications and other
actions that resulted in the purchase, rent, or lease of supplies or equipment, services, or
construction in FY 2008. As a result, it includes much more than FY 2008 contracts, e.g.,
FY 2008 obligations against contracts awarded in prior years. Because FPDS-NG does
not document the specific information requested in question number (3), we relied on
award fee data reported by the Components to timely respond to question number (3).

Specifically, the Department collects and evaluates data on award fees, delivery
incentives, and performance incentive fees paid to contractors in accordance with Section
814 of Public Law 109-364. This data is collected from the Components on a Calendar
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Year (CY) basis for contracts greater than $50 million for which fee or incentive
determinations were made during calendar year 2008. The contracts listed in Attachment
1 represent the F'Y 2008 contracts included in our 2008 reporting cycle.

In April 2007, DPAP issued policy guidance requiring the use of objective criteria,
whenever possible, to measure contract performance. The April 2007 policy guidance
mandated that for new contracts, an “unsatisfactory” contractor performance rating must
correspond with a determination that no award fee is earned for a given evaluation
period. Information for award fee contracts awarded prior to the effective date of our
April 2007 policy letter could not be collected in time to respond to this data call, but can
be provided upon request.

Aftachment:
As stated
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[Service

ARMY
Contract Number W912P8-08-C-0038
Delivery or Task Order Number  (if applicable) N/A
Program PROTECTION PROJECT
C d or Organizati USACE CEMVN
Contract Amount $695,489,766
|Soiicitation Date 0770207
Date of Award 04/03/08
Contractor |SHAW E&|
{Potentlal Award Fee for iife of contract 1$82,124,278
Fee Avallable in Current Period 136,562,439
Actual Fee Eamed $4,087,454
% Earned 76%
Date Determined 04/17 /109
(six] 1.060
SP1 0.960
Fee Type |Award fee
No. months in overrun status during reporting period 0
Award fee rating during reporting period [EXCELLENT
Original Baseline Estimate $675,244,558
Date of original Baseline Estimate 04/03/08
Current Baseline Estimate $1,109,000,000
Date of current Baseline Estimate 07/03/08
Has roll-over ever been approved on this contract? YES
Date roli-over approved 05/05/08
Approving official Karen Durham-Aguilera
Amount of roll-over N/A
IS 15 a large and complex project where ¢os
schedule are critical. The roll over is partial and only
used for Criteria 3 through 7 and soley at the discretion
of the Award Fee Determining Official. Criteria 1 & 2
|Reason roli-over was permitted may not be rolled over.
'!f program has been identified by OMB, DoDIG, or other
entity as expsriencing a cost, schedule, perf or
other management lssue, list report number. N/A
{Point of Contact Missy Arnold
THe Current Baseline estimate s an Intenm Ovenarget
Baseline currently under negotiations to establish the
baseline. CPland SP!are used to re-establish
Notes accurate performance indices.
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[Service

JARMY
Contract Number W812DR-08-C-0012 FOR REPORTING PERIOD #1
Delivery or Task Order Number  (if applicable) IN/A
Design-Bulld Defense nfomation Sy stents Agency |
Program Headquarters Facility {BRAC 05)
Command or Organization USACE NAB
Contract Amount $369,605,000
{Solicitation Date 06/08/07
Date of Award 02/28/08
Contractor HENSEL PHELPS
{Potential Award Fee for life of contract $7,392.100
Fes Avallable in Current Perlod |$554,408
|Actual Fee Eamed $521,143
% Earned 84%
Date Determined 09/16/08
CPI IN/A
SPI N/A
Fee Type [Award fee
No. months in overrun status during reporting period ]
Award fee rating during reporting period |EXCELLENT
Original Baseline Estimate |$369,605.000
Date of originai Baseline Estimate 102/29/08
Current Baseline Estimate $369,605,000
Date of current Baseline Estimate 09/03/09
Has roil-over ever been approved on this contract? No
Date roil-over approved N/A
[Approving official N/A
/Amount of roil-over N/A
ﬁmm roli-over was permitted N/A
|lf program has been identified by OMB, DoDIG, or other
entity as experiencing a cost, schedule, perf
other management Issue, list report number, N/A
Folnt of Contact [Bert Pechhold
N

otes
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[Service

ARMY
Contract Number W912DR-08-C-0012 FOR REPORTING PERIOD #2
Delivery or Task Order Number  (if applicable) N/A
efense Information Sy stems Agency

Program Headquarters Facliity (BRAC 05)
Command or Organization USACE NAB
Contract Amount $369,605,000
Eollcﬂaﬂm Date 06/08/07

Date of Award 02/29/08
Contractor HENSEL PHELPS
[Potential Award Fee for iife of contract $7,392,100

Fee Avaiiabie in Current Period J$554,407

Actual Fee Eamed $554,407

% Earned 100%

Date Detormined 12/17/08

Efl N/A

SPI N/A

Fee Type Award fee

No. months in overrun status during reporting period 0

[Award fee rating during reporting period ]EX CELLENT
Original Baseline Estimate 1$369,605,000
Date of original Baseline Estimat 102129108

Current Baseline Estimate $369,605,000
Date of current Baseline Estimate 06/03/08

Has roll-over ever been approved on this contract? No

Date roll-over approved N/A

Approving officlal N/A

Amount of roll-over N/A
fﬁeason roli-over was permitted N/A
llf program has been identifled by OMB, DoDIG or other

ontity as experlencing a cost, schedul or

other management Issuo, list report number N/A

Polint of Contact Téert Pechhold

Notes

I
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[Service TR FORCE
Contract Number FAB726-08-C-0008
Delivery or Task Order Numb {if applicable)
Joint Tactical Radio System ome a
Program Maritime/Fixed Stations)
Command or Organization |653rd Electronic Systems Wing
Contract Amount $766,178,419
|Solicitation Date 01/26/07
Date of Award 03/28/08
Contractor LOCKHEED MARTIN
[Potential Award Fee for life of contract $68,153,188
Fee Available in Current Period [$2,693,528
Actual Fee Eamed $2,475,352
% Earned 92%
Date Determined 11/25/08
CPI 1.018
SP! 0.943
Fee Type Award fee
No. months in overrun status during reporting period 0
lAward fee rating during reporting period Outstanding
Original Baseline Estimate $7686,178,418
Date of original Baseline Estimate 03/01/08
Current Baseline Estimate $775,486,281
Date of current Baseline Estimate 10/07/08
Has roli-over ever been approved on this contract? No
[Date rollover approved NA
[Approving officiai NA
Amount of roll-over NA
[ﬁouon roll-over was permitted NA
if program has been identified by OMB, DoDIG, or other
ontity as experiencing a cost, scheduls, performance or
other management issuo, list report number, NA
Point of Contact john.suflivan@navy.mil
INotes




106

Service AIR FORCE

Contract Number *A4600—08—D~0002
Delivery or Task Order Number  (if applicable) FOOZ,BOOB‘ 5004, 5007

ystems Engineering and Managoment

Program System Phase 1l (SEMS 1i)
Command or Organization 55CONS/LGCZ
Contract Amount $239,000,000
[Solicimtion Date 06/22/07

Date of Award 02/26/08

Contractor NORTHROP GRUMMAN
[Potential Award Fee for life of contract $11,452,002

Foo Available in Current Period I$31 8,313

Actual Fee Eamed $302,397

% Earned 95%

Date Determined 01/23/08

CP1 NIA

SP1 N/A
ll?eo Type lAward fes

No. months in overrun status during reporting period N/A

Award fee rating during reporting period [éxoeuem

Original Baseline Estimate 1$239,000,000

Date of original Baseline Fstimate {02/26/08

Current Baseline Estimate $213,000,000
|Date of current Baseline Estimate 02/27/08

Has roll-over ever been approved on this contract? No

Date roll-over approved N/A

Approving official N/A

Amount of roll-over N/A
Iﬁeason roll-over was permitted N/A
llf program has heen identified by OMB, DoDIG, or other

entity as experiencing a cost, schedule, performance or

other rmanagement issue, list report number. N/A

Point of Contact sheila rollins@offutt.af. mil

INotes
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[Service

Contract Number

AIR FORCE
FA2650-08-C-8011

Delivery or Task Order Number  {If applicable)

N/A
"Nomorn and Space Dperations and Maintenance

Notes

Program (NSOM)

Command or Organization ]AFSPG 50 CONSIL.GCZW

Contract Amount $405,349,701

[Solicitation Date 02/20/07

Date of Award 01/29/08

Contractor HARRIS TECHNICAL SERVICES CORP.

