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PREFACE

This is the first of three Rand Reports on performance contracting i educa-
tion. The swudy is sponsored by the Assistant Secretary for Flanr ing and Evaluation
“{the United States Departraent of Hexlth, Educstion and Welfare under Contract
No. HEW-0S8-70-156.

This Report consists of two parts. The present volume explores the basic issues
and consideraiions in perforr.ance contrecting. It is addressed to eaucational deci-
sionmakers, particularly thoze gviding loca' sthool districts.

The second part is a iechn’cal addendum, The Performance Contracting Con-
cept, Appendix: A Oritique of the Theory (R-699/2). A survey of the state of the art.
it suamarizes a number of mathematical models that have been developed to ana-
lyze contractual incentives, ar. } present: a critigue of the theoretical underpinnings
of perforrance contra’ .ng. The sppendix will be of more interest to theoreticians
and model-builders than to decisionmiakers.

Anter tracing the evolution of performance contracting, the Report discusses
the concept as it is currently being applied in education. This discussion is neces-
sarily incomplete, since few programs have been completed at the tim« of publica-
tion and little can be said about outcomes. A later Rand Repoit will analyze the
cuicemes of some programs after 1970-71 resuiis arc available.

The final Report will be a Performance Contracting Guidr.. It will combine the
concepts of the first Repmi with conclusions drawn from program results in the
second to produce a general guide an Lov' to plan, conduct, and evaluate perform-
ance contracting progrars.

The focus of the ent’re project is on decisionmaking. Local s¢io0l officials and
school board members, in assessing the usefulness of performance cuntracting for
their districts, must uvbserve and evaluate programs in cther districte in light of their
own schools’ requirements. State and Federal nfficials must inform themselves about
this new and rapidly expanding movement in American education.

By analyzing the basic decisions involved in applying the perfotinance con-
tracting concept to educational services this Report takes an initial step toward
making informed judgments possible.

iii
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SUMMARY

Performan:e contracting is a new and increasingly pupular technique ir adu-
catir-n. Many school districts now have performance contracts with private leayning-
systom firms or groups of teachers. These contracts calt for the sducaticn of desig-
nated groups of students, whose measured achievemnent determines the amount cf
the contract payments. The usual measure is the difference in the results of twvo
forms of the same test, given at the beginning and the end of the program.

Performance contracting is only one of several arrangemen'.s schoo! districts
can use. There are two broad classes of contracts. Fixed confracts specify fixed
payments for fixed outcomes; that is, the buyer contracts for very speciiic actions,
and can refuse delivery and demand redress if the seller fails to perform them
exactly as specified. Performar.ce contracts allow for a range of outcomes and a
corresponding scale of payrents. These contracts are usuelly employed when the
buyer has no tighuy defined idea of the action he wants performad, or the seller it
uncertain of hir ability to deliver. Both parties then egree that payment will be
contingent on the achieved level of performance.

Under either kind of contract, the buyer may further contract for either re-
sourcesor results. A schooi district, for example, may contract for »uses and drivers,
or for the bussing of students; it may contract for teachers and books, or for student
achievement. The distinction hinges on who exercises day-to-day awuthority over the
endeavor and is therefore responsible for the outcome.

In order to contract for results, the product or service the contractor is to
furnish must lend itself to clear definition. Performance contracting has an eveu
n.ore rigorous requirement: the contractor’s achievement must be cbjectively meas-
urable. At present, most educators agree on specification and measurement tech:
niques for only a few subjects, notably reading and mathematics, to which most
current projects are confined. Even for reading and mathematics, however, many
educatory are dissatisfied with present t>sting instruments. The future expansion of
performance contraciing is therefore very likely to depend largely on the develop-
ment of more acveptable norn-referenced and criterion-referenced measures of
achievement.

Judging the 1970-71 programs will entail further difficulties. While most per-
formance contracting programs are remedial, generally use an ind.vidualized ap-

v
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proach to learnir g, and focus on reading and matheraatics, they are far from uni-
form. They are beterogeneous with respect to student populations, incentives, con-
tractors’ backgrounds and approuches, program organization, and objectives. Fur-
thermore, 211 are experimental, and each school district has its particular objectives,
socioeconotnic setting, and constraints. Consequently, judgments of one program
may not apply to others. For the same reasons, this study emphasizes that there is
no universally preferable type of contract or arrangement a school district should
adopt; the choice will depend . local circumstances.

In view oi these considerations, it is all the more urgent that careful evalua-
tion of experience should constitute a vital part of the current performancr: contract-
ing moverent. This evaluation should take into account imuch more than the aca-
demic achievement gains specified in the contract; it should take a brod total-
presram perspective. For one thing, a contract typicaily encompasses only a portion
of the program. The cost and effectiveness of other aspects, such as schoc' district
investment, teacher training, and outside support {if used) should be analyzed; so
skould important impacts that transcend student achievement—for example,
changing sttitudes of and relationships among students, parents, teachers, unions,
schocl officiais, and the electorate at large.

No one is yet in any pesition to pass judgment on the efficacy of performance:
contiacting in education. The extensive number and diversity of programs now
under way, however, shuuld provide enough evidence at the end of the schos! year
to enable a plausible prognosis for the future of this technigue.

vi s
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I. INTRODUCTION

' During the 1969-70 school year, two school districts entered into performance
contracts with educational firms; in 1970-71 this number is probably at least one
hundred. The exact number cannot be ascertained, since new programs are being
started througk.,ut the year and many have received little publicity. Because these
pilot programs could lead to a repid and widespread adoption of the strategy, it is
important to examine the performance contracting concept and its current appli-
cations in education.

Precise definition of performance contracting is a complex matter, and will be
taken up in Sec. I1. For the time being, we shall use the rough working definition
that a pariormance contract is a covenant betwecn a local educational agency (LEA)
and a learning-system contractor (LSC) in which the LSC’s payment is related to
some measure of the vcademic achievement of the students in his learning program.

ORIGINS OF PERFORMANCE CONTRACTING

The performance contracting movement is the fo. ter child cf discontent with
our educational system coupled with the governmental struggle to ir-prove procure-
ment procedures.! The public is concerned over the failure of the schools to provide
training— particularly in reading—that will convert students into effective and pio-
ductive citizens. The statistics are numerous and depressing. To illustrate, one-
fourth of all students in the nation have major reading deficiencies, and more than
three million adults are illiterate.® This is a nationa. problem, but it is especially
severe for culturally and economically disadvantaged student populations.

Poor student achievement is nothing new; what is new is public awa-enes: of
its consequences and the realization that neither in¢resing the Gross National
Product nor spending more money on education is an automatic cure. At the same
time, the public is demanding from the schools far more than first-rate teaching of

the three Re. Burkhart ably describes the schools’ latest transit from frying pan to
fire:
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The schools, to their own astonishment, now are confronted with try-
ing to save, through education, the poor, the physically and emotionally
handicapped, and the culturally, socially and economically disenfran-
chised of the nation. Those in a position of responsibility know that we
are doing less than a creditable job of facing these difficulties in our
schools, because our teachers and schools are not geared for dealing with
the realities of cur national problerns However, these problems are the
schools’ problemns .. .?

More importar.t for performance contracting, the schools now get the blame
when their students fail. In earlier days, learning was up to the student. I he failed
to digest what the school offered, it was assumed that the fault lay in his laziness,
lack of intelligence, or unwillingness to learn. Today the situation is reversed; many
groups are d:manding that schools somehow infuse all students with the skills
necessary for the world of the 1970s. A 1andmark in this trend was the proclamation
in 1969 by James E. Allen, then U 8. Commissioner of Education, of a *national right
to read.”! Every student, Allen said, should leave school with the skill and desire
toread to the full limits ¢ 3 capacity, and public policy and action at hoth Federal
and local levels should be directed to this goal. School systems have responded by
searching for new methods to show their commitment to increasing student attain-
ments, particularly amorg minority and disadvantaged students. Federal money
has been made available to support such efforts. This new school climate has led to
a search for educational innovations, and perfomance contracting has been seized
upon as a nromising candidate.

Arother impetus toward performance contranting has been exasperation with
the slow puce of technological change in American public school education. Rapid
evolution of 1nstitutions and procedures has hecoine a way of life in America, but
education is a notable exception. The classroom of today may or may not be architec-
iurally different from the classroom of thirty years ago; the usual classroom organi-
zation, materials, and techniques, however, are remarkably similar.

Educational research and development (R&D), despite a paucity of funds, has
produced many prototypes of new equipment, techniques, and procedures. Typically,
an innovation is developed, tested, and demonstrated under "field test” conditions.
Then a report is written and quietly relegated to library shelves while public educa-
tion gnes on unaflected.

Everyone involved with educational R&D, technology, or palicy has been frus-
trated by this resistance to change—most of all, the suppliers of educational equip-
ment, materials, and services. Many of them have entered the educaticnal market
since 1960, believing that their products and services would benefit students and
yield a profit to the firms. Because a major mearket for new educationel technalogy
has not developed, however, many firms have been rethinking their marketing
strategies, and have given much attzntion to a total-systems approach and guaran-
tees to buyers. They, too, became reudy for the performance contracting movement.

A third strand in the pattern is the edcational accountability movement.
Taxpayers ere now notoriously loath to meet the requests of school nfficials for
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resources; estimates of the failure rate for voter agproval of school bonds and tax
increases run s high as 75 percent. And a typical attitude of public officials "vas
expresscd by Minnssota Governor Harold LeVander when he complained that,
“We've doub)d the expenditures for education in Minnesota but we haven’t donbled
the quality.”*

One response by meny education leaders, including exccutives for the US.
Office of Education, has been to try to develop programs to promote educational
accountability.® The basic idea is that schools will be held responsible for educe-
tional outcomas—that is, what the students learn. Perfermarice contracting has
seemed to a number of authoritizs to be one way to promote this aim.” Indeed, the
n«tions of performance contracting and accountability have been =o linked in the
last few years thai it is important to emphasize that they are separate but related
concepts.

The final trend in the performance contracting movement has affected all
governmental activities: the drawing a'vay from traditional procurement tech-
niques a1d toward new and more system-oriented and output-oriented procedures.
The new techninues, the developers hope, will lead to better analyses of the costs
and benefits of, .vernmen*al expend *ur °s and provide contractors with more incen-
tives for efficiency and innovation. This development nas antecedents in such di-
verse sectors as water recource development and hospital insurance, and particu-
larly i1 defense procurement. Consequenily, in discussing perfor -1ance contracting
in education we shall have occasion to refer to ex serience in other areas. We shall
particularly refer to experience in acquiring technologically .Jva:iced de.” nse sys-
tems, which includes substantial experience with many of the techniques now in-
volved in educational performance contrscting.

In 1969 all these trends came together to produce the first performance con-
tracts for educational services. Many people identify perfor.nance contracting with
the features of the Texarkana project durirg 1969-70. This is a quite inappr. priate
identification, since many of the present programs bear little resemblance to the
original Texarkana program. During 1970-71, school districts are applying the
method in a variety of ways to achieve a variety of objectives.

To be more specific, a performance contracting progam may involve a large
profit-oriented business firm; it may involve advanced educational technolrgy; it
may involve extrinsic motivatora for students and “achers; it n.ay i volve an in-
dependent educational evaluator or auditor; and it may involve many other ele-
ments. On the other hand, it may involve none of these features. Performance
contracting is not a program, but a methou jur organizing programs. This method
should not be confus~d with the specific ways in which it has been applied.

OUTLINE OF THE STUDY

The object of this Report is to explain the basic perrormance contracting con-
cept, to define and discnss the baric iseies involved in the decision to undertake a

13
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performance contracling pregram for the education of public school students, and
to place these issuss in perspective.

Section 1l discusses the definition and applicelLility of performance contracting
for results. Four basic types of contracts are defned, with simple examples to demon-
strate the us :s, implications, and desirabiiiiy of rach type. Attention is on four basic
considerations: product specification; risk; technologies and skills; and institutional
and other local constraints. These sonsiderations are then related to the selection
of the desived type of contract for use in a particular situation,

Section III takes up contracting for the education of public school students.
The Lasic considerations gutlined in Sec. Il are di cussed in the context of the public
schools and are related to the possibilities and attractiveness of performance con-
tracting for stu {ent achievement.

The major points developed in Secs. 11 and U1 are illustrated in Sec. IV by a
disrussion of some of the currently (1970-71) operational performance contracting
programs. Section V summarizes the Report.

Pecause the ediicational application of the performance contracting concept is
a recent phenomenon, this Report's basic conceptual discussions of the concept
der’ ¢ partly from sources outcide the educational community. Much of this infor-
mation is described in detail in the Appendix. A separately published addendum,
The Performance Contracting Concept, Appendix; A Critique of the Theory(R-699/2),
summarizes the present state of the art of the theory of performance contracting.