[Potential Award Fee for life of contract _1$23,811,205

Fee Available In Current Period [$1.713518

Actual Fea Eamed $1,542,164

% Earned 20%

Date Determined 11/25/08

CPI N/A

SPI N/A

Fea Type Award fee

No. months in overrun status during reporting period IN/A

lAward fee rating during reporting period Very Good

Original Baseline Estimate $405,349,701

Date of original Baseline Estimate 01/29/08

Current Baseline Estimate $410,101,396

Date of current Baseline Estimate 08/27 /09

Has roli-over ever been approved on this contract? No

Date roll-over approved N/A

Approving official IN/A

Amount of roll-over N/A

Reason roll-over was permitted N/A

{if program has baeen identified by OMB, DoDIG, or other

entity as experiencing a cost, schedule, performance or

other management issue, list report number. N/A

[Point of Contact daniel.coweli@schriever.af mil
ol T ONtrac]

current basefine amount: $23,389,741
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[Service NGA
[Contract Number FIM0140-08-C-0003
Delivery or Task Order Number  {if applicable)} N/A

lew Campus Eas| ctive IT Acqulre
Program Services
Command or Organization INGA/NCE/ACF
Contract Amount $927,054,486
|Solicitation Date 05/09/07
Date of Award 02/22/08
Contractor GENERAL DYNAMICS
h;otentlal Award Fee forlife of contract 325,742,688
[Fee Avallabie in Current Period [$1.614,159
{Actual Fee Earned $1,443,058
% Earned 89%
Date Determined 11/20/08
CPI 0.989
SP1 0.956
Fee Type Award fee
No. months In overrun status during reporting period 4]
[Award fee rating during reporting pe riod [Excelent
Originat Baseline Estimate 18373,980,500
Date of original Baseline Estimate jo2/22/08
Current Baseline Estimate $397,134,864
Date of current Baseline Estimate 08/17/09
Has roli-over ever been approved on this contract? No
Date roil-over approved N/A
Approving official rEarry Barlow
Amount of roll-over N/A
Fieason roli-over was permitted N/A
Ilf program has been identified by OMB, DoDIG, or other
entity as experiencing a cost, schedule, petf or
other management Issue, fist report number, N/A
F’olnt of Contact Kathieen F Hawes
|Notes
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[Service

NGA

Contract Number HM1572-08-C-0001
Delivery or Task Order Number  (if applicable) N/A

Program interim Transition Capability (ITC)
Command or Organization NGA/ACF
Contract Amount $176,871,466
[Solicitation Date 08/30/07
Date of Award 02/04/08
Contractor ACCENTURE
[Potential Award Fea for life of contract $8,605,621
Fee Avallable in Current Period 1$1,363.911
Actual Fee Eamed 1§1,322,994
% Earned 97%

Date Determined 04/29/09

CPI 1.040

SP1 0.950

Fee Type Award fee
No. months in overrun status during reporting period 0

|Award fee rating during reporting period Outstanding
Original Baseline Estimate $176,871,466
Date of original Baseline Estimate 02/03/08
Current Baseline Estimate $205,662,354
Date of current Baseline Estimate 08/18/08

Has roll-over ever been approved on this contract? No

Date roll-over approved IN/A
Approving official Mike Carr
Amount of roll-over N/A
|Roason roll-over was permitted N/A

Ilf program has been identified by OMB, DoDIG, or other

entity as experiencing a cost, schedule, perf or

other management issus, list report number. N/A

Point of Contact Julie White
Notes
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[Service NAVY

Contract Number N6247 0-08-D-1000

Delivery or Task Order Number  (if applicable) 0001, 0010

Program Environmental

Command or Organization [NAVFAC Atlantic

IContract Amount $125,000,000

{Solicitation Date 10/31/07

Date of Award 06/27/08

Contractor CH2M HILL, INC

Potential Award Fee for life of contract $11,363.635

Fee Avallable In Current Period ls37672

Actual Fee Eamed 1$36,535

% Earned 97%

Date Determined 12/30/08

CPi IN/A

SP1 IN/A

Fee Type Award fee

No. months in overrun status during reporting period 0

Award fee rating during reporting period 97%

Original Baseline Estimate 151,861,687

Date of original Baseline Estimate ]Varies (Note 2}

Current Baseline Estimate $1,950,170

Date of curront Baseline Estimate 07/31/08

Has roll-over ever been approved on this contract? No

Date roll-over approved N/A

Approving official N/A

[Amount of roll-over N/A

Reas on roll-over was permitted N/A

{!f program has been identifled by OMB, DoDIG, or other

entity as experiencing a cost, schedule, perf or

other management issue, list report number. IN/A
TKim Kahler

Point of Contact kimberly.kahler@ navy.mil
NOte T ORginarBasenns esteniate 1s tha contract award
amount including potential award fee.
Note 2: Date of baseline estimate will vary based on thej
award date of spedific task orders.
Note 3: The Current Baseline Estimate increased

Notes because we identified contaminants.
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[Service

NAVY
Contract Number N62470-08-D-1001
Delivery or Task Order Number  (if applicable) 0001, 0002, 0554
Program Environmental
C d or Organizati [NAVFAC Atlantic
Confract Amount $ 125,000,000
{Solicitation Date 10/31/07
Date of Award 05/27 /08
Contractor TETRA TECH NUS
Potentlal Award Fee for life of contract $11,363,635
Fee Available in Current Period J861,784
Pmual Fee Eamed $55,655
% Earned 90%
Date Determined 12/30/08
CPl N/A
SP| N/A
Fee Type Award fee
No. months In overrun status during reporting pericd 0
[Award fee rating during reporting period l97%
Original Baseline Estimate 1$22,173,774
Date of original Baseline Estimate {Varies (Note 2)
Current Baseline Estimate 1$27,843,604
Date of current Baseline Estimate 07/31/09
Has roli-over ever been approved on this contract? No
Date roll-over approved NJA
Approving officlal N/A
[Amount of roll-over N/A
Reas on roll-over was permitted N/A
if program has been identified by OMB, DoDIG, or other
entity as experiencing a cost, schedule, perf or
other management Issue, list report number. N/A
Kim Kahler
Point of Contact kimberly kahler@navy.mit
NoE T ] T ntract awart
amount including potential award fee,
Note 2: Date of baseline estimate will vary based on thef
award date of specifictask orders.
Note 3: The Current Baseline Estimate increased
N because we identified contaminants.
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[Service

NAVY

Contract Number N62742-08-C-1115
Dellvery or Task Order Number  (if applicable) N/A

Program Public Works

C d or Organization NAVFAC Pacific
Contract Amount $202,150,780
{Solicitation Date 05/08/07

Date of Award 02/29/08
Confractor D YNCORP
|Potential Award Fee for life of contract $13,062,581 as of 12/31/08
Fee Avallable in Current Period 161,188,134
Actual Fee Eamed $320,796

% Earned 27%

Date Determined 11/24/08

CPI IN/A

SP1 IN/A

Fee Type Award fee

No. months In overrun status during reporting period 0

[Award fee rating during reporting period SATISFACTORY - Adj. Rating
Original Baseline Estimate $164,234,414
Date of original Baseline Estimate 02/29/08
Curront Baseline Estimate $206,011,701
Dato of current Baseline Estimate 09/03/09

Has roll-over ever been approved on this contract? No

Date roll-over approved N/A

[Approving officlal N/A

[Amount of roll-over N/A

Reason roll-over was permitted N/A

Jif program has been identifled by OMB, DoDIG, or other

ontity as riencing a cost, schedule, perfor

other management issue, {ist report number. N/A

Point of Contact Kimberly Tom
Notes
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[Service NAVY

Contract Number N00024-08-C-4401 FOR REPORTING PERIOD #1
Dellvery or Task Order Number  (if applicabie) N/A

FY08 REPAIR, ALTERATION AND MAINTENANCE

Program OF USS BUNKER HILL (CG §2)
Command or Qrganization SOUTHWEST REGIONAL MAINTENANCE CENTER
Contract Amount $70,000,000

ISolicitation Date N/A

Date of Award 10/31/07

Contractor BAE SYSTEMS

Potential Award Fee for life of contract $6,969,061

|Fee Available in Current Period 151,803,232

{Actual Fee Eamed 131,589,567

% Earned 88%

Date Detarmined 06/04/08

CPi N/A

1sPi1 N/A

Fee Type Award fee

No. months In overrun status during reporting perlod 1

Award fee rating during reporting period 88%

Original Baseline Estimate 30

Date of original Baseline Estimate N/A

Current Baseline Estimate $0

Date of current Baseline Estimate N/A

Has roll-over ever been approved on this contract? No

Date roli-over approved N/A

Approving official N/A

jAmount of roll-over N/A
Iﬁeason roli-over was permitted N/A
Ilf program has been identified by OMB, DoDIG, or other

entity as experiencing a cost, schedule, perf or

other management Issue, list report number. N/A
|Point of Contact Tony Ramos

Notes AWARD FEE EVALUATION
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[Service

NAVY

Contract Number N00024-08-C-4401 FOR REPORTING PERIOD #2
Delivery or Task Order Number  (if applicable) NJA

—{FY08 REPAIR, ALTERATION AND MAINTENARCE |
Program IOF USS BUNKER HILL (CG 52)
Command or Organization SOUTHWEST REGIONAL MAINTENANCE CENTER
Contract Amount $81,020,232
{Solicitation Date N/A
Date of Award 10/31/07
Contractor BAE SYSTEMS
Potential Award Fee for life of contract 16,969,061
[Fee Avaliabie in Current Period 182,319,342
Actual Fee Eamed 151,952,074
% Earned 84%
Date Determined 10/21/08
CPI N/A
IsPi NIA
[Fee Type Award fee
|No. months in overrun status during reporting period 1
[Award fee rating during reporting period 84%
Original Baseline Estimate 162,000,000
Date of original Baseline Estimate {08/12/08
Current Baseline Estimate $2,000,000
Date of current Baseline Estimate 08/24/08
Has roll-over ever been approved on this contract? No
Date roll.over approved N/A
Approving officlal N/A
|Amount of roli-over N/A
Iﬁmon roll-over was permitted N/A
llf program has been identified by OMB, DoDIG, or other
entity as experiencing a cost, scheduie, perfor or
other management issue, [ist report number. N/A
Point of Contact Tony Ramos
Eotos




115

CHARRTS No.: SG-07-004
Senate Committee on Governmental Affairs
Hearing Date: August 03, 2009
Subject: Eliminating Wasteful Contractor Bonuses
Witness: Mr. Assad
Senator: Senator Carper
Question; #4

Analysis of Department of Defense Award Fee Contracts

Question:

Of the contracts that are identified in question number (3), which programs have been
identified by the Office of Management and Budget (OMB), DOD, the Inspector General,
or any other entity as experiencing cost, schedule, performance or any other management
issues?

Answer:

None of the contracts listed in response to question number 3 have experienced cost,
schedule, performance or other management issues that have been the subject of reports
by the Office of Management and Budget (OMB), DoD Inspector General, or other
entity.
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CHARRTS No.: $G-07-005
Senate Committee on Governmental Affairs
Hearing Date: August 03, 2009
Subject: Eliminating Wasteful Contractor Bonuses
Witness: Mr. Assad
Senator: Senator Carper
Question: #5

Analysis of Department of Defense Award Fee Contract Policy

Question:

Does current DOD policy and guidance follow all established OMB policy and guidance
related to the use and oversight of award fee contracts? If not, why not, and when wiil
this be corrected?

Answer:

OMB’s guidance states that incentive fee contracts, which include award fee contracts,
should be used to achieve specific performance objectives established prior to contract
award, such as delivering products and services on time, within cost goals, and with
promised performance outcomes. OMB’s guidance also states that awards must be tied to
demonstrated results, as opposed to effort, in meeting or exceeding specified performance
standards. Several steps have been taken to ensure OMB policy and guidance is reflected
in DoD policy. As noted in a May 2009 report by the Government Accountability Office,
DoD’s revised policies allow for better use of award fees in contracts and are generally
consistent with OMB guidance. For example, DOD’s guidance now states that award fees
must be linked to desired outcomes, defines the level of performance used to evaluate
contractors, and prohibits payment of award fees to contractors for unsatisfactory
performance.

In March 2006, the Deputy Under Secretary for Acquisition and Technology issued a
policy memorandum that made it an imperative that award fee criteria be linked to
desired program outcomes in accordance with OMB policy. In that memorandum, the
practice of rolling over unearned award fees to subsequent evaluation periods was also
restricted. In April 2007, DPAP issued policy guidance requiring the use of objective
criteria, whenever possible, to measure contract performance. The April 2007 policy
guidance mandated that for new contracts, an “unsatisfactory” contractor performance
rating must correspond with a determination that no award fee is earned for a given
evaluation period.

In addition, formal cases have been established to modify the Federal Acquisition
Regulation (FAR) and Defense Acquisition Regulation Supplement (DFARS). The FAR
case was set up to incorporate the requirements set forth in the 2009 National Defense
Authorization Act (NDAA), section 867 entitled, “Linking of Award and Incentive Fees
to Acquisition Outcomes”. Section 867 directed the exact same changes to the FAR as
was mandated by Section 814 in NDAA FY07. The resulting FAR case will address all
of the legislative requirements. The DFARS cases implement Section 814 of the FY07
National Defense Authorization Act (NDAA) entitled “Linking of Award and Incentive
Fees to Acquisition Outcomes,” as well as the OMB and DoD Policy memoranda relating
to Award Fees.