14¢°
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II. PERFORMANCE CONTRACTING

Performance contracting is one of several contracting methods available to
school districts in procuring goods and services. 1his section illustrates, usually by
simple examp'es, the major contracting methods and the considerations involved in
the use of each. Section 111 relates these elementals to contracting for the education
of children.

TYPES OF CONTRACTS

A contract is a legal agreement between two parties in which one paity prom-
ises to execute some specific act or acts in return for a consideration of value from
the other. In most cases, if these acts are not performed exactly as specified, the
buyer can refuse delivery and ask for redress. We shall refer to contracts of this type
as fixed-outcome/fixed-payment coniracts, or simply as fixed controcts.

Other contractsal'ow for a range of possible outcr mes and a scale of paymer s,
The outcome actually achieved determines the specific payment to be made. These
contracts are usually employed when the buyer has no tightly defined idea of the
action he wants performed, or the seller is uncertain of his ability to d~liver. Con-
tracts in which the payment is contractually contingent on the level of performance
—that is, in which a range of outcomes are acceptable and a variable pavment
schedule is specified—are referred to as performance contracts.

A lega! entity such as a school district may contract for resources or it may
contract for results That is, a school may contract for carpenters and bricks, oi for
a new building; for buses and drivers, or for the bussing of students; for teachers aud
books, or for student achievement. The crucial distinction is whether the school buys
the resources and then directs their use to achieve some desired results, or whether
it contracts directly for the results. In short, the crux is the allocation of authority
over day-to-day operations.

Under a contract for resources, the £chool procures the resources and then
18sues specific directions on how the work is to be accomplished, the resource combi-
nations to be used, work rules, and the like. These directions may be constrained by
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contract provisions; for example, it may be stated that all work rules must comply
with general union regulations. The school retains basic entrepreneurial and
managerial control, however.

Under a contract for results, this control is typically bestowed on the contrac-
tor, who is authorized to decide on work procedures and resource combinations.
Again, the contract may establish general rules, such as that all employees must
belong to a union or that tlie contractor muct take affirmative action against racial
discrimination. Gbviously, the school's control is much less under a contract for
results.

Both fived and performance contracts may e drawn up for either resources
or results. A performence contract for resources usually makes payment contingent
on the quality of he resources delivered. For example, a contract for fuel oil may
provida for differential payments depending upon the grade of fuel delivered; and
teacher contracts sometimes award bonuses or pay raises to teachers who assume
extra duties or who take special courses.Under a performance contract for results,
payment is usually contingent on the quantity or quality of the results. For exam-
ple, when a school district contracts with an educational firm to teach children to
read, the payment scale is usually indexed on the children’s gain in reacing ability.

Other “mixed” types of contracts are sometimes encountered. One form in
particular warrants discussion: occasionally, a contract calls for the provision of
resources but bases the fee on some index of results. For example, a school district
may purchase reading textbooks under the provision that a portion of the payment
will be based on the reading achievement of students who use the texts. Such a
contract may be called a mixed-performance contract. The seller is required to stand
behind the results achieved with his product, but since he has little or no control
over this achievement, such contracts are rather rare.

PROGRAM/PRODUGT SPECIFICATION

Selecting the proper type of contract can be very difficult. In some circum-
stances, certain types of contracts will simply not be feasible; in others, many or all
types will be passible, and the problem is to determine the most appropriate one for
the situation. The two major restrictions on contract selection deel with the specifi-
cation of the product.

The feasibility requirrment in cuntracting for results is that the product must
lend itself to clear definition. Whether he is contemzlating a fixed or a performance
contract, the buyer must be able to specify the desired results in simple, straightfor-
ward terms to a prospective seller. These terms must also be meaningful to a
knowledgeable third party so that, if a dispute arises, he can determine whether the
contract terms have been fulfilled or not. In purchasing books or equipment or even
buildings, the school is usually able to describe exactly the product it is after. Such
procurements as the purchase of administrative services are not so easy. Typicaliy,
a school administrator is hired to "administrate.” Most school boards believe: they

16 v
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can judge the qualifications of a prespective administrator and list the functions he
is to perform. It is usually extremely difficult if noi impossible, however, for them
to agree on an explicit, objective method for measuring his performance. Conse-
quently, contracts between school districts and administrators are usually simple
employment contracts; that is, they are fixed contracts for services or resources.
Administrators can still be “held accountable,” of course, with their efforts and
results evaluated in subjective terms. These evaluations are tacessary considera-
tions in contract renewal proceedings but they are seldom, if ever, suiiiciently spe-
cific to be usefu) in assessing a contract for results.

Performance contracting entails a more specific and stringent feasibiiity re-
quirement: over and above clear definition, the contractor’s actions—his perform-
ance—must be objectively measureble. This applies whether the contract is for
resources or results. The quantity aud quality of resources are almost always readily
measurable; measuring results is often difficult. Many products that can be specified
cannot be scaled. For example, a school can contract for the provision of for.d services
either by specifying menus or by specifying general requirements of nutritional
value, diversity, attractiveiess, tastiness, and scheduling. But neither of these prod-
uct descriptions, with tie possible exception of nutritional value, is amenable to
scaling and measurerient. Other tasks performed in the school, however, such as
student bussing and the teaching of typing and shorthand, yield products that have
long been commonly expressed in readily measurable units.

In sum, school districts may choose among four major types of contracts to
procure goods and services: fixed or performance contracts for resources, and fixed
or performance contracts for results. A fixed contract for results is feasible only if
the LEA can explicitly and objectively specify the results it desires. A performance
contract for results requires, in addition, that the LEA be able to scale the results
it is after, so that "more” end “less"” become meaningful and measurable concepts.

SELECTING A CONTRACTING METHOD

The school district's choice of contracting method will depend on four factors:
risk; relative advantages of the LEA and the potential contractor with respect to
tech.nology and management kiils; institutional constraints; and any other intangi-
ble considerations that niay apply. How these factors interact to determine the typ:
of contract can best be explained by illustration. Student bussing is a good example.
Typically, the task is to transport some nimber of students from some number of
pickup locations to and from schoo), arriving at and departing from the school at
certain times, for a certain number of school days. The major inputs are buses,
drivers, time, service and maintenance, and management, and the output is the
on-tinie pickup and delivery of the students. The inpuls are easily measured, and
simple measures of the output can be constructed, such as the number of days
delivery is accomplished, the percentage of the students delivered each day, and the
latcness of delivery (say, in minutes). The problem facing the school officials is hov

17 e
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to contract for this operation. As we have described it, the school is able to consider
either a fixed or a performance contract for either resources or results.

Risk

Risk is present in the bussing operation in several forms. Machinery is subject
to random failures that can cause operations to be delayed or even cancelled. So are
drivers; they <an be tardy or sick and they can commit errors of judgment. In scme
- reas of the country, the weather i8 ar important and extremely variable factor. In
addition to these factors, all reluting to the success of the bussing oneration, the form
or level of the operation is itself usually uncertain. The school will always desirz to
have “all” of its eligible students transported, but the number of students a1.d their
locations may change over the course of the year.

Both parties to the contract will have at least an informal budget; that is, cach
will have some funds directly available for bussing operations, and other mories
that can more or less easily be reallecated to bussing activities if the need arises.
Each will also have some more or less attractive alternative uses for the budgeted
bussing funds. Furthermore, each party will have some preference, determined by
the availability and alternative uses of funds as well as by many other factors, for
stability in its finances and operations. Some groups desire to completely specify
sources and usages of funds at the beginning of the budget period, while othes prefer
some degree of flexibility.

Relative Technologies and Management Skills

The technical and managerial skills available to the school and the prospective
contractors may be identical or they may differ greatly. If they differ, it is vsually
because of specialization or economies of scale. Consider two cases. In the first case,
the prospective contractor is a loosely organized ‘probably part-time) firm set up to
hand!s this specific bussing operation. There may be no reason to believe it wonld
be superior to the school in technical skill or management expertise, or that it could
acquire any better equipment than the school could. In inany situations ofthis kind,
the option apen i the school is between cont: acting with the firm or hiring most
or all of the same personnel to operate the school’s ovn bussing program.

At the other extreme, the school may have the option of contracting with a
large, well-established company that specializes in bussing services and has many
employees who are well versed in bussing procurement, maintenance, operation,
and mansgement. Furthermore, ihis company probably has many bussing con-
tracts, 80 that ita personnel can be specialists und its equipment can be specialized,
while still being scheduled and utilized eficiently. Such a firm is probably 1much
better at bussing than the school could poesibly be; that is, it can probably provide
a specified bussir g service cheaper than the schoc! can or, for the same amount of
money, can provide better service.
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Institutione? Considerations

Institutional factors may also restrain (or aid) the operations of either party.
All organizations operate in an institutional, legal, and political environment that
may profoundly affect their operating procedures and capabilities. Favorable per-
sonnel policies may aid th- school in recruiting bus drivers, while a bussing firm tay
face strict union rules. In some cases, state laws may flatly foi bid a school to contract
for bussing services. In other states, local political ser.timent about the “free enter-
prise system” may prevent the school from running its own buses.

Other Counsideiations

Finally, contract decisions may be influenced by wholly rational but nonquan-
tifiable considerations. Some organizations deem it desirable to develop an “in-house
capability,” and may be willing to put up with short-run disadvantages or inefficien:
cies associated with contracts for resources in order to increase their own lcng-term
potential. In other situations the same organizations may believe they can enhance
their long-term potential more by contracting for results and then closely observing
the contractor’s methods and technologies. Sometimes a school district may decide
that, evei: though it might be somewhat less expensive to contract for resources, it
would be advantageous to let a contract for results and not be involved in managing
the operation. This can be a very rational decisicii if such involvement would inter-
fere in any way with the district’s other duties.

TRADEOFFS IN CONTRACT SELECTION

Contract negotiations resolve three major issues:

1. Deisionmzking authority. When a scheol contracts for resources, the
school retains autl.ority over the operativ. ; 'when it contracts for results,
this aut*ority resides in the contractor.

2. The decisionmaking time pettern. In a hxed contract for either resources
or results, all decisions relevant to the contract are made during negotia-
tion. In a performance contract, some decisions can be deferred.

3. Pricing, or the determination of the relationship between the act's) the
contractor is to perform and the payment he is {0 receive.

In practice, these irgues are usually resclved in two steps. The selection of a
contract type resolves the first two, and then the negotiation of specific terms re-
solves the third. These issues should never be resolved indepencently. Further
dcevelopment of the bussing example will illustrate that these issues are highly
interdependent and must be jointly resolved by considerations involving the afore-
meuntioned factors of risk, technologies and skills, institutional constraints, and
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other benefits and costs. We begin with a very unrealistic case in which no risk
whatever is present in the operation.

In a world cf complete certainty, contructual issues could be resolved solely on
the basis of financial preferences and technical and institutional advantages. There
would be no reason to defer any decisions, and the school’s desire fc. financial
stability would undoubtedly result in the selection of a fixed contract with both
product and cost firmly specified at the beginning of the school year. The school’s
choice between contracting for resources or results would depend simply on the
technological and institutional advantages under the two appreaches and the result:
ing costs of the bussing operation. Simple situations of this type are exceedingly
rare, however. Usuaily, at least a moderate amount of risk is inherent in any
operation, anc its presence multiplies the tradeoffs that must be considered.

The presence of risk, whether it is in the form of uncertainty regarding the
number of students to be transnorted, the number and location of the pickup points,
the technology, or whatever else, significantly degrades the desirability of a fixed
contract.

Fixed Contracts for Resources

A school that negotiates fixed contracts for bussing resources must specify (at
the beginning of the term) the types and quantities of resources it desires. It then
knows its costs for the year. The risks in the bussing operation, however, prevent
the school from knowing what the effectiveness of these resources will be. For
example, bad weather or breakdowns can delay or prevent the delivery of students,
or an increase in the number of sivdents to be transported can seriously degrade the
transportation of all students. On the other hand, if the busses turn out to be
extremnely reliable or if a large number of students trensfer out of the district, the
school may find itself with an excess of transportation rcsources.

Hence, if the school clings to fixed contracts for resources, it faces a tradeofl
between the types and levels of resources to purchsse, and consequently their cost,
and the expected level of service they will provide. If the school places a high value
on having all of the students arrive at school on time every day, it will have to
contract for a liberal amnunt of high-quality resources. If its budget is tight, on the
other hand, it will have to settle for a lesser amount of resources and less reliability.
The school’s perception of the amount of risk present will determine its concern with
this tradeoff, and the school’s relative valuation of funds and operational stability
will determine the final selection. If it views the tradeof as highly significant,
however, the school may desire not to make a final, firm selection at the beginning
of the term. One way to defer this decision is to use performance contracts for
resgurces.