These actions ensure DoD policy and guidance are consistent with OMB policy.
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CHARRTS No.: SG-07-006
Senate Committee on Governmental Affairs
Hearing Date: August 03, 2009
Subject: Eliminating Wasteful Contractor Bonuses
Witness: Mr. Assad
Senator: Senator Carper
Question: #6

Analysis of Department of Defense Award Fee Contract Policy

Question:
‘What mechanism does DOD have in place to measure whether the use of award fees is
more effective than other contract vehicles?

Answer:

While other contract vehicles are preferred, and the Department is taking steps to
minimize their use, there are certain situations where award fee contracts are necessary
and appropriate. A properly structured and managed award fee contract can produce
positive results, but requires a higher level of surveillance to ensure fees are
commensurate with contractor performance. The key is to ensure award fee contracts are
only used when necessary.

The Department has incorporated into the acquisition strategy approval process and in its
Peer Reviews, the requirement for a thorough review of incentive arrangements,
particularly award fee criteria. In the pre-award time frame, we look to ensure
acquisition strategies are structured such that objective criteria will be utilized, whenever
possible, to measure contract performance. In fact, most pre-award Peer Review teams
begin by engaging with the program manager to understand the key measures of success
to ensure the appropriate incentives are built into the contract. In the post award time
frame, our Peer Review teams look to ensure award or incentive fees paid were consistent
with DoD award fee policy or, in the case of legacy programs whose contracts preceded
the recent award fee guidance, had corrective action plans in place to address past
inconsistencies.

In addition to the above, the Department collects and compiles the Components’ analyses
of fees paid on incentive and award fee contracts in accordance with Section 814 of the
2007 National Defense Authorization Act (Public Law 109-364). The purpose of the
Component-level reviews is to ensure fees paid are commensurate with performance.
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CHARRTS No.: $G-07-007
Senate Committee on Governmental Affairs
Hearing Date: August 03, 2009
Subject: Eliminating Wasteful Contractor Bonuses
Witness: Mr. Assad
Senator: Senator Carper
Question: #7

Analysis of Department of Defense Award Fee Contract Policy

Question:
How does DOD ensure that all agency components follow established OMB and DOD

policy and guidance?

Answer:

The Department has established a multi-layer approach to ensure the Components
comply with policy and guidance. A key part of our strategy is to require Defense
Components to review award and incentive fees paid in accordance with Section 814 of
the 2007 National Defense Authorization Act (Public Law 109-364). The Department
has also incorporated into the acquisition strategy approval process and in its Peer
Reviews, the requirement for a thorough review of incentive arrangements, particularly
award fee criteria. Before a contract is awarded, we ensure acquisition strategies are
structured to incorporate objective criteria, whenever possible, to measure contract
performance. In fact, most pre-contract Peer Review teams begin by engaging with the
program manager to understand the key measures of success to ensure the appropriate
incentives are built into the contract. After a contract is awarded, our Peer Review teams
ensure award or incentive fees paid are consistent with DoD/OMB award fee policy or, in
the case of legacy programs whose contracts preceded the recent award fee guidance, had
corrective action plans in place to address past inconsistencies.
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CHARRTS No.: $G-07-008
Senate Committee on Governmental Affairs
Hearing Date: August 03, 2009
Subject; Eliminating Wasteful Contractor Bonuses
Witness: Mr. Assad
Senator: Senator Carper
Question: #8

Analysis of Department of Defense Award Fee Contract Policy

Question:

How does DOD collaborate on best practices and lessons learned with other appropriate
agencies that commonly use award fee type contracts? Is this effective? If not, what more
needs to be done?

Answer:

The Department is an active participant on the Office of Federal Procurement
Policy’s (OFPP) Incentive Contract Working Group (ICWG). The group’s purpose is to
promote increased awareness of incentive contracting best practices and to foster the
consistent implementation of applicable regulations, policies, and procedures
Government-wide. The working group comprises members from the Department of
Defense, Energy, Health and Human Services, Homeland Security, and NASA. The
ICWG’s overarching objective is to improve incentive contracting Government-wide.
Specific objectives are to:

e Provide subject matter expertise in reviewing and recommending changes to
acquisition regulations and policies related to incentive contracts. This may
include providing recommendations for establishing a FAR case;

¢ Identify and develop best practices, lessons learned, guidance, templates, and
examples related to incentive contracts in order to promote a consistent
understanding of how to write and use incentive type contracts;

e Promote collaboration Government-wide in implementation of best practices. This
may include publishing guidance on the OFPP website and updating and
organizing the Acquisition Community Connection community of practice ;

e Provide subject matter expertise to the Federal Acquisition Institute (FAI) in the
development or enhancement of incentive contracting training, as necessary;

e Provide recommendations for possible FPDS enhancements in order to capture
accurate data about use of incentive type contracts and the incentive fee awarded.
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Questions and Answers for the Record
Submitted to William P, McNally

Question: Your agency worked with the Government Accountability Office to get a
better understanding of how award fees are being used and whether they were appropriately
awarded. However, GAO only used a sample set of contracts from your agency and was unable
to determine if the award fees were effective in motivating excellent performance from the
contractor. As the saying goes, “you can’t manage what you can’t measure.” [ believe that this
may be the case with award fees. I request that your agency provide my Subcommittee with the
information requested below on how prevalent award fees are in your agency and identify any
problems that contracts may have experienced in the past. Further, I wanted to solicit your
opinion on ways agencies can establish policies and procedures to more easily manage these
contracts”

Answer: The award fee requirements promuigated in section 867 of the FY 2009
National Defense Authorization Act will ensure the appropriate use of award fee contracts.
These new requirements were clearly stated and covered what was needed in this area. Once
implemented into the Federal Acquisition Regulations, they will provide contracting officers
with the policies and procedures they need to effectively manage award fee contracts. For
example, Contracting Officers will have established standards for determining the percentage of
available award fee, if any, which the contractor should be paid for performance judged to be
excellent, very good, good, or satisfactory as well as clear guidance that no award fee shall be
given for unsatisfactory performance.

Analysis of National Aeronautics and Space Administration Award Fee Contracts

Question 1: What is the total dollar value and number of contracts awarded by the
National Aeronautics and Space Administration (NASA)?

Answer 1: InFY 2008 dollars, $11.25B was spent on 2,285 active contracts at NASA.
This number does not include purchase orders, delivery orders, task orders, or financial
assistance instruments,

Question 2: Of the contracts identified in question number (1) what is the total dollar
value and number of contracts that incorporate award fee?

‘Answer 2: In FY 2008 dollars, $7.9B was spent on 175 active award fee contracts. This
number does not include purchase orders, delivery orders, task orders, or financial assistance
instruments.

Question 3: Of the contracts identified in question number (2) please break down the
contracts by contract tracking number, program description, original estimated cost of program
and associated date, any replanned or rebaselined estimated cost of program and associated
dates, amount that has been spent to date, amount of potential award fees, amount of awarded
award fees, whether roll-over of award fees has been permitted at any time during the contract,
(if applicable) the date roll-over was approved and the name of the approving official, (if
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applicable) the amount of the roli-over and the reason why roll-over was permitted, and the name
of the prime contractor.

Answer 3: See the attached excel document.

Question 4: Of the contracts that are identified in question (3), which programs have
been identified by the Office of Management and Budget (OMB), the National Aeronautics and
Space Administration, the Inspector General, or any other entity as experiencing cost, schedule,
performance or any other management issues?

Answer 4: NASA’s Major Program Annual Report (MPAR) to Congress (summarized
below) indicates which NASA projects are experiencing cost or schedule changes from their
approved baselines (projects in formulation have not completed their cost estimates and
schedule).
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Each of the projects included in NASA’s MPAR are also tracked by the GAQ in its
“Assessments of Selected Large-Scale Projects” or ‘Quick Look” audits. The first report,
released in March of 2009, includes two projects {Dawn and LRO) which are no longer part of
NASA’s MPAR because they have launched; but the GAO did not identify cost or schedule
concerns for these projects.  The most recent Office of Inspector General Semi-Annual Report
to Congress (addressing October 1, 2008 through March 31, 2009) includes a concern regarding
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the potential cost and schedule growth for one of the projects reported in MPAR: SOFI4. The
most recent IG report, NASA s Most Serious Management and Performance Challenges,
November 10, 2008, does not address any of these projects.

In addition, the final report of the Committee on the Review of U.S. Human Space Flight Plans
and GAO Report 09-844 have identified cost and schedule issues in the Orion and Ares I
programs.

Analysis of National Aeronautics and Space Administration Award Fee Contract Policy

Question 1: Does current NASA policy and guidance follow all established OMB policy
and guidance related to the use and oversight of award fee contracts? If not, why not, and when
will this be corrected?

Answer 1: Yes, NASA’s policies on award fee contracting follow the intent of the OMB
policy memorandum on this subject entitled, the “Appropriate Use of Incentive Contracts,” dated
December 4, 2007. The GAO report, “Federal Contracting: Guidance on Award Fees Has Led to
Better Practices but is Not Consistently Applied (GAO-09-630),” praised NASA for providing
updated guidance on the use of award fees.

Question 2: What mechanism does NASA have in place to measure whether the use of
award fee is more effective than other contract vehicles?

Answer 2: NASA has implemented tracking of award fee as part of the Baseline
Performance Review (BPR) process. The BPR is an independent, monthly assessment of
selected NASA programs/projects that informs senior leadership of the contractor’s performance
under these efforts as measured against the approved baseline for these acquisitions. As part of
this review, award foe ratings on selected programs/projects are depicted and discussed relative
to the contractor’s current performance level. NASA is currently assessing how best to utilize
this data in developing measurement techniques to determine whether the use of award fee
contracts is more effective than other contract vehicles. Per the aforementioned GAO report
(GAO-09-630), GAO recommended the establishment of an interagency group to assist agency
officials in evaluating the effectiveness of award fees. NASA concurred with this
recommendation and is actively participating on this interagency working group to address the
best way for federal agencies to measure whether the use of award fee contracts is more effective
than other contract vehicles.

Question 3: How does NASA ensure that all agency components follow established
OMB and NASA policy and guidance?

Answer 3: The primary way that the NASA ensures procurement policy and guidance
are followed is through procurement management reviews (PMRs). The purpose of the PMRs is
to allow NASA Headquarters Office of Procurement to maintain a continuous oversight program
with periodic reviews of contracting activities throughout the Agency. The frequency of reviews
at each NASA Center varies and is determined by the Office of Procurement based on the
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magnitude of obligations, volume of contract actions, and quality of procurement systems at each
Center. As a rule of thumb, most reviews are conducted at least every three years, and usnally
every two years at NASA Centers with the largest volume of actions and obligations.

Question 4: How does NASA collaborate on best practices and lessons learned with
other appropriate agencies that commonly use award fee type contracts? Is this effective? Ifnot,
what more needs to be done?

Answer 4: NASA actively contributes to the Office of Federal Procurement Policy
Incentive and Award Fee contracting website. This website contains award fee reference
material, templates, and samples from various federal agencies, The website was created last
fiscal year and as it becomes institutionalized across the federal government, it will be an
effective means for contracting officers to share award fee best practices and lessons learned as
well as a very useful reference library relative to award fee contracting. The Defense
Acquisition University (DAU) website on Award and Incentive Contracting is also a very useful
reference library on award fee contracting.
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Question#: | 1

Topic: | contracts

Hearing: | Eliminating Wasteful Contractor Bonuses

Primary: | The Honorable Thomas R. Carper

Committee: | HOMELAND SECURITY (SENATE)

Questions and Answers for the Record
Submitted to Richard K. Gunderson

Question: Your agency worked with the Government Accountability Office to get a
better understanding of how award fees are being used and whether they were
appropriately awarded. However, GAO only used a sample set of contracts from your
agency and was unable to determine if the award fees were effective in motivating
excellent performance from the contractor. As the saying goes, “you can’t manage what
you can’t measure.” I believe that this may be the case with award fees. I request that
your agency provide my Subcommittee with the information requested below on how
prevalent award fees are in your agency and identify any problems that contracts may
have experienced in the past. Further, I'wanted to solicit your opinion on ways agencies
can establish policies and procedures to more easily manage these contracts.

What is the total dollar value and number of contracts awarded by the Department of
Homeland Security (DHS)?

Response:

For FY08, the dollars obligated on all contracts for which work was performed in totals
$14,136,829,296, The total number of new contracts awarded in FY 08 was 45,754. The
total number of new contracts awarded in FY 2008 was 45,754,

Question:

Of the contracts identified in question number (1) what is the total dollar value and
number of contracts that incorporate award fees?

Response:

For FY 2008, DHS paid award fees on 45 contracts. The dollars obligated on these 45
contracts for FY08 totals $1,295,524,876. The total amount of award fees paid on these
45 contracts in FY 2008 was $39,756,598.

Question:

Of the contracts identified in question number (2) please break down the contracts by
contract tracking number, program description, original estimated cost of program and
associated date, any replanned or rebase lined estimated cost of program and associated
dates, amount that has been spent to date, amount of potential award fees, amount of
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awarded award fees, whether roll-over of award fees has been permitted at any time
during the contract, (if applicable) the date roll-over was approved and the name of the
approving official, (if applicable) the amount of the roll-over and the reason why roli-
over was permitted, and the name of the prime contractor.

Response:

In response to your question regarding the break down of contracts, attached is a listing
of award fee contracts for FY 2008 with the following information by DHS component:

(i) Contract Number

(ii) Contractor

(iii) Award Fees Paid in FY 2008

(iv) Description of Product Or Services Provided

(v) Contract Value

(vi) Effective Date of the Contract

In response to your question regarding rollover, eight of the 45 contracts provided for
rollover at some point during the contract. Attachment 2 provides the details for each of
these contracts, including the following information:

(i) Contract number;

(ii))  Date rollover was approved;

(iliy  Approving official;

(iv)  Award fee determination official;

(v)  Amount of rollover approved;

(vi)  Amount of rollover ultimately paid to the contractor;

(vii) Reason rollover was permitted; and

(viii) The name of the contractor.

Question:

Of the contracts that are identified in question number (3), which programs have been
identified by the Office of Management and Budget (OMB), the Department of
Homeland Security, the Inspector General, or any other entity as experiencing cost,
schedule, performance or any other management issues?

Response:
For FY 2008, DHS paid no bonuses and award fees to contractors whose programs or

projects reported cost overruns or exceeded their budget. In addition, for FY 2008, DHS
paid no bonuses and award fees to contractors whose programs or projects did not meet
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the basic requirements of the contract (cost, schedule, and performance). Furthermore,
for FY 2008, DHS paid no award fees to contractors judged to have below satisfactory
performance during the evaluation period.

If additional information or assistance is needed, please contact Mr. David J. Capitano,
Office of the Chief Procurement Officer, at 202-447-5417 or david.capitano@dhs.gov.
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Question: Does current DHS policy and guidance follow ali established OMB policy and
guidance related to the use and oversight of award fee contracts? If not, why not, and
when will this be corrected?