Performance Contracts for Resources

Tn this context, performance contracts for rescurces can most easily be
thought of as contracts for buses and drivera that allow the school to select the level

10
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of these resources that it desires on a monthly, weekly, or even a daily basis, with
payments varying accordingly. With contracts of this type, the school is able to alter
the level of bussing service and its cost as time passes, Whenever an unexpected
event occurs, the school is able, if it so wishes, to change its level or irtensity of
operations. This flexibility comes at a price, however. The school will typically be
forced to pay more for any given level of resources when it has the option cfchoosing
and changing this level as time pasees than it would have to pay if the level were
fixed for the entire year. The school is shifting the burden of uncertainty onto the
contractor, who will charge something for accepting the risk.

Stated conversely, the contractor would be willing to pay a premium (accept
a lower price) for knowing at the beginning of the term what will be rejuired o' him
throughout the term and being able to plan accordingly.

In considering a shift from fixed to performance contracts for resouvrces, then,
the school must evaluate the benefits it would receive from being able to alter the
level and intensity of its bussing operations over time against the additional costs
it would incur.

Fixed Coniracts for Results

Contracting for results is another way to cope with uncertainty. As mentioned
previously, if the product can be specified, the school can consider contracting for
results, and we suggested several output dimensions that could be specified in a
student bussing operation. If the school is willing to specify acceptable levels of these
output dimensions, it can negotiate with potential contractors.

The school determines the amount of risk it transfers to the contractor by
specifying the output. If the contract states that all students will be dalivered to
school by 8 a.m., the school has essentially transferred all of the risk and the
contractor’s bid price will reflect this fact. If, on the other hand, tardiness will be
allowed up to twelve days a year without affecting the contract, the contracier’s risk
is significantly Jess and his price will be lower. The school gets a lower price by
relaxing its requirements, but it assumes more risk of the students not being deliv-
ered. Once again, the fundamental fact is clear: the school can transfer risk only if
it is willing to pay a risk “premium.” As with contracting for resources, it must
eva'uate the basic tradeoff between level of service and cost.

Performance Contracts for Results

In contracting inr resources, it is often possible to reduce risk by deferring
certain decisions—that i3, by shifting from fixed to performance contracts. An analo-
gous situation exists in contracting for results. In a fixed contract for results, the
product specifications and the payment to be made (which will reflect the contrac-
tor’s risk at that particular level) are determined at the time of contract negotia-

‘ tions.

If the school is willing to accept a variety of levels'of service with a correspond-
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ing scalc of payments (a performance contract for results), it can expect the contrac-
tor Lo be willing te accept a lower price for any given level of service than he would
under a fixed contract—he will not be in default if he fails to achieve a particular
level ¢f service. The school “pays” for the lower prices by giving up its ability to
specify the level of service that will be delivered. Performance contracting for re-
sults has advantages and disadva .tages for both parties, then, as do all of the other
tyres of contracts,

SUMMARY

Tuese examples have illustrated the various types of contracts, the feasibility
of using each type, and how various considerations interact to determine the most
apprapriate type for a particular situation.

Four basic types of contracts can be used to procure goods and services: fixed
and performance contracts for resources, and fixed and performance contracts for
results. The basic distinction between contracting for resources and contracting for
results is whether the school or the contractor will have authority over the Lay-to-
day operation of the project. The basic distinction between a fixed contract and a
performance contract is whether a single outcome and payment are specified, or
whether a range of acceptable outcomes and corresponding payments are allowed
for.

There are two fundamentsl restrictions on a school’s ability to contract for
results. A fixed contract for results requires that the desired results can be defined
explicitly and objectively. A performance contract for results has the additionai
requirement that the school must be able to measure objectively the results it is
atter; that is, “more” and "less” must be meaningful and measurable concepts.

Choice among the four types of contracts depends on the nature of the opera-
tion. The basic considerations are risk, relative technologies and management skills
between school and contractor, institutional consideration~, and any other intangi-
ble factors that may be present. Two generalizations concerning contract preference
are possible. First, the greater the techaological and managerial advantage of the
prospective contractor over the school, the greater the advantage of a contract for
results over a contract for resources. This advantage may be offszt, however, by
institutional or sociopolitical considerations. Second, the greater the rizk in a pro-
Ject, the greater the advantage of a performance contract over a fixed contract.

These generalizations are directly applicable to contracting for student
achievement. A performance contract for resulis is most appropriate when (1) the
desired results can be quantitatively measured and scaled, (2) the schoo! believes the
contractor hes some technological, managerial or institutional advantage in achiev-
ing the desired results, and (3) the risk inherent in the operation is 1oo great to allow
the use of a fixed contract for results.
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III. CONTRACTING FOR STUDENT ACHIEVEMENT:
GENERAL CONSIDERATIONS

A school district interested in setting up a performance contracting program
should consider how the factors discussed in Sec. II apply to its own local circum-
stances. It will also be informative to examine the arrangemnents made by a variety
of American school districts in pursuit of a diversity of objectives, which is the
subject of Sec. IV. First, however, we should be aware of the unity underlying this
diversity; th's sec ion reviews some of the major considerations that apply to nearly
all programs.

EDUCATIONAL GOALS AND OBJECTIVES

It is not eacy to specify the objectives of an educational program, whether
conducted by the school or by a contractor. One of the first problems is to distinguish
clearly between the broid societal goalsto which the school endeavers to contiibute,
and the narrower objectives of an educational program or even a single class within
a school.

What appears rtfirst glance to be a hairsplitting semantic distinction actuaily
touches on a key poiut in 1egard to performance contracting. A goal is a broad
statement of direction and is not concerned with a particular achievement within
a specified time period. An objective, in a contract, is a desired accomplishment that
can be attained within a given time and under specifiable conditions. The attain-
ment of the ohjective should advance the system toward a corresponding goal.

Perhaps there was a time when schools could afford a relaxed attitude toward
this matter, nodding in agreement with a set of lofty but abstractlv stated goals
while concentrating on the sole task of teaching reading, writing, and arithmetic.
If so simple a time ever existed, it has vanished. The twentieth century has gener-
ated a tremendous increase in the depth and breadth of the responsibilities assigned
to American public education. Even the goals, while still lofty and broadly stated,
have altered to reveal a more pointed concern with some of the special problems that
afflict our urbanized and more populous society. It is interesting to compare two sets
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of goals enunciated forty-six years apart. In 1918, the Commission for the Reorgani-
zation of Secondary Education set forth “Seven Cardinal Priaciples” of eduration:

Health;

Command of fundamental processe’;
Worthy home membership;
Vocation;

Citizenship;

Worthy use of leisure; and

Ethical character.

in 1964, the American Association of School Administrators stated the following
“Imperatives of Education™:

To make urban life rewarding and satisfying;

To prepare people for the world of work;

To discover and nurture creative talent;

To strengthen the moral fabric of society;

To deal constructively with psychological tensions;

To keep democracy working;

To make intelligent use of natural resources;

To make the best use of leismire time; and

To work with other people of the world for human betterment.

While these goals are laudable and inspiring, it is difficult to translate them
into workable vbjectives, and in the meantiraz the public clamor over education
cuntinues to grow. The electorate may vote down school bonds at the polis, but it
shows a lively interest in measures of school performance. It avidly reads the latest
national reading-test scores ard does not hesitate to demand better performance
from local schools. The current trend, therefore, is te attempt to devise implementa-
ble objectives. To illustzate, the California Advisory Commission on School District
Budgeting ard Accounting has suggested some objectives for a sixth-grade reading

class:

1.

Upon completion of the term, a sixth-grade pupil will be able to read 7
pronounce with 80 percent accuracy a district-compiled list of sixth-gra.:

wordg selected from the basic Stanford Test—Reading.

Ninety-five perceat of all students completing the sixth grade will be able
to read with 80 percent comprehension a selected passage which has a
reading difficulty level of an average newspaper article as measured by a
district-wide test.

Eighty-five percent of all students completing the sixth grade will write an
ssay of approximately 300 words on a selected topic that meels the follow-
ing criteria a3 evaluated by the teachers:

14
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T T e U T RIS

a. Not more than four errors in each of the following categories: word
usage, punctustion, capitalization and spelling.

b. Fsray contains :elevant material.

c. Paragraphs siructured properly.

d. Y¥ssay strustured properly.

4. Ninety percent ofall students completing the sixth grade will prepare and
deliver a th.ree-minute speech which contains proper word usage, prenun-
ciation and articulation, Puency, sentence structure, guality of tone and
expression, as evaluated by the teacher.’

These statements are lucid enough, but they still constitute a mix  .ag o1
objective and subjective judgments. The yardsticks they incorporate woule nave to
be much mo:e precise to serve for a performance contract.

CONTRACT SPECIFICATIONS AND NONCONTRACTUAL
OBJECTIVES

An LEA may s:metimes have program objectives that are not spelled out in
the contract. For exampl:, it may wish to promote racial integration by providing
a remedial reading program. Another LEA may wish to improve its general cur-
riculum by experimenting with new teaching techniques. Roth programs could
nonetheless have identical contract specifications. In evaluating the usefulness of
the program, then, the LEA should not judge solely by tke contractor's measured
success in improving reading skill, let us say, but should take into account any
progress toward collateral objectives.

Put differently, it is important to distinguish between the overall educational
progran and that part contracted cut to an LSC. The distinction is especially impor-
tant because of the increasing use of program plunning in education.

In an educational context, program planning e1tails viewing a school or dis-
trict as a system made up of various components, and weighing the relative contribu-
tions of each component to the attsinment of system objectives. For example, in-
structional materials, administrative and managerial suf port, teachers, in-servire
training, and various teaching and learning strategies contribute variously to the
achievement of custodial care, cognitive development, affective development, and
the like?

A total program approach in planning perfcrmance contract programs is
highly desirable. It is important that an LEA considering a performance contract
give consider.able thought to its educational objectives, resources, and alternative
strategies. T.1ia approach does not imply that the entire program should be turned
over to the contractor, however. H-w much of the program authority should appro-
priately be placed in the hands of a contractor is a difficult but separate iseue.
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PRESENT CURRICULAR LIMITATIONS ON CONTRACTORS

At this early stage of the performance contracting movement, it is usually
unwise or infeasible for either party to consider assigning responsibility to a contrac-
tor for broad areas of subject matter. Performance contracting requires that the
contractor’s achievement be objectively measurable, and at present most educators
are in reasonable agreement on measurement techniques for only a few subjects,
potably reading and mathematics—and even for these, many educators are dis-
satisfied with present testing instruments. This is clearly an area in which research
is urgently needed; thie future expansion of performance contracting may well de-
pend on the development of such instruments.

Even now, however, there are exceptions. A few cortractors are teaching sub-
jects other than reading and mathematics, and novel bases for rewarding contrac-
tors have been devised that sidestep the direct measurement of academic achicve-
ment. In Gary, Indiana, for example, Behaviore! Research Laboratories is responsi-
ble for an entire primary school curriculum—but, interestingly enough, will be paid
according to achiever .ent in rea-ling and mathematics.

Typing, shorthand, and most forms of vocational education also lock like obvi-
our candidates for contracting, since they usually posscss well-established standards
of achieven:. nt. But most schools believe they are handling these subjects well
eriough already, and that outside contractois have a technnological advantage only
in cettain very specialized courses. Consequently, we may expect the spread of
performance contracting into vocational courses to be limited and specialized.

Contractors have made a siart in the vocational field, however. Voratiunal
education is currently being taught under a performance contract in Dallas, Texas.
There is also a very interesting example of a comprehensive parformance contract-
ing picgram in vocational education from outside the public cchool sector. The
Thiokol Ciiemical Corporation has a Job Corps contract covering the entire cpera-
tion of the Freeport Center in Clearfield, Utah. Thickol’s program combines training
in seven vocational subjects, including agriculture, auto mechanics, medical ser-
vices, and plastics, with a limited amount of conventienal academic study. Success-
ful students receive high school degrees or certificates verifying that they have
passed the General Education Development Equivalency Test (GED). Thickol's fees
are related to four measures of achievement. First, Thiokol receives a specified
emount for each student who receives a high school degree or GED certificate. It
receives another fee for each Corpsman placed on a job, in a school, or in the military
service (verifying this type of achievement is somewhat complex). During training,
Thiokol also receives a fee for each Corpsman for each n,anth in residence, between
a minimum of three months and a maximum of nine. The fourth type of payment
hinges on the completion of particular courses of study and clusters of courses. (This
program is described in more detail in the Appendix.)
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RELATIVEE TECRNOLOGIES AND MANAGEMENT SKILLS

As discussed in Se.. II, a major factor in deciding whether to contract for
resouvces or for results is a comparison of the two parties’ technologies and
managerial skills. It has been argued that outside co. .trectors have several advan-
tages over the typical public school district, notably in research and development,
program *mpiementation, ard special motivations.