Response: Consistent with OMB’s December 2007 OMB Memorandum, DHS policy
requires:

* Discussion of contract type (including award fee contracts) in the acquisition
plan;

¢ A cost/benefit analysis to support the use of other than fixed-price contracts
(including award fee contracts);

o The award fee plan include standards for evaluating performance which link
contractor performance to acquisition outcomes (cost, schedule, and
performance);

e No award fee may be earned for contractor’s performance that is less than
satisfactory;

e And that the use of rollover of unearned fee from one period to the next requires
advance approval by the Chief Procurement Officer.

DHS has not issued policy per the OMB Memorandum that clearly defines a consistent
set of standards for each rating category and associated percentage that the contractor
should be paid for each. DHS has determined that instead of issuing DHS-unique policy,
it will rely on government-wide policy included in a pending Federal Acquisition
Regulation (FAR) interim rule (FAR Case No. 2008-008, Award Fee Language
Revision). The interim rule includes rating standards/criteria and associated percentage
of fee that the contractor should earn. The interim rule has received the necessary
clearances from OMB and is now awaiting signature at the FAR Secretariat. It is
expected to be published in the Federal Register shortly.

Question:

What mechanism does DHS have in place to measure whether the use of award fees is
more effective than other contract vehicles?

Response: Measurement of the effectiveness of award fees can only effectively be done
on a contract by contract basis. As such, DHS primarily relies upon the Contracting
Officer and their management to (a) assure that award fee contracts are used only in those
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circumstances where the FAR states such contracts are appropriate, and (b) that when
such contracts are used, contractors are properly incentivized when award fee contracts
are used. Under a properly structured award fee contract, a contractor that performs
significantly above satisfactory may earn at least the same or perhaps more fee than it
would have earned if the contract had only used a fixed fee structure. Conversely, a
contractor that performs below satisfactory will earn only the base fee, which will be
significantly less than what the contractor would have earned if the contract had a fixed
fee structure. The award fee is a positive and negative incentive, whereby the contractor
may earn slightly more or substantially less than what a fixed fee contract would have
paid if the procurement had lent itself to that type of business strategy. As noted in our
response to Question 3, the Office of the Chief Procurement Officer (OCPO) will be
conducting a special review of award fee contracts during fiscal year (FY) 2010, That
review will include an evaluation of each contract selected to determine if the award fee
plan did provide an effective incentive and disincentive for contractor performance.

Question:

How does DHS ensure that all agency components follow established OMB and DHS
policy and guidance?

Response: DHS performs tri-annual component procurement management reviews to
determine compliance with FAR requirements. To date, none of these reviews have
specifically focused on award fee contracts. However, the Procurement Oversight
Branch of the OCPO will conduct a special review of award fees covering all DHS
components during FY2010 to assure that DHS components are complying with the new
FAR rule (that is to be issued soon) and any related DHS policy and guidance necessary
to supplement that FAR rule. In addition, as noted in our response to Question 2, the
review will also focus on determining whether or not the award fee plan provided an
effective incentive and disincentive for contractor performance.

Question:

How does DHS collaborate on best practices and lessons learned with other appropriate
agencies that commonly use award fee type contracts? Is this effective? If not, what more
needs to be done? ’

Response: OFPP established the Incentive Contracting Working Group (ICWG) to assist
in communication and awareness efforts related to effective use of Award Fee
contracting. The DHS Office of the OCPO has a member on the ICWG. The ICWG
serves as an interagency advisory group to OFPP that promotes increased awareness of
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incentive contracting best practices and fosters consistent implementation of applicable
regulations, policies, processes and procedures Government-wide. One of the primary
functions of the ICWG is to collect and distribute government-wide best practices;
lessons learned templates and examples related to incentive and award fee contracting.
These lessons learned and other information are to be collected by the ICWG from the
participating departments and made available for use by all contracting professionals
throughout the Government. It is expected that these collected best practices and lessons
learned will be made available to agencies on line.

Additionally, DHS OCPO provides a member to the FAR Council Finance Team, the
team responsible for preparing recommendations for amendments to the FAR for
evaluation by the Defense Acquisition Regulations Council and the Civilian Agency
Acquisition Council. The Finance Team was the primary author of the pending FAR
amendment on Award Fee contracting now at the FAR Secretariat. Promulgation of that
pending FAR amendment is expected in the very near future. The Finance Team takes
advantage of departmental and individual team members’ experience to produce the best
FAR policies that can be developed, considering best practices and lessons learned on
effective use of award fee contracts. DHS plans to enhance its sharing of best practices in
the future through (a) intra-agency posting of best practices to a common site, (b)
participation on the OFPP interagency working group, and (c) identification and sharing
of best practices identified in the oversight review to be performed.
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Information on Rollover
Contracts with Award Fees Paid in FY 2008

Contract Number: HSBP1208J19363

bl e S

o

DHS Component: CBP

Date Rollover Approved: November 20, 2008

Name Of Approving Official: SBI Executive Director Mark Borkowski

Name Of Award Fee Determination Official: SBI Executive Director Mark
Borkowski

Amount Of Rollover: $500,000

Amount Of Rollover Ultimately Paid To The Contractor: None. The
Contractor Will Be Evaluated In The Second Evaluation Period To Be Held In
December 09.

Reason Rollover Permitted: To provide the contractor with the opportunity to
earn $500,000 of the unearned period 1 award fee with a successful delivery of a
fully qualified, production enhanced network operation center/security operation
center.

Name Of Prime Contractor: Boeing, Inc.

Contract Number: HSSSCHQO04USV001

1.
2.

3.

DHS Component: US Visit

Dates Rollover Approved: (a) November 4, 2004; (b) June 23, 2005; (c)
December 7, 2005; (d) June 8, 2006

Name Of Approving Official: (a) James A. Williams; (b) Dana Schmitt; (c)
Dana Schmitt; (d) Manual Rodriguez

Name Of Award Fee Determination Official: (a) James A. Williams; (b) Dana
Schmitt; (c) Dana Schmitt; (d) Manual Rodriguez

Amount Of Rollover: (a) $81,900; (b) $223,998; (c) $279,367; (d) $153,545,
Amount Of Rollover Ultimately Paid To The Contractor: (a) $67,158; (b)
$190,398; (c) $251,430; (d) $130,513.

Reason Reollover Permitted: The US-VISIT program has always been a high
priority Homeland Security initiative. Unearned award fee was sometimes rolled
over in order to incentivize the contractor to continue to improve performance.
Name Of Prime Contractor: Accenture LLP

Contract Number: HSSSCHQ04USV004

L
2.

3.

DHS Component: US Visit

Date Rollover Approved: (a) June 23, 2005; (b) December 7, 2005; (c) June 8,
2006; (d) March 7, 2008

Name Of Approving Official: (a) Dana Schmitt; (b) Dana Schmitt; (c) Joseph
Wolfinger; (d) Manuel Rodriguez

Name Of Award Fee Determination Official: (a) Dana Schmitt; (b) Dana
Schmitt; (c) Joseph Wolfinger; (d) Manuel Rodriguez

Amount Of Rollover: (a) $114, 238; (b) $131, 534; (c) $94,160; (d) $64,800
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Amount Of Rollover Ultimately Paid To The Contractor: (a) $101,672; (b)
$122,326; (c) 83,802; (d) $59,616.

Reason Rollover Permitted: The US-VISIT program has always been a high
priority Homeland Security initiative. Unearned award fee was sometimes rolled
over in order to incentivize the contractor to continue to improve performance.
Name Of Prime Contractor: Accenture LLP

Contract Number: HSSSCHQ04USV07

1.
2.

3.

IS

DHS Component: US Visit

Date Rollover Approved: (a) June 23, 2005; (b) December 7, 2005; (c) June 8,
2006; (d) March 7, 2008,

Name Of Approving Official: (a) Dana Schmitt; (b) Dana Schmitt; (c) Joseph
Wolfinger; (d) Manuel Rodriguez.

Name Of Award Fee Determination Official: (a) Dana Schmitt; (b) Dana
Schmitt; (c¢) Joseph Wolfinger; (d) Manuel Rodriguez.

Amount Of Rollover: (a) $152,857; (b) $143,973; (c) $134,618,; (d) 84,628.
Amount Of Rollover Ultimately Paid To The Contractor: (a) 132,985; (b)
$131,015; (¢) $118,463; (d) $77,011.

Reason Rollover Permitted: The US-VISIT program has always been a high
priority Homeland Security initiative. Unearned award fee was sometimes rolled
over in order to incentivize the contractor to continue to improve performance.

. Name Of Prime Contractor: Accenture LLP

Contract Number: HSHQVT-06-J-00003

1.

“n

DHS Component: US Visit

2. Date Rollover Approved: (a) June 12, 2007; (b) March 7, 2008.
3.
4. Name Of Award Fee Determination Official: (a) Joseph Wolfinger; (b)

Name Of Approving Official: (a) Joseph Wolfinger; (b) Manuel Rodriguez

Manuel Rodriguez

Amount Of Rollover: (a) $71,924; (b) $39,519.

Amount Of Rollover Ultimately Paid To The Contractor: (a) $66,889; (b)
$35,567.

Reason Rollover Permitted: The US-VISIT program has always been a high
priority Homeland Security initiative. Unearned award fee was sometimes rolled
over in order to incentivize the contractor to continue to improve performance.
Name Of Prime Contractor: Accenture LLP

Contract Number: HSHQPA-04-F-00061

1.
2.

DHS Component: US Visit

Date Rollover Approved: (a) June 21, 2005; (b) November 21, 2005; (c) May
31, 2006; (d) November 13, 2006; (¢) May 29, 2007; (f) November 7, 2007 (g)
May 12, 2008; (h) December 4, 2008; (i) May 15, 2009.
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Name Of Approving Official: (a) Kenneth Kreutter; (b) Lora Ries; (c) Lora
Ries; (d) Tim Haugh; (e) Beverly Good; (f) Beverly Good; (g) Tim Haugh; (h)
Matt Schneider, (i) Matt Schneider.

Name Of Award Fee Determination Official:

Amount Of Rollover: (a) $3,000; (b) $1,500; (c) $4,545; (d) $2,045; (e) $4,041;
(D) $4,081; (g) $2,041; (h) $2,041; (i) $2,020.

Amount Of Rollover Ultimately Paid To The Contractor: (a) $2,970; (b)
$1,455; (c) $4,500; (d) $2,004; (e) $3,960; (f) $4,040; (g) $2,020; (h) $2,020; (i)
To Be Determined

Reason Rollover Permitted: The US-VISIT program has always been a high
priority Homeland Security initiative. Uneamed award fee was sometimes rolled
over in order to incentivize the contractor to continue to improve performance.
Name Of Prime Contractor: BAE Systems

Contract Number: HSHQDC-06-J-00342

1.
2.

3.

DHS Component: DNDO

Date Rollover Approved: (a) June 4, 2008; (b) January 8, 2009; (c) April 14,
2009

Name Of Approving Official: (a) William K. Hagan; (b) William K. Hagan; (c)
William K. Hagan

Name Of Award Fee Determination Official: (a) William K. Hagan; (b)
William K. Hagan; (c¢) William K. Hagan

Amount Of Rollover: (a) $56,912; (b) $7,570; (c) $11,139.

Amount Of Rollover Ultimately Paid To The Contractor: (a) $54,066; (b)
$7,000; () TBD.

Reason Rollover Permitted: Significant accomplishments scheduled for Periods
3-5 were delayed due to activities outside of the control of the Contractor

Name Of Prime Contractor: Science Applications International Corporation
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Questions and Answers for the Record
Submitted to Edward R. Simpson

Your agency worked with the Government Accountability Office to get a better
understanding of how award fees are being used and whether they were appropriately
awarded. However, GAO only used a sample set of contracts from your agency and was
unable to determine if the award fees were effective in motivating excellent performance
from the contractor. As the saying goes, “you can't manage what you can’t measure.” |
believe that this may be the case with award fees. 1 request that your agency provide my
Subcommittee with the information requested below on how prevalent award fees are in
your agency and identify any problems that contracts may have experienced in the past.
Further, I wanted to solicit your opinion on ways agencies can establish policies and
procedures to more easily manage these contracts.

Analysis of Department of Energy Award Fee Contracts

QL. What is the total dollar value and number of contracts awarded by the Department of
Energy?

Al.  Asof 8/31/2009, the Department of Energy had 504 active contracts. Their total
award value is $253,984,295,853,

Q2.  Ofthe contracts identified in question number (1) what is the total dollar value
and number of contracts that incorporate award fees?

A2. 'Ofthe contracts identified in question number (1), the total award value and number
of contracts that incorporate award fees are $137,845,816,633 and 62, respectivély.

Q3.  Ofthe contracts identified in question number (2) please break down the contracts by
contract tracking number, program description, original estimated cost of program and
associated date, any replanned or rebaselined estimated cost of program and
associated dates, amount that has been spent to date, amount of potential award fees,
amount of awarded award fees, whether roll-over of award fees has been permitied at
any time during the contract, (if applicable) the date roll-over was approved and the
name of the approving official, (if applicable) the amount of the roll-over and the
reason why roll-over was permitted, and the name of the prime contractor.

A3.  For the contracts identified in question number (2), Attachment 1 provides a contract
ﬁacking number, description of work, total award value, contract award date, total
obligations to date, and other information. The data comes from the Department’s

autornated Procurement and Assistance Data System. Unfortunately, the system does
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not include the other data you have requested. We will collect the remaining data
requested manually and provide it by the end of December. We had one instance in
FY 2008 in which a contract that incorporates award fees experienced a cost overrun.
The contractor was paid $1,600,042 out of an award fee pool of $5,900,318.
Additionally, DOE descoped the contract, resulting in a $5,509,886 reduction in future
available award fee.

Of the contracts that are identified in question number (3), which programs have been
identified by the Office of Management and Budget (OMB), the Department of
Energy, the Inspector General, or any other entity as experiencing cost, schedule,
performance or any other management issues?

There have been no recent reports concerning management issues which are directly
related to the use of award fee in contracts. We base this statement on our review of
all 141 Department of Energy Inspector General reports and 167 GAO reports of the
last three years. We will manually collect data on the programs/projects supported by
the contracts that are identified in question number (3) that are experiencing cost,
schedule, performance or any other management issues and provide it by the end of

December,

Analysis of Department of Energy Award Fee Contract Policy

QL

Al

Does current Department of Energy policy and guidance follow all established OMB
policy and guidance related to the use and oversight of award fee contracts? Ifnot,
why not, and when will this be corrected?