Research and Development

Some contractors believe they have special classroom skills, particularly in
remedial work. Many other contractors, perhaps most, do not claim any special
advantages as teachers or directoss of teachers. As they see it, their advantage lies
in educational research and development, and their classroom activities are simply
a technique for markeling the products of their d-velopment activities.

Private firms may well have an R&D advantage over LEAs. The corporate firm
is usually more flexible, able to adapt more rapidly and easily to changes :n the state
ofthe art. LEAs have to be more cautious; while a private firm can capitalize its R&D
expenses and spread them over sales to a numbcr of school district. an LEA con-
ducts R&D at its own expense and the local taxpayers alone bear the burden.

If this advantage is real, one may ask why nolarge and profitable educational
R&L activity has developed in the private sector. The usual answer is that the
structure of the public schooi sector makes it very difficult to trensplant technology,
and that new procedures are required if the potentials for technological change in
education are to be realized. Let us examine these structural conditions in more
detail.

The public school sector consists of teachers and administrators, most of the
latter being former teachers who rose to administrator status through their teach-
ing experience and special courses of study Seldom does an administrator enter
"laterally” at, say, the superintendent or assistant superintendent level by way of
some related career, such as educational research.

Teacher training is highly specialized, with emphasis on the “practical”; it
tends not to involve the student teacher in work on research frontiers. The appren-
ticeship experience of physicians and teachers poses an interesting contrast. A
doctor is likely to intern in a teaching hospital or medical schoo! complex, where he
is exposed to the latest mediuval research and techniques of treaiment. The student
teacher is likely to do his practice teaching in an average classroom, not an experi-
mental school, and in his apprenticeship ir unlikely to be exposed to radical innova-
tions. By and large, in-s2rvice training in medicine and other professions seems to
do a better job of keeping the profession aware of new advances.

The teachers of the physicians are likely to be involved in research, much of
which has been directly related to clinical practice. In contrast, educational research
too often seems to be of interest more to the psychologist than to the classroom
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teacher or school administrator; but few school districts have the resources to mount
an R&D effort to overcome the lack of relevant R&D from organizations outside the
school sector.

In short, one of the structural problems in education is the gulf between the
operating sector—the schools—and the activities and results of the educational
research sector. Direct contracts between LEAs and R&D organizations appear to
some people to be an effective means of bridging this gulf. The new materials and
techniques are directly available, after all; it appears to be simply a matter of
putting them to work in the classroom—that is, of program implementation.

Here again, educational R&D organizations may have an advantage over the
school.

Program Implementstion

Fach R&D organization naturally points with pride to its innovative tech-
niques, materials, and equipment, which really would be novel in mest typical
classrooms. American educators have long been familiar with the components of
most “advanced” programs, Lowever. Contingency management, self-pacing materi-
als, tape recorders, audiovisusl machines, diagnostic tests, tezcher aids, extrinsic
motivators—all have been arcund the educational community for some time. R&D
organizations may have a technological advantage in a more complex sense: their
ability to put together innovative systems, as opposed to loose collections of compo-
ne.iats.

Many advanced programs attempt to change, simultancously, a number of
dimensions of the learning system. Innovations in materials, environment, and
classroom organization may be tried out in order to reinforce the influences of
various changes. An outside organization may find it easier to design a new program
“from the ground up” than could someone already in the system. The outsider is not
committed to present ways of doing things; and suspect though outsiders cften are,
it is a common human foible that people within a system may a~cept 8 1ggestions
from an outsider that they would resent if they came from a colleague. There are
advantages to being an “outside expert” who is “‘called in.”

A perhape more important advantage of the outside irm is the fact that it has
both the time and trained penple to plan for system change and perforra effective
troubleshooting when difficulties arise. A program that embodies many innovations
demands a great deal of advance planning. Later on, changes that require further
planning time are likely to be needed once the program is started, achievement
results begin to come in, and logistic and management problems crop up. An educa-
tional firm with programs in a number of cities may be able to afford planning and
troubleshooting talent that would be denied to the local schiool.

Motivation

Another advantage often attributed to contractors is the profit motive, pre-
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sumably a solid reason for being concerned about whether students are actually

_learning. Some observers, on the other hand, view it as a strong disadvaniage, on

the grounds that contractors will be tempted to drive their students too hard and
exploit them for the monetary return.

In analyzing incentives, one must distinguish among those operating at the
firm level, at the teacher level, and at the student level. As will be discussed in Sec.
IV, some programs, though certainly not all, incorporate extrinsic motivators for
students. In a few programs teachers share in the profits. However, it is important
to keep in mind that in most performance contracting programs, teacher and stu-
dent incentives do not differ {from those in conventional programs.

Tt.e profit motive is undoubtedly important, but should not be overempha-
sized. Contractors have cther interest: that transcend immediate monetary gains
and may occasionally transcend the performance contract itself. It would be self-
defeating for them to attempt to squeeze the last drop from any single program. Most
contractors have a greater interest in acquiring a reputation for success than in
esrning maximum fees. Mst programs are of rather short duration and the contrac-
tors, whether they are educational firms or specially organized groups of teachers,
have a vital interest in what happens after these programs are completed. Some
firms want to engege in more performance contracting prog.ams and must accord-
ingly perform well undet their present contracts. Other firms are mainly interested
in future sales of equipment and materials, and must therefore prove the effective-
ness of their items. And the teachers in contracting programs, like teachers in
general, are dedicated people on the whole, as interested in doing a good professional
jcb and in their future employment and remunaration as they are in current re-
wards.

In short, many incentives are at work, both monetary and nonmonetary, both
immediate and long-term; taken together, they may well constitute the major ad-
vantage of contracting for results.

INSTITUTIONAL CONSIDERATIONS

Most institutional considerations are local phenomenra, but two exceptions
have received much attention: state laws concerning school operations, and the
attitudes of local, state, and national teacher organizaticns.

Lega! Considerations

There are “ndocumented reports from several states that legal experis have
issued interpretations to the effect that it is illegal for a public school district to
contract with a private tirm for the aducation of the school’s students. Since these
interprctations have not been published and circulated, it~ anclear on what points
of the contractual arrangements the legal opinions bear. At any rate, they have
imposed no serious cbetacles thus far; in most states from which adverse opinions
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have been reported, there is now at least one operational performance contract
involving a private firm.

Ona major legal issue appears to be the responsibility of the LEA with respeet
to the education of the children essigned to the LSC's program. There is great
concern that the legally responsible authorities will surrender educational control
to private firms. The American Federation of Teachers, for example, leads off its list
of seven charges against performance contracting with the contention that it *...
will take the determinaticn of educational policy out of the hand. of the public and
place it in the hands of private industria) entrerreneurs.” * Any such transfer would
be not only dangerous but probably illegal under most educational codes.

Clearly, like any other public agency responsible to the citizenry, an LEA must
have control of all its programs.* It can mainta’n it in several ways. It can hire its
own staff and subject them to day-to-day directivn ~f officials in “he educational
hierarchy; or it can establish product or output achizvement specincations, contract
for results, and ensure that the contract provisions are met.

I, both cases, the public interest is protected if the contract s well written and
the supervision function is discharged properly. In both cases the public interest is
ill served if supervision is inadequate. The paint is that there is nothing inherent in
contracting for results that dcereases public control®

In two ways, however, student achievement contracts might lead to an im-
proper transfer of decisionmaking and control authority from public agencies to
private firms. One would be failure to specify output objectives or monitor perform-
ance. If an LEA rerely called in a contractor and gave him free rein to specify the
objectives and how he intended to achieve them, the LEA would be abdicating its
responsibilities.

The other danger is less blatant and more cumplex. An important element in
the theory of performance contracting is that the educational authorities will set
objectives and establish incentives for contractors. Contractors will determ.ine the
optimal methods to respond to the incentives and maximize the atteininent of the
objectives. For this mode! to work, the contractor must have flexioility in choosing
the methods he wizhes to use. On the other hand, the policymakers may be far from
indifferent with respect to methods. We can all think of so:ne methods of instruction
that might produce cognitive results but would have undesirable effects on students
(the imag« of Charles Dickens’s Mr. Gradgrind springs to mind). Methods that the
school district does not want used should be clearly understood as prohibited. Of
course, unless the set of approved methods is large enough to provide the contractor
with a reasonable range of feasible choices, there is little point in contracting for
results.

In general, it would appear that the intent of legal codes will be met ifthe LEA
establishes firm and clea. supervisory authority over the LSC. In programs where
the LSC is operating within an otherwise conventional schoo), the principal and
whatever other supervising authority is established would appear to provide this
essential function. In Gary, Indiana, where an entire school is under the direction
of Behavioral Research Laboratories, & school-board-employed and long-time princi-

30




O

ERIC

Aruitoxt provided by Eic:

pal is nonetheless located in the school and provides a continuing presence as the
representative of public authority.

We may concluce .hat legal requirements that publicly constituted bodies
cannot contract away their responsibilities dictate careful consideration of how
performance contracting programs are organized, but probably will pose no major
blocks to the apptication of the concept in education.

Severa) other legal requirements may affect performance contracting. For
example, many states have laws concerning textbooks and other materials, and
about how contracts must be let. In many cases, waivers of these requirements have
been obtained on the grounds that performance contracting programs are experi-
menta. If performance contracting becomes a standard practice, it will be because
it has proven its usefulness, success would be its own argument for legislative or
administrative exemption from or changes in legal codes,

Union Considerations

In school districts with a recognized teachers’ organization or union, the mas-
ter contract may impose constraints on performance contractiig. In contracts for
student achievement, the learning system persornel may be on the payroll of the
LEA and may be members of a teachers’ union if there is cne in the district. If
teachers are brought in from outside the area, presumably thoy could be recruited
by a union. Although it seems there should be no inherent difficulty in harmonizing
performance contracting and the union-employer relationship, the fact is that union
quest’ 13 are fast emenying as one of the major issues.

In general, during the 1970-71 school year, teacher unior- on the local level
have been critical but willing to go along with the experimental programs in order
to seec what th~v can accomplish. (But in some areas, such as New York City, unions
have brous’ or threatened to bring court suits to try to block programs.} It is clear,
however, ...t thig tolerance may not last if such programs become a continuing and
major educaciona! activity.®

One basic issue is the relaticnship of the contract for student achievernent to
the contract determined by collective o..-gaining betwcen the union and the school

board. The essence of cnllective bargaining is that the union and management °

jointly determine conditions of work; in the educational context, teaching proce-
dures are frequently involved in this issue. This leads to a conflict. Some LEAs have
argued that so long a< teachers remain on the school district's payroll, the require-
ments of the union contract apply and the union has no interest in the terms of the
contract between the LEA and the LSC. The counterargument is that the role and
function of the teachers in a student achievement program differ from those in a
conventional program, and the chenge is a proper matter for collective bargaining.

One obvious solution is union involvement in negotiating the learning system
contract. LSCs could likewise participate in collective bargaining negotiations, but
it is doubtful either the union or the LEA would permit it. In any event, LEA-union
relationships a1e likely to be a critical issue in the next few years.
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OTHER CONSIDERATIONS

If contracting for results becomes widespread, it will have a substantial impact
on the current roles and functions of teachers and schoul administrators.” Tha
nature of the change can be perceived in the titles that some LSCs with currer.
programs have given former teachers and principals now in their employ—titles
such as “curriculnm supervisor” and “learning center manager.”

Teachers with demonstrated ability to produce achievement gains—as these
are measured in such programs—will be in demand. It remains to be seen whether
such ability correlates with the qualifications stressed by schouls of education and
presently valued by school districts. For the time being, at least, any discrepancies
will have trivial effects. The present programs make up only a small part of school
district activities. A teacher who wants ;o part in such instruction, or tries it out
but is unsuccessful, can be transferred easily. If contracting for vesults becomes
widespread, on the other hand, traditional assignment policies may conflict with the
operation of such programs.

Individualized instruction of the type used in many learning centers lends
itself to the utilization of paraprofessionals. I’ paraprofessionals become a large
fraction of the stafl of LEAs, their personnel policies will have to be adapted. Also,
the t2acher will become much more of a classroom manager or learning director
than he is at present.

Anoth-r major issue for teachers is merit pay. Some performance contracting
programs provide for bonuses to ti.e teachers, and teacher groups are concerned that
such bonuses may eventually lead to the institution of merit pay. This concern rmay
be unwarranted; teacher bonus or incentive provisions are much less common in
performance contracting programs than many people believe.

Another fundamenta) issue is what these prugrams will do to the relationship
between the schools and the public. Many school administrators hope they will
increase support for the schools. After all, performance contracting fcr student
achievement demonstratcs that the school is trying to respond to public demands
for improved compensatory education, improved learning techniques, and accounta-
bility. But therein lies a dilemma: if the program fails, the public may berate the
scheol not only for failing to improve educational performance, but for squandering
the taxpayers' money on radical schemes. If it succeeds, the public may fear all the
more the surrender of public control of education to an education-industrial com-
plex.

The controversy in this area indicate< considerable misunderstanding about
what contracting for student achievemer ¢ . ai, and cannot do, and misunderstanding
about some of the dangers. First, the mere letting of such a contract will not resolve
any of the school’s public-relations probleins. As discu _ed previously, a contract is
no more than a method; it is not a program, nor are its results a foregone conclusion,

good or bad.
The second important point has already been discussed; ii sch. b s and
administrators carry out their responsibilities when contractin, + "} iU, it is

difficult to see any danger that educational control will slip into the private sector.
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Ifthey do not, there is a significant danger of irnproye: private influence in decision-
making. Whether this would lead to a “takeover” or to nothing more serious than
the dismal failure of a program, it is impossible to foretell.

SUMMARY

The goals of the schools have historically been expressed in bread philvsoph-
ical terms. The demand for educational accountability is resulting in a search for
more operational objectives. Objectives that are specified precisely and objectively
enough to meet the requirements of inturnal educational accountability—that are
measurable, in short—will probably suffice for educational contracting. At the pre-
sent time only certain objectives, such as those associated with reading, mathemat-
ics, and vocational education skills, appear to have such precise specification.

A performance contract for results is appropriate only if (1) scaleable objec-
tives can be defined, (2) the school believes the contractor has some technological,
managerial, or institutional advantage in achieving the desired objectives. iind (3)
the risk inherent in the operation is too great (v allow the use of a fixed contract
for results.

Teacher groups or educational firms may have several advantages over local
school districts in organizing and operating new and advanced learning programs.
First, some of these groups may have an odge in organizational ability. One of the
features of many advanced programs is the attempt to change simultaneously a
riumber of dimensions of the learning system. Innovations in materials, environ-
ment, classroom organization, and many other factors are attempted in crder to
reinforce the good «fects of single changes. Experience with integrating innovative
systems is of great value in these activities.

Second, an outside o:ganizstion is not committed to the status quo. Outsiders
are often able to propose and establish changes in organizational and operational
procedures that are politically infeasible for local officials to propose.

A third possible advantage ofa large educational firm 1s the ability to plan and
iimplement changes to ongoing programs. When implementing an advanced learn-
ing system, it is likely that once the program is started and achievement results
begin to become available, operational, logistic, and management problems will crop
up and necessitate changes in program content and organization. Such changes
require time and coordination. A large firm with programs in a number of cities may
be able to better afford the planning and troubleshooting talent and equipment
required in designing and implementing these changes than would a local school.

Finally, the contractor’s greatest advantage ma; simply be the fact that he is
held accountable for his results. Irnmediate monetary incentives are important, but
most educational programs are of rather short duration, and the contractor may
wish to enter new ones or concentrate on selling his successful materials, techniques,
and equipment. In either case, he has a strong motivation to seek a reputation for
success rather than maximum profits.
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If the district believes that a potential contractor possesses any of these advan-
tages, and if local institutional factors are favoratle, a contract for results may be
considered.

A number of local educational agencies have found the concept of performance
contracting for results sufficiently aitractive to initiate experimental programs.
Section 1V will diccuss a number of these specific applications, which illustrate the
major conceptual points of Secs. I1 and IIL
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IV. CONTRACTING FOR STUDENT ACHIEVEMENT:
CURRENT PROGRAMS
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This section examines how actual programs have embodied the general con-
cepts of performance contracting, which is being applied in a variety of ways in
pursuit of a variety of educational objectives.

CURRENT PROGRAMS

Performance contracting has experienced a sudden growth in popularity. In
the 1969-70 school year, cnly two LEAs had programs. In the 1970-71 school year,
probably more than 100 programs are in operstion.

Table 1 lists 1969-70 programs. The Texarxana-Dorsett program received
great publicity, both favorable and unfavorable. The contract specified a maximum
payment of $135,000 and essentially stipulated that Dorsett would receive $80 for
each student who achieved = vne-grade level advance in a subject in 80 hours of
instruction.! The contract was part of a five-year, $5-million “'dropout-rrevention”
program financed mainly by U.S. Office of Education Title VIII and Title 111 funds,
with some participation by the Department of Housing and Urban Development’s
Model Cities program. Although the ecutcome of this contract is still subject to
dispute, this program has been the model for many later performance contracting
programs.

While the large-scale, Federally financed program was in operation at Texar-
¢ kana, the Portland, Oregon public schools wei¢ pioneering a different approach.
Portland experimented with five very small, locally financed programs during the
second half of the 1969-70 school year and the 1970 summer session. These programs
are currently being evaluated and compared. Little publicity has been given the
Portland experiments, which evince a noteworthy willingness to explore diflferent
types of arrangements.

We can.ot say exactly how many performance contracts are in operation fin
the 1970-71 school year, hecause new programs are being started throughout the
year and many have received little publicity. Table 2, hovrever, lists some of the
more publicized ones.
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Most of the contracts in Table 2 are performance contracts for results as
defined i Sec. II, but some—notably, the ERL/Fhiladelphia contract—are fixed
contracts for recults, Fixed contracts for educational achievement are rare because
of thz high degree of risk present in the educaticnal process. This is reflected in the
relatively hig\ price of the BRL contract—exactly twice what BRL charges for a
fixed-resource contract.

A different approach to performance contracting is being attempted in at least
five districts (see Table 3). In these programs, as in the programs shown in Table 2,
the contracter’s fee is related to an output measure, and individualized inrtruction
is viewed as a key to improvement. The approach, however, differs from that of
previous programs hy concenirating on the teaching function rat:er than the learn-
ing function. The theory is that unless the level of teaching is upgraded the level
¢i student achievement over any long period of time will not be upgraded. The
Institute for the Development of Educatioaal Activities (I/D/E/A) is conducting five
programs to teach individualized instructional techniques to teachers with in-ser-
vice t1aining sessions. Criteria for evaluating the teacher’s abilities upon completion
of the program, which will form the basis for the payments to I/D/E/A, are being
developed jointly by I/D/E/A ar the local educational agencies.

To round out the 1970-71 periormance contracting picture, Table 4 lists the
programs being canductec under the Office of Ecorromic Opportunity’s social experi-
ment in performance contracting. These programs, unlike the others, ere all compo-
nents of a common program plan and are therefore very similar.

Let us examine in more Jetail the differences among the various applications
of the performance contracting concept.

Table 3

TEACHER ACHIEVEMENT PROGRAMS, FALL 1970

No., of Teachers Target
in Training Fayment
LEA Projran ($)

Alachua Co., Fla, 40 24,000
Orangeburg, N.Y. 40 24,000
Port Jefferson, N.Y. 30 18,000
koyal Oak, Mich. 39 18,000
Yellow Springs, Ohio 40 24,000

Note: The contractor for all ffive programs (s
the Institute for the Development of Educationasl
Activities (I/D/E/A).
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Table &

OFFICE OF ECONOMIC OPPOKTUNITY SOCIAL EXPERIMENT PROGRAMS,

FALL 1970
K LEA Learning System Subcontrs-tor OEO Grant (S)a
é Anchorage, Alaska Quality Education Development 444,632
' Clarke Co., Ga. Plan Cducaticn Centers 301,770
% Dallas, Tex. Quality Education Development 299,417
] Duval Co., Fla. Learning Foundations 342,300
5 Fresno, Calif. Westinghouse Learning 299,015
Grand Rapids, Mich. Alpha Systems 322,464
Hammond, Ind. Learning Foundations 342,528
Hartford, Conn. Alpha Systems 329,513
Lac Vegas, Jev. Westinghouse Learning 298,744
NcComb, Miss. Stnger/Graflex 263,085
McNairy Co., Tenn. Plan Education Centers 286,991
New York (Bronx), N.Y. Learning Foundations 341,796
Philadelphia, Pa. Westinghouse Leatrning 296,291
Portland, Me. Singer/Graflex 308,184
Rockland, Me. Quality Education Development 299,211
Seattle, Wash. Singer/Graflex 343,800
Taft, Tex. Alpha Systems 243,751
Wichita, Kans. Plan Education Centers 234,700
Mesa, Ariz. Association of Teachers 33.976b
Stockton, Calif. Asgsociation of Teachers 55.!54L

Note: Each piogram is for 600 children in reading and mathematics,
grades 1-3 and 7-9.

¥ ncludes target payment to the subcontractor and $30,000 t
$50,000 for the LEA management team.

This Pavment {8 in ad!ftion to regular salarfes,

PROGRAM OBJECTIVFS AND SPECIFICATIONS

A major difference among programs is in their broad otjectives. A glance at
Tables 2, 3, and 4 reveals that performarce contracts are in force in large cities,
sma!l towns, and rural areas, representing a spectrum of socioeconcmic conditions.
The number of students involved ranges from 100 to 20,000 and the grades from
kindergarten through high school. It is to be expected that the objectives of the
various LEAs must also differ.

On the most general level, the pressures discussed in the Introduction to this
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study—pressure for accountability, desire to show concern for achievement of
minority groups, and so forth—seem to apply in varying degrees to the decisions of
the LEAs to try a performance contrac. On a more specific level, certain objectives
seem to be particularly prevalent.

Many LEAs are looking .. a dramatic and immediate improvement in the
skills of some group of underachievers so as to brighten up community views toward
the schools. In Southern cities involved with desegregation efforts, this consideration
seems pariicularly important.

A second basic objective is to discover new teaching techniques or equipment
that can be adopted for the regular program. In such cases the program is viewed
basically as part of the LEA’s curriculum development goals.

Some programs seem to stem from political considerations. Performance con-
tracting has achieved the rtatus of being "in,” and if Feceral funds are to be had
for the asking, some districts seem inclined to plunge in without much analysis of
needs. Ideological elements may also enter. Citizens may argue that “Free Enter-
prise” has the answers to scli2ol problems. Some school officials are in the enviable
position of being able to try out a performance contracting program using special
Federal funds and, cne might say, loaded dice: if the program works, they can take
credit for being open-minded and innovative; if it produces no gains, they have
evidence that their regular prot - m is as good &s any.

Political considerations also aflect teachers. Some teachers feel that unless
they cooperate they will bring dowr the wrath of the public, which seeks educational
innovation and accountability. In two districts involved in the OEQO experiment,
teachers’ groups have initiated their own performance contracts. One of these pro-
grams apparently was founded on the proposition that this ty pe of arrangement was
politically inevitable and it was better for teachers to do it themselves than to have
2n outside firm involved in classroom instruction.

Broad objectives are also likely to depend on which leve] of government is the
sponsor of the performance contract. Many programs have originated at the LEA
level. Others—the Virginia ard Colorado programs, for example—originated at the
state level and the basic project planning took place outside the LEAs. The OEO
programs, of course, were sponsored at the Federal level. The OEO projects are
unique—and unlikely to be repeated—in that the basic program goal is to conpare
the contril uliona of various learning system elements to student achievement.

Progrem objectives are important for structuring the evaluations of program
outcomes. A program in a diatrict where integration is the dominant concern difters
from a program sponsored primarily as an adjunct to an LEA's R&D program and
should be judged differently.

Differences in program cbjectives may or may not affect the specifications
g - tothe contractor; regardless of program objectives, the contract objectives may
b 10 work with a specified group of students who need remedial studies and to
increase their reading and nathematics achievement to some designated level.
Contract evaluation therefore sheds light on but does net answer whether contrac-
tual performance has promoted basic program objectives.
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CONTKACT OBJECTIVES AND SPECIFICATIONS

Every LEA that has entered into a performance contract with an LSC has
contracted out some portion of a reading program. It is relatively easy to set up
objectives for these progvan.s, particularly if they are remedial. Most people agree
that students who are two or more grade levels behind in reading or mathematics
should re- eive assistance jn improving their basic skills.

Some districts, however, notably Gary, Dallas, and Jarksonville, have gone
further and contracted for a wider curriculum. These districts apparently believe
they have specified meaningful objectives for all the subjects under contract, but
payments to the contractors in Gary and Jacksonville are nevertheless based on
reading and math achievements.

Cortractor responsibility for teechiny subjects other than those that deter-
mine the fee poses a special issue. It is reasonable to believe that the more time a
student spends under a particular contractor’s program, the more likely he is to
progress in reading. Taus, if other things were equal, we would not be surprised to
find the reading programs in Gary and Jacksonville more successful than their
counterparts in other districts. This time-allocation might be very useful in upgrad-
ing basic skills; however, many educators feel that impariant educational objectives
might be sacrificed in the Gary and Jacksonville programs to achieve reading and
math gains.

In the jargon of performance contracting, the contractor’s "effectiveness” is
the extent to which he achieves contract objectives, a measure commonly related to
cost in the term "cost-effectiveness.” The cost-effectiveness of a program can be
increased by (1) increasing effectiveness for the same cost, (2) lowering the cost while
retaining the same level of effectiveness, or (3) some variant combination of the two.
Most LEAs are operuting at the limit of their budgets. Consequently, when a pro-
gram is referred to a8 “increasing the cost-effectiveness” of, say, a reading program,
the meaning is almo.t always that its effectiveness has substantially risen ‘with little
inicrease, or perhaps even a decrease, in cost. All performance contracting programs
to date have as their goal an improvement in the effectiveness of an educational
prograin with no increase in cost, or in some cases with a decrease in progiam costs,
Only time will tell how euccessful they will be. Furthermore, cost: *flect,ve.ese gains
in reading may not necessarily promote broader program goals.

PROBLEMS WITH TESTING

Data Needs Versus Burdensome Testing

Several problems arise if the contract specifies an objective to be measured by
norm-referenced tests. For ore, many LEAs have teen unprepared for the great
amount of testing required, with the possibility of “overtesting.”” There are, of
course, the initial and final achievement tests. A set of diagnostic testa is usually
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necessary to structure an individue] program for the student. Interim tests will be
required, both for payment purpceses and so the contractor can medify his program
if it iz not having the expected results. The district will probably have a regular
testing program. Special tests for evaluative purposes may be desirable. All this can
put a strain ¢ii the bewildered student, and scheduling can become a problem for
the school.

Contractors and school officials are properly worried about overtesting, but for
the tiine being there seeias to be no escape. We are going through an experimental,
evaluative period in the history of performance contracting. Millions of dollars are
being spent and perhaps more will be spent in the future, so it would be foolish not
to generate the data required for a sound assessment of the concept and its results.
Nonetheless, balancing the need for data against the burdens of testing remains a
major cperational issue.

Measurement Integrity

Clearly, any contractor who is going to be paid on the basis of a test has an
incentive to “teach to the test.” There is also the obvious temptation, as in the first
year of the Tezarkana program, for the contractor to go one step further and
actually teach the test—instruct the students in some test questions.?

If maintaining measurement intogrity were the only difficulty with tha use of
stendardized tests for achievement, the controversy could be easily resolved. Rules
governing how closely teaching materials may correlate with test questions could
be establishzd with serious penalties for violation. This procedure has been adopted
in the Jacksonville program. The OEO and Virginia programs have adopted blind
testing, whereby the contractor does not know what tests are going to be used. In
short, using standardized tests for achievement measures creates contractor-motiva-
tion problems, but these can be countered.

Test Results and Educational Goals

Performance contracting has triggered review of the use of standardized tests
as a proxy for school output. Increased attention to the relationship between test
measurements and school effectiveness has been a collateral but salutary impact of
the initial experience with performance contracting.

The discussions have centered on five otati ticel and conceptual questions:* (1)
Do standacdized achievement tests measure what they purport to measure? (2) No
the tests reflect the content of the performance contrecting programs to which they
are being applied? (3) Do the tests yleld statistically reliable measures of achieve-
met.: gains? (4) Are the achievement gains measured by standardized tests relevant
for the cognitive goals of the schools? (5) Are the achievement gains measured hy
the tests relevant to the overall goals—i- cluding affective and other noncognitive
goals—of schools?

To address these questions thoroughly would require far more detai! tha= is
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appropriate for this survey of performance contracting; therefore, we shall merely
note the importance of the debate about testing and content ourselves with a few
words about each question.

With regard io the first, question, many tests have technical inadequacies. For
example, some requive skills different from those that are supposed to be tested;
some instructions are difl.c1lt to follow; some formats are confusing; and so on. It
is certainly desiraole that these problems, familiar to the teaching profession but
little known outside it, should be aired. These technical problems become even more
important when achievement test results are no longer restricted to intraschool
purposes—class assignments, couns~lling, program evaluations, and so forth—but
are used as accountabili y measures and to compute contractor payments. Even so,
these tests have long been used and will no doubt continue to be used for a host of
educational purposes. To hold that their technical qualities are adequate for tradi-
tional purposes but inadequate for performance contracting seems an unpersuasive
distinction.

The second question arises because the behavioral elements involved in a
performance contracting program are not likely to match exactly those measured
by a standardized test. The typical test covers a wider range of skills or subjects than
does the typical performance contracting program. Thus, the school and the contrac-
tor, unable to find an appropriate test for their program, are forced either to struc-
ture the program to the available tests or simply attempt to live with the discrepan-
cies between the course content and the testing instruments.

The reliability issue centers on the errors associated with individual gain
scores, The problem is to distinguish “true” gains from the measurement errors
associated with any gain score. This task is particularly difficult for programs with
short time-gpans, such as four or five months, in which the measurement errors can
casily exceed the amount of gain involved. Attempting to finesse this problem by
using group averages raises the possibility that contractors will focus on some
children and ignore others.

The fourth question poses a broader issue. Even if one is satisfied with the
measurement properties of the achievement test results, do these results contribute
to the basic cognitive goal of improved academic ability? For example, improved
reading skill, as ineasured on an achievement test, should enhance children's enjoy-
ment of reading and inspire them to do more reading on their vwn. In turn, they
should show a general academic improvement in all school subjects. In actual prac-
tice it may not work this way. Thus, a recurring question about performance con-
tracting programs is whether the increased ability is retained over some reasonably
long period of tine, and whether the student can actually turn it to advantage in
other areas

11e final question involves the measurement and testing issue, but transcends
it. The question really asks if cognitive ability is the proper criterion for judging
school success. In addition to cognitive skills, are not affective results important?
Also, are reading and mathematics (for which achievement tests are best developed)
the areas we want to emphasize to the exclusion of ¢*her skills and subject ¢ reas?



Because this debate goes so far beyond measurement, we will leave it at this point
but will return to it in our consideration of program evaluation.

In sum, the use of standardized achievement tests to define contractors’ re-
sponsibilities and to compensate them poses significant statistical and conceptual
problems. Alternatives to these tests, however, such as criterion-referenced tests,
also pose problems. For the near future it appears likely that most LEAs and LSCs
will regard the use of standardized achievement tests in performance contractiag
programs as Hobson's Choice.

LEARNING SYSTEM CONTRACTORS

Contractor Charucteristics

The performance contractors are a heterogeneous group, ranging all the way
from individual English teachers to subsidiaries of some of the nation’s largest
corporations. In three of the Portland contracts, the schoal district contracted di-
rectly with its own English teachers. Two OEO contracts involve local teachers’
organizations. Most of the other contracts are with private profit-oriented firms.

These firms, however, differ greatly in backgrounds, professional specialties,
product lines, ard risk-bearing abilities. In general, each firm has followed a differ-
ent path into performance contracting and each has unique reasons for being there.*
These firms encompass publishing houses, educational technology firms, educationa)
materials producers, psychological motivation groups, and educational service and
tutorial firms; as would be expected, their learning approaches correspond strongly
to their general backgrounds.

Every program is predicated on the basis that the contractor has “something
new,” but the innovation varies greatly from program to program. A iev contractors
heavily stress new hardware, but most emphasize other innovations. Some stress
new materials. Some stress new incentives such as extrinsic motivators. Others
stress reorganized classrooms and new classroom management techniques.

The OEO experiment makes considerable use of the differences among LSCs'
programs. 1.5Cs were carefully selected to provide a diverse sample of approaches.
The sample includes firms that make extensive, medium, and little use of educa-
tional hardware, and the programs vary in the extent to which the firms use innova-
tive incentives. The structured context of the OEQ project should, therefor=, provide
considerably more information than is presently available about different technical
approaches to performance contracting. Even 8o, it is doubtful that the issue of
preferred approaches will be resolved this year, if ever.

To judge by current programs, any LEA considering a program can choose
from a wide and colorfi:} assortment, ranging from cautiously testing the water tu
some Quite novel type of approach. As rentioned above, however, even the most
novel programs use materials, machines, techniques, and theories that are more or
less familiar to educr.tors. at least in the educational literature.
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Most programs embody explicit or implicit plans for later “turnkey” adoption
of the LSC’s technology—more often implicit. At the imoment, most LEAs are adopt-
ing a “wait-and-see” attitude before making decisions about the future applications
of the programs under way this year.

Contractor Selection

Source-selection procedures can be classified by the point in the development
of a program when the contractor was selected; they can also be classifiad by whether
selections are sole-source or competitive. A sole-source selection procedure is almost
always conducted early so that the contractor can assist in program development,
For competitive bidding, the program must be well structured before a request for
proposal can be developed.

Two contractor selection processes are currently in use today in educational
performance contracting. In the first approach, the LEA selects a contractor and the
two work jointly to develop a program. The basis for contractor selection is seldom
made public since it is regarded as an internal LEA matter.

The second procedure is an adaptation of the Federal Government’s Two-Stage
Formal Advertising method (described in the Appendix). This procedure is strongly
advocated by many, particularly by Charles Blaschke of Education Turnkey Sys-
tems, Inc.® The basic concept is that the LEA develops a set of program specifications
before it contacts any LSCs. It then sends out a request for proposal (RFP) to several
LSUs, each of which responds with a two-part proposal. The first part details his
technical approach to meeting the specifications and his justification for the specific
program he proposes. The secon.d part contains his price bid. The LEA first evaluates
the technical proposals and then opens the price bids. The contractor judged to have
made the most favorable tota) offer receives the contrac:.

Educational Turnkey News cites five arguments in favor of competitive bid-
ding.® They merit extensive verbatim quotation:

First, school systems are required by law to accept competitive bids tor
pencils and papers. Where the very control ovor and modification of child
behavior by outside groups is at issue, should there not be an equal
concern for quality assurances and accountability?

Second. competm\e bidding, through the use of “requests for propos-
als"” (RFPs) to quatified bidders, will establish cost-effective standards. A
company is forced to submit a proposal, with the cost and level of guaran-
tee reflecting their confidence in their learning system. An RFP also
forces them to be competitive, based on their best estimation of the near-
est competitor’s bid

Third, in most instances, when a school system decides to embark upon
a performance contract approach, it wil! be searching for innovative ap-
proaches to its existing educational problems. Competitive bidding en-
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courages companies to seek out the best appruaches and best people in the
country to focus in on t..c [articular problem.

Fourth, the heart of the performance contract approach is the RFP,
wllich does not prescribe how the contractor should do the job, but rather
what performance specifications in terms of student achievement are
expected of the firm. However, if the school system decides to go “sole
source” (as opposed to competitive bidding) to a particular firm, then
there are no standards to measure the contractor’s proposals other than
the potential effectiveness of the methodology. Most likely the guarantees
will be less than the firm’s private expectation, whicli will be based on its
actual previcus experience or knowledge of validation results. With
proposals from several corporations, however, the approach taken by the
contractor is secondary to the levels of guarantee and costs, which can be
judged in light of alternative proposals.

Finally, choice among competitive proposuls, stated in terms of levels
of guarantee and costs, allows lay school board members to allocate pro-
gram resources on a rational basis.

Unfortunately, the logic for sole-source contracting has not been spelled out
5o articulately. The basic argument, however, is simple. Performance contracting
programs, at least at this stage of the development of the concept, are not like paper
and pencils. They are not standardized items. Since the buyer cannot lay down
rigorous and detailed specifications, he cannot select among respondents on the
single basis of price with full expectation that the amount and quality of the delivery
will be as specified.

Instead, the buyer is purchasing a development effort for a product with only
dimly perceived characteristics. No one is completely sure what the direct impacts
of any project will be or what the side effects (favorable or unfavorable) will be.
Consequently, so the argument goes, a performance contracting program is really
a partnership in a joint development effort by the LEA and LSC. Partners are not
necessarily best chosen in the same way one might purchase light bulbs or school
desks. The best recourse may be to select a contractor in whom one has confidence;
perhaps the confidence is due to subjective judgments about the potential effective-
ness of his methodology. Than the two can jointly develop a program without the
constraints involved in RFP specifications and competitive price quotations.

Table 5 indicates the source-selection procedures utilized by a number of
LEAs. “S.S." indicates a sole-source selection, "Adv.” a competitive selection. Com-
petitive selections were in all cases based on an evaluation of the bidder’s proposed
results, his technological approach, and his pricing arrangements. Most LEAs in the
table engaged in sole-source selections. (Almost half the contractors were selected
through competitive procedures, however, as the OEO chose six contractors and
Texarkana and Dallas two each.) Organizing a structured. competitive source selec-
t'on is a difficult and expensive operation. This is reflected in the fact that only those
L.EAs that had an appropriate amount of managment support have thus far utilized
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competitive procedures. As these procedures become better knovn in the educa-
tional community, however, this trend may change.

An attractive variation on conventional source-selection procedures is being
used in San Diego, Califrrnia. EDL (Coast-Visual) has a contract for a reading
program in the San Diego School District. This contract is presently a (fixed) re-
source contract but will supposedly be converted at some time in the future ip*o a
performance contract for results. The contract states the ir tention of the two parties
to write & future performance contract based on the results of this year’s resourze
contract.

Table "

SOURCE SELECTION OF LEARNING S7STEM CONTRACTORS

Selection
Educational Agency Procedure
Boston, Mass. ,..iiiiitiiiiiiiinennann S.S
Colorado, State of ........c..c.vuvunne S.3
Dallas, TeX. .coveeriiennenennnnenonans Adv.
Flint, Hica. ...ttt innnnens S.S.
Gary, Ind. «viviviiiiiiiii e S.S.
Gilroy, Caldf. ... vt iiiiiinnnns $.8
Grand Rapids, Mich. ...oovvivniunnnn.. 5.8
Greenvi{lle, S.C. .iiiiviiiiininnnennss 5.8
Jacksotville, Fla. .........vu.uvun..s Adv
Oakland, Calff. ..........ccvuiunennns S.S
OEQ PIORrams .......vvvvvnonennnnnnnns Adv.
Philadelphia, Pa. ......cvviivnvinnn. S.S.
Portland, Ore. .....ciiviiivinnuinnnnnn S.S.
Providence, Ril. vuviiiviiiinnnrnnnnnn Adv
Savannah, Ga. ...iiuiiiiiiiiiientens o S.S
Texarkana, U.S.A. c.iieeriiiiinnnnnnns Adv
virginia, State of .... ............., Adv

PROGRAM RISKS

Two types of uncertainties are associated with a performance contracting pro-
gram. First, there is the uncertainty directly associated with the program outcome
—how much the students will learn and, consequently, the payment to the contrac-
tor. Second, there ig the uncertainty of “side effects” from the contract. At present,
little is known about either type of risk and few general statements can be made.
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Arrangements providing for lower prices for lower lev:is of achievement
remove only a portion of the outcome risk from the LEA. Seldom if ever will ar LEA
be able to offset the failure of students to progress satisfactorily in a subject by
pointing out that the contractor received little or no payment. (This is the major
reason that considerable care must be exercised in evaluating “competitive” bids
based upen different learning systems. As discussed in the Appendix, where the final
payraent is a variable based on an uncertain outcome, comparison of two price bids
is difficult.)

Most performance contracting programs for student achievement involve
some novel innovative educational technology, technique, or method or combina-
tions thereof. If they did not, it is doubtful that the LEA would have considered
contracting for results. These ‘learning systems’ have all been tested and demon-
strated to some extent, but most are now being utilized in significantly different
settings from those in which they were tested. Their effectiveness in the new settings
is uncertain; each LEA must make its own estima‘es of the probable effectiveness
of each system.

PROGRAM COSTS AND CONTRACT PRICES

Tables 1 through 4 cont»in information on "maximum payment,” but this
information is of very limited value. Undoubtedly, some performance contracting
programs ure substantially more expensive than others, but valid comparative data
cannot be derived from the tables. In fact, the term “payment’ can be misleading.
Payments definitely are not comparable between programs. First of all, since these
are performance contracting programs, payments cannot be determined until the
end of the contractual period. A maximum payment figure is useful information only
in that it sets an upper limit on the LEA's liability to the contractor for that
contract. Furthermore, the "maximum price” does not always represent the total
program payment that the contractor may receive, because in some cases the con-
tractors are also selling consulting services, equipment, and materials to the LEA
under separate contracts. Finally, the “maximum payments” are almost never rep-
resentative of the LEA’s program costs.

For analysis, program costs may be classified in many ways. Table 6 gives one
possible breakdown. The primary distinction in this classification is between acquist-
tioa (or start-up) costs, which are applicable to the entire life of the program, and
operating costs, which are incurred on an annual or a monthly basis. Even if exactly
the same program were set up in two districts, their program costs would probably
differ as both salaries and resource prices differ from place to place. In comparing
performance contracting programs the situation is much more complex than this,
however.

Performance contracting programs differ widely in their educational technolo-
gies. These differenceslead to various combinations of salaries, facilities, equipment,
ma‘erials, and training costs among progran.s, and, moie important for cost com-

38

a8



B T TR o e Rt s a1, e o e

Tadle 6

COST STRUCTURE FOR A PERFORMANCE CONTRACTING PROGRAM

Aequisition Cost Operational Cost
Program implementation Salaries:
Teachers
Equipment Paraprofessionals
Program-related s {alist
Student-related peclalists
Qther
Materials:
Program-related In-service training
Student-related Matec{als and supplies:

Program-related
Student~related

Facilities O&M

Preservice training
Fac{liti{es (space)

Installation .
Contracted services

Med{a services

Transsortation

parisons, to different mixes of acquisition and operating costs. Some programs are
capital-intensive and have relatively high initial costs. Other programs require
nominal capital charges but utilize large amounts of consumable materials. These
programs may require lesser expenditures in the first year o’ operation, but over a
five- or ten-year period may be more expensive than the capital-intensive programs,

The allocation of costs between the LEA and the LSC also vary greatly. It is
possible that in some programs all costs are the responsibility of the contractor and
are covered by his performance contract; however, it is not possible to single out any
programs where this is the case b2cause few of the LEAs keep a reliable compilation
of program costs, and what information there is has 1ot been publicized. It is more
feasible to discuss the cost categories that are known to be borr.e by the contractors
and to assume that the others are borne by the schools.

In those contracts that have been let to date directly with teacher groups, few
costs are covered—often not even the basic salaries of the teacher. Some teaching
materials are covered and, in the OEO contracts, some monies for student incen-
tives. The major portion of the contract price, however, is made up of incentives for
the teachers.

In the other contracts the reverse is true. The maority of the contract price
represents costs assumed by the contractor and a srill portion represents the
incentives. These contracts, however, vary enormously in their cost coverages.

In some progre:ms the contractor is responsible f{or very few cost elements. In
Pniladelphia the BRL contract is only for materials and some counseling and train-
ing, as was the Open Court program in Portland. The EDL contract in Flint, as well
as the completed EDL contract in Portland, is for equipment, materials, and consult-
ing. In all of these cas:s the contractors are simiply supplying educational materials
ts the districts aad truining the districts’ te. chers in the use of materials. In each
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case, however, the price for the materials is contingent upon the achievement of the
students in the programs.

Teachers’ salaries are the major item in most educational programs. Local
teachers are utilized in most programs, and they often remain on the LEA payroll
to simplify fringe benefit and tenure provisions. A few programs have used outside
teachers. In the early performance contracts (Texarkana in 1968-1970, and most of
the OEO contracts) the contractors assumed the salary costs. This led to problems
associated with retirement funds and tenure considerations as well as professional
responsibilities, however, and schools are now paying salaries in most of the other
programs.

Some programs are conducted in elaborately restructured ‘classrooms”; the
construction or conversion costs are borne in some cases by the schools and in others
by the contractors. Equipment is sornetimes purchased by the school, and sometimes
its “rent” is covered by the performance contract. In some programs, consumable
materials are sold to the school and are not covered by the contract.

For all of these reasons, program cost should never be confused with contract
paymentin discussing a performance contracting program. Program costs will likely
exceed contract payments, and an LEA should base decisions on the total costs of
the program, not merely on what it may have to pay the LSC. Unfortunately, at the
present time little general information is available on program costs. Contractor A
may “charge” $50 per achievement year and Coatractor B may “charge” $200, but
the LEA must make its ¢ 1 estimate on what the achievement year will cost,
considering both the protability of achievement goals being reached as well as the
costs not covered in the contract.

PROGRAM SUPPORT

Some school districts rely entirely on their own capabilities in setting up and
conducting a performance contracting program with an LSC. Others call on other
public or private organizations for assistance. There is considerable difference of
opinion about the preferred practice, One position is that, in addition to the contract
with the LSC, school districts are generally well advised to let some additional
support contracts, including a contract with a management support group and
another with an independent educational auditor.” Many other knowledgeable offi-
cials, including many LEA officials, feel that such activities are best conducted by
regular employees of the school system.

Those advocating the use of an outside management support group see it as
having three functions. The first is to provide assistarce for both program and
cantract planning and development. Such activities as analyzing needs, developing
the school district’s Request for Proposal (RFP), and developing lists of bidders to
be solicited are citad as activities in which a support firm can be extremely valuable.
The second function is to provide ongoing management assistance during the pro-
gram. The third is to act as an "honest broker’” between the LSC aad the LEA and
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resolve problems, deal with complaints, and weigh proposals for changes that arise
during the program.®

There is definitional confusion about the roles of "independent evaluator’” and
"independent auditor.” Some anthorities view the auditor’s functicn as helping the
LEA to prepare an evaluation plan for the evaluator to carry out, and at the end
of the program certifying to the LEA that the evaluation has been properly per-
formed. In some prog-arms—for example, in Texarkana—the audit function has been
provided by a firm with no other program responsibilities. In others, such as the OEO
programs, the management support group also operates as the auditor. The evalua-
tor’s function, if one follows this semantic usage, is to carry out ihe audit plan and
certify, to the LEA and the contractor, the gains achieved in the program and
therefore the payment required to discharge the contract. Other educational au-
thorities do not distinguish between evaluation and educational audit, but regard
them as a single function.

Neither of these views has gained wide acceptance, probably because neither
has ever been completely spelled out in unambigucus terms. A third view has
received little attention but is both logically and operationally superior to the other
two. This * - . identifies two distinct evaluations, one mandatory and o:.e recom-
mended, to be performed for every performance contracting program. The first is a
contract evaluation that determines whether the LEA and LSC have performed
their respective duties under the terms of the contract, and calculates the amount
of the contractual payment. This evaluation must be performed. Secondly, there
may be a program evaluation concerned with the educational program. It would
cover both the contracted and uncontracted portions of the program, and planning
as well as execution.

At the present time, "independent evaluators” or “internal evaluators” are
usually concerned with contract evaluation, and "independent educational audi-
tors" are usually concerned with program evaluation, but confusion prevails con-
cerning both titles and functions. As the accountability and performance contract-
ing movements progress, however, it is highly likely that the terminology of "con-
tract evaluator” and “program evaluator” will gain wide acceptance,

Regardless of definition, in many progrims management support, contract
evaluation, and program evalus.tion are being p; ovided by one or more private firms,
Table 7 lists the support contractors for our sample of programs. Advocates of
support contractors essentially see three virtues in their use. The first is good
contracting practice. Gsins are determined by some agency not directly affected by
the contract between the LSC and the LEA. Also, supporters of this procedure point
out that few school districts have much experience with this type of contracting and
lack the expertise that support firni> can provide.

A second alleged benefit is political credibility. The use of specialized manage-
ment firms is believed to denionstrate the seriousness of the LEA's desire to imple-
ment modern management riethods. The use of independent evaluators and educa-
tional auditors is supposed to demonstrate the LEA's willingness to be held account-
able and have its performarce objectively assessed.

The third benefit is a niore long-run advantage. The outside participants, it is
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Table 7

PROGRAM SUPPORT CONTRACTS

Educaticnal Management External Educational
_ Agency 1 Support Ev_a:u-.-a:u Auditor
Boston, Mass. - Heuristics, Inc. -
Colorado, State of -~ Univ. of Cslo. -
Dallas, Tex. G.C.Ss. - E.T.S.
Flint, Mich. - - -
Gary, Ind. .- CURE ~

Gilroy, Calif. - - -
Granc¢ Rapids, Mich. - - -
Greenville, S.C. - - -

Jacksonville, Fla, Metametrics Metametrics E.T.S.
Oakland, <alif. - - -
OEO Programs TXKEY Battelle Inst. TKEY

Philadelphia, Pa. - - -
Portland, Ore. - - -
Providence, R.1. Metametrics Metametrics -
Savannah, Ca. - - -
Texarkana, U.S.A. TKEY ESC-M EP1C
Vicgin:a, State of TKEY Univ. of va, -

Note: G.C S. = Research Counci{l of the Great Cit: Schools
EPIC = EPIC Diversified Systems Corp.
CURE = Center for Urban Redevelopment {n Ejucation
E.T.S. = Educarional Testing Service
TI.LEY = Educatf{on Turnkey Systeme, Inc.
ECC-M = Educatfonal Service Center, Magnolia, Ark.

hoped, will furnish the impetus for development and iraplementation of new pro-
grams, new procedures, knowledge about input-output relationships, and the like.

Those who favor performing most of these functions in-house cite several con-
sideratione. First, support is expensive. The amc unts budget>d for support in most
programs are small when one thinks of the cost of a rnan-month of effort from an
educational consultant. Nonetheless, despite the modest amounts spent {(and there-
fore the modest amount of professional time {i1at the support firms can provide), use
of contract support services requires funds that could be spent either on the learning
systzm contract or in developing in-house personnel. Second, it is sometimes argued
that school district personnel need direct experience with these programs in order
to develop basic capability.

A third ronsideration is always inherent in the use of contract support in any
context. This danger might be called the “let George do it"” syndrome. It is always
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easy for an executive faced with a hard problem or a complex task 10 turn the matter
over to an outside firn: and dismiss it from his mind. One danger here is that the
required interaction between the support group and operating personnel will not
come about. Also, the responsible decisionmakers will not be in a position to provide
guidance to or understand the activities of the support firms. Improperly used,
outside support can cause a project to become sealed off from the parent tystem,
thereby greatiy increasing the possibility that the system will reject its results.

SOME IMPLICATIONS

Performance contracting has grown fast. LEAs have come to view it as a
promising instrument for achieving a wide array of objectives. It is important to
keep in mind, however, that performance contracting is a technique for addressing
educational needs; it is not a program in itself, nor does it furnish ready-made
solutions.

In one sense, educational performance contracting is very broad; in another
sense it is very limited. To date, few programs involve subjects other than reading
and mathematics, largely because of measurement problems in other areas. Even
for reading and mathematics, the use of norm-referenced achievement tests as
measures of educational output raises many operational and philosophical prob-
lems.

A third implication is probably the most important. Performance contracis
involve.nore than merely the portion placed unde: the cognizance of the contracting
LSC or teacher group. Evaluations should therefore take the overall program into
account, and not concentrate exclusively on determining achievement gains and the
amounts the LEA owes the contractor. First, the contribution of achievement gains
to broader program objectives, such as desegregation, curriculum improvement, and
heightened community support should be investigated. Second, since a performance
contractii,g program involves the activities not only of the LSC but of the school
district and perhaps other contractors, the effectiveness and cost of all the contribu-
tions should be examined. Third, a performance contracting program is likely to
generate impacts other than those or student achievement. It will probably have
affective or volitional impacts on students. It will surely have some impacts—posi-
tive, negative, or both—on teachers and school officials. It may have parental and
community impacts. All are relevant.

At first blush, the prescription for applying the performance contracting con-
cept to education appears disarmin_ly simple: “Call in an LSC and let a contract
spedifyiny various levels of achievement. Then give a test at the start of a program
and at the end, compute the gain, and pay off the LSC.” 'n fact, the problem is far
more complex than this, and it is no easy matter to judge a program’s relative
success or failure, to say nothing of the causes of success or failure. We do not
advocate vague, qualitative assessments of perfermance contracting. Ha:d, analyti-
cal evaluations are obviously needed, and it will be a challenging but clearly vital
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task to design relevant evaluation methods for performance contracting programs.
Designing and implementing such evaluations may turn out to be the most difficult
problem the performance contracting movement must face, considering the current
state of the art of both performance contracting and educational evaluation.
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V. SUMMARY AND CONCLUSIONS

Performance contracting was first applied to the education of public school
students late in 1969. The publicity associated with the initial program has inspired
widespread interest in and experimentation with the method. In typical applications
of thiis method, a local educational agency (LEA) contracts with a learning systems
contractor (LSC) for the education of a selected group of students, with the contract
payment determined by the m~asured achievement of the students. Payment for
services on the basis of student achievement and the involvement of private, profit-
oriented firms in classroom activities have made performance contracting one of the
most hotly debated innovations in American education.

Three points merit particular emphasis. First, there is a large number of
operational programs at the present time, but they are all experimental and most
are narrow in scope. Second, these programs are so diverse that statements and
judgments concerning one program may be completely irrelevant with respect to the
others. Third, there is great nced for broad evaluations of these programs.

Programs can differ in a variety of ways: in the characteristics of the educe-
tional programs, the portions of the programs under contract, lhe terms of the
contracts, the characteristics of the contractors, and the contractors’ learning pro-
grams.

The major similarity among the programs is that each involves a reading
program, usually remedial. Many also include mathematics, but only thiee cover
other subjects. Behavioral Research Laboratories (BRL) is teaching the entire cur-
riculum for one elementary schoo! in Gary, Indiana, but their payment will be based
only on the students' achievement in reading and mathematics. Jacksonville,
Florida, iias let a contract for the basic curriculum for a first grade class, and in
Dallas some vocational skills are being taught under contract.

Petformance contracting for student achievement requires that the LEA be
able to specify acceptable levels of contractor performance, and therefore that objec-
tive measures of performance be devised. At present, most educators believe that
such specification and messurement is possible only for such basic subjects as read-
ing and mathematics, and many educators are dissatisfied with present testing
instruments even for these subjects. The expansion of performance contracting will
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probably depend heavily on the development of improved norm-referenced and
criterion-referenced measures of achievement.

Since the prices for the different contracts vary widely, mostly because of
differences in the amount of the educational program contracted out, no wholly valid
comparisons among prices are possible. For example, in some programs the contrac-
tors are simply furnishing books or materials, while in others they are responsible
for the entire range of classroom resources; and in some programs the teachers
remain on the dis*rict payroll, while in others the contractors are responsible for
teachers’ salaries.

The LSCs are a heterogeneous group. They range from individual English
teachers to subsidiaries of some of the nation’s largest corporations. At present,
however, most contrar.ors are profit-oriented educational firms.

In most of the programs the contractors are directly involved in the classroom
teaching and learning process. There are differences of opinion about whether this
involvement will continue in the future, however, even among the private firms,
most of which are basically developers and marketers of educational research and
development. Some contractors view their classroom activities as a rapidly passing
phase. Soon they hope to be only consultants assisting school districts with “turn-
keyed” systems, that is, learning systems operated by the district as part of their
regular programs. Other contractors question whether the current phase will pass
so rapidly.

Curricula and teaching techniques are disparate. While most programs are
based on highly individualized instruction, approaches and techniques vary substan-
tially. Some LSCs use teaching machines extensively. Others use no machines or,
at most, simple cassette-players. The majority fell somewhere between these two
extremes. Some programs emphasize extrinsic incentives; others rely exclusively on
intrinsic motivation. Some stress the importance of changing the classroom environ-
ment. Some use new materials, others use only well-known materials. This
heterogeneity should not be surprising, since performance contracting is not in itself
a program but a method for attaining different types of objectives.

A school district can contract for goods and services in a variety of ways, and
each contracting method has advantages and disadvantages. There are two basic
types of contracts: contracts for resources, and contracts for results. Each typ2 may
be further distinguished by whether it specifies a single acceptable outcome and a
single acceptable payment, or a range of acceptable outcomes and payments. The
latter type of contract is called a performance contract.

Four basic considerations are important in contract type selection: (1) the
amount of risk inherent in the operation; (2) the relative technologies and manage-
ment skills of the two parties to the contract; (3) institutional considerations; and
{4) other intangible considerations. These considerations determine the most appro-
priate type of contrast for a specific situation. It must be emphasized that there is
no universally preferred type of contract. Purformance contracts for results may be
preferable in some situations, for example, but completely inappropriate in others.

The most important factor in determining which types of contracts may be
used in a particular situation is the nature of the ccntractual outcome. Any contract
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for results requires that the product to be dclivered must be capable of precise
definition. Performance contracting has a more rigorous requirement: that the con-
tractual object be objectively measurable over a range of acceptable levels.

The methods that may be used in choosing contractors also depend on the
nature of the contractual outcome. Price competition requires that the contractual
outcome (whether it is a resource or a result) must be precisely specified. If the
outcome cannot be precisely specified, some form of nonprice competition or sole-
source negotiation must be used.

Historically, the goals of education have been expressed in broad philosophical
terms. The educational accountability movement is stimulating the formulation of
more operational definitions of objectives. Objectives that are specified precisely and
objectively enough to meet the requirements of internal educational accountability
will serve equally well for educetional contracting.

An often-encountered argument in favor of performance contracts is that pri-
vate educational firms have an advantage over local school districts in the conduct
ofeducational research and development, but have had no means for demonstrating
their new products or methods in a setting that is persuasive to local schoot authori-
ties. Performance contracting for student achievement provides sauch a means.

Legal cons.derations and the attitudes uf such groups as teachars unions must
be considered in evaluating the appropriateness of any contract Jor educational
achievement. Legal requirements prohibiting publicly constituted bodies from con-
tracting away their responsibilities require careful consideration in structuring
educational performance contracts, but it does not appear that they will pose a
major block to the broad application of performance contracting. In general, teach-
ers unions on the local level have been critical but willing to go along with the
experimental programs to see what they can accomplish. It is clear, however, that
this tolerance will not last if such programs become a continuing and major educa-
tional activity, National groups such as the American Federation of Teachers have
vigorously opposed performance contracting and are likely to continue their ooposi-
tion to both the acccuntability movement and the movement toward contracting for
educational achieveinent.

The real strength of performance contracting is its versatility—its potentiality
for use in a wide variety of contexts. This implies, however, that all performance
contracting programs should be evaluated with a very broad perspective. Faults will
be discovered in each program, but the central task is to determine whether they
are peculiar to that program, contract, and contractor, or whether they represent
basic defects in the performance contracting concept. If program evalvations are
thought of simply as contract evaluations—that is, if they fecus solely on measured
achievement gains and payments to contractors—m.uch information will be lost.
Every educational agency should conduct both a comprehensive program evaluation
and a contract evaluation.

For the present, a performance contract can usually have only very limited
objectives, since they must be stated very precisely. The contract typically encom-
passes only a portion of the educational program; every effort must be made to
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ensure that the objectives of the contract harmonize with overall program objec-
tives.

Contract evaluations must be conducted to determine whether all obligations
were fulfilled ar-A to determine the payment due the contractor. This is a necessary
step, but a further one is needed The full value of a completed pr~gram can be
determined only by weighing the contracto=’s contribut‘ons to the scheol’s overell
program otjectives, and then fully evaluating the entire program. Evaluation is
likely to prove the most difficult task in performsnce contracting.
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Appendix

SOME CONTRACTING EXPERIENCES
IN OTHER SECTOKS

Many of the problems encountered in develuping performance contracts for
ediicational services have counterparts in the procurement of goods and services in
other areas. A few accounts of contracting situations in other secfors will provide
a useful perspective. The discussion is divided into two parts. The first briefly de-
scribes some aspects of the problem of project/product definition as it oceura in
hospital services, major defense systems, and :YASA procurements. The second
section considers the use of incentive fee arrangements in defense contracts and in
one Job Corps project.

PROJECT/PRODUCT DEFINITION

Hospital Services

Hospital services share many of the same problems encountered in the provi-
sion of educational services. Hospital costs are rising :nore rapidly than any ciner
component of nationsl expenditures, with attendant public dissatisfuction. Several
fuctors weaken the iiicentive to provide effective and eflicient but low-cost care; there
are even incentives against doing so. As in 2ducation, analysis and change ate
hampered by the problem of defining objectively the output ¢f the medical sector.!
Mast significant, potential innovations and structurat change must take into ac-
count impacts on product quality.

Hospital charges have been increasing at a startling annual rate of sbout 13
percent since 1966, and accelerating.? Hospital rooss have becor. 2 luxury accommo-
<ations, with room charges of $69 to $100 a day being commion. This trend hes led
tc the creation of varicus insurance schemes and the devalopment of a cluss of
tnird-party vayors.
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Most patients now refer their bills to Blue Cross, some other insarance co:i-
pany, or the Federal Government for payment as part of the Medicare or Medicaid
programs. The patients pay only the coinsurance portion of the bill. Of course, this
third-party role does not eliminate concern about costs' it merely transters the
concern from the patient to the Government and other insurers. However, an agency
such as Blue Cross may be in a better position than an ailing patient to evaluate a
Jiospital bill and bagain with the hospital if it appears unreasonable. The problem
of whether hospitals are providing the socially optimal cost/product combination
remains unaffected, however, by whether an insurer or a patient pays most of the
bill.

There are substantial theoretical grounds for believing that hosnital care is
nonoptimal.® Schul‘ze has aptly summarized the problem:

Esscentially each hospital is relmbursed by the Fedzsral Government
for the "reasonable costs’ of delivering services to patients under medi-
care and medicaid programs. Paymant s matched to the individual costs
of each hospital. There are virt:ally no incentives for efficiency. Any
savings from more efficient cperations result in lower Federal payments;
any increased costs are fully passed yn. T¢ the ertent that largar staffs
bring prestige and promotion, there are positive incentives for inefli-
ciency. Mcreover, since policies in most hospitals are controlled by the
physicians serving i%, and since the hospital provides, in effect, a free
workshop for those physicians, there are powerful incentives to upgrade
the workshop. when the costs are reimbursed, inscfar as most patients are
concerned. either vy Gevernment program or private insurance carriers.*

These incentives have resulted in American medical care being characterized
as a "Cadillac only” industry. Newhouse has provided a convincing price-theoretic