As GAO pointed out in its recent report, current Department of Energy policy and
guidance does not strictly follow all established OMB policy and guidance related
to the use and oversight of award fee contracts. In its report, GAO noted two

particularly positive aspects of DOE’s administration of cost-plus-award-fee
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contracts. Specifically, GAO concluded that, for two of the four fundamental
practices recommended in the OMB guidance—linking award fees to acquisition
outcomes and limiting the use of rollover—DOE's supplemental guidance is in
accordance with OMB’s guidance. GAO also noted that DOE should strengthen
its policy for the other two practices OMB recommended-—emphasizing excellent
performance and prohibiting payments for unsatisfactory performance. DOE will
address GAQ's concerns immediately. Shortly, we will issue policy that more
strongly emphasizes contractor performance results and prohibits payments for
unsatisfactory performance in language that is unambiguous and consistent with
OMB’s guidance and recently published rules in the Federal Acquisition
Regulation October 14th.

What mechanism does Department of Energy have in place to measure whether
the use of award fees is more effective than other contract vehicles?

The Department of Energy does not have a mechanism in place to measure whether
the use of award fees is more effective than other contract vehicles. Wearea
participant in the interagency working group recommended by GAQ that will
investigate how best to address this issue.

How does Department of Energy ensure that all agency components follow
established OMB and Department of Energy policy and guidance?

The Department of Energy ensures that all agency components follow established
OMB and Department of Energy policy and guidance in several ways, First, we
maintain a robust procurement policy system, which includes online products such as
our Federal Acquisition Regulation Supplement, Acquisition Letters, Acquisition

Guides, and Policy Flashes, that keeps our procurement professionals up to date on
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policy and guidance. Second, we review our contracting activities’ adherence to
established policy and guidance throuéh our Procurement Management Review
program, which entails sending teams of experts to the Department’s contracting
activities to perform intensive two-week evaluations of the activities’ performance,
Third, all major contracting actions are subject to a formal Business Clearance
process, which results in a significant and detailed headquarters review of numerous
contract actions. Fourth, at every contracting activity, the Head of the Contracting
Activity and the Procurement Director are responsible for ensuring the efficacy and.
integrity of activity’s procurement system. These two officials at each activity must
maintain effective policy and internal oversight systems and use a fonqal process to
provide for internal independent reviews of procurement actions. Lastly, asa
complement to our Procurement Management Review program, every contracting
activity must perform a self-assessment, which includes evaluation of its adherence to
established policy and guidance.

How does Department of Energy collaborate on best practices and lessons learned
with other appropriate agencics that commonly use award fee type contracts? Is

this effective? If not, what more needs to be done?

We are a participant in the interagency working group recommended by GAO that -
will investigate how best to address this issue. More broadly, the Department has a
robust knowledge management system that includes a process of constantly scanning
procurement literature and Government reports, including Inspector General and GAO
reports on other agencies, to identify issues and initiatives of interest to the
Department and to include them in our considerations of our policies and practices.
Additionally, the Depa:tme;at participates fully in the Civilian Agency Acquisition
Council, in the supporting teams of the FAR Council, and on other inter-governmental

teams.
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The federal government has awarded billions of dollars of examples
unwarranted federal bonuses over the past decade.

There are numerous examples of unwarranted bonuses awarded by the federal
government that have cost taxpayers billions of dollars over the past decade.

These include:

(1) The Department of Defense paid $8 billion in unwarranted bonuses to
contractors for weapons programs that had severe cost overruns, performance
problems, and delays between 1999 and 2004.

(2) The Centers for Medicare and Medicaid Services pays more than $312 million
per year in quality-of-care bonuses to nursing homes that provide below average
care and have past violations of health-and-safety regulations.

(3) The National Aeronautics and Space Administration (NASA) paid Boeing a
bonus of $425.3 million for work on the space station that ran eight years late and
cost more than twice what was expected. Boeing estimates that it will incur an
additional $76 million in overruns by the time the contract is completed.

(4) NASA paid Raytheon a $103.2 miliion bonus for the Earth Observing System
Data and Information System despite the project costing $430 million more and
taking two years longer to complete than expected.

(5) Lockheed collected a $17 million bonus from NASA for the Landsat-7 satellite
even though the project was delayed nine months even and the costs rose 20
percent to $409.6 million.

(6) The Department of Commerce selected Northrop Grumman in 2002 to build a
$6.5 billion satellite system that would conduct both weather surveillance and
military reconnaissance that was supposed to save the government $1.8 billion.
The first launch was scheduled for 2008 but hasn’t happened, the project’s budget
has doubled to $13.1 billion, and Northrop’s performance has been deemed
unsatisfactory. Yet, from 2002 to 2005, the government awarded Northrop $123
million worth of bonuses.

(7) In 2007, Harris Corp. developed a handheld device to collect data for the 2010
Census that failed to work properly and was $198 million over budget. Despite this
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costly failure that could cause delays in preparing for the nationwide head count,
the Department of Commerce’s Census Bureau awarded Harris $14.2 million in
bonuses.

(8) The Federal National Mortgage Association, a government sponsored
mortgage enterprise better known as Fannie Mae, suffered $59 billion in losses last
year and has requested $15 billion in taxpayer assistance. Yet it plans to pay $4.4
million or more in bonuses to its top executives. Fannie Mae’s Chief Operating
Officer is expected to receive a $1.3 million bonus, the Deputy Chief Financial
Officer is slated for $1.1 million, and two executive vice presidents are each in line
for $1 million each.

(9) In 20086, more than $3.8 million in bonuses were paid out to senior officials at
the Department of Veterans Affairs months after a $1 billion budget shortfall
threatened to imperil the care of thousands of injured veterans returning from
combat in Irag and Afghanistan. Among those receiving bonuses were some who
crafted the VA's flawed budget that was based on misleading accounting and the
deputy undersecretary for benefits, who helped manage a disability claims system
that had a backlog of cases and delays averaging 177 days in getting benefits to
injured veterans. The bonuses were awarded after government investigators had
determined the VA repeatedly miscalculated, if not deliberately misled, taxpayers
with questionable budgeting.

(10} In 2006, the Department of Treasury abandoned a $14.7 million computer
project intended to help detect terrorist money laundering. The failed project was
65 percent over its original budget, but the vendor, Electronic Data Systems Corp.,
was awarded a $638,126 bonus.

(11) The repair and restart a Tennessee Valley Authority (TVA) nuclear reactor
cost $90 million more than what the federal utility budgeted, but TVA paid the
primary contractors on the project, Bechtel Power Corp. and Stone and Webster
Construction Inc., an extra $42 million in bonuses and other fees last year.

(12) in 2008, the San Diego Unified school district spent more than $3 million in
federal funding for low-income students, child nutrition and other Department of
Education programs on bonuses for employees leaving the school district.
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(13) In 2008, the Department of Education paid nearly $1.7 million in bonuses to
Denver Public Schools principals and assistant principals, including those at some
of the lowest-performing schools in the city and six schools that have been closed
because of poor performance.

(14) The U.S. Postal Service is expecting a deficit of $6 billion in 2009, foliowing
deficits of $2.8 billion in 2008 and $5.1 billion in 2007 and, as a result, may
increase the price of first-class mail stamps by 2 cents and end mail delivery one
day a week The Postmaster General, however, was paid a $135,000 bonus in
2008.

(15) In 2008, three top executives in the Office of the Inspector General of the
Department of Defense each received a cash bonus of $30,000 for outstanding
leadership even though their agency has a history of weak management and
strained relations between employees and supervisors.
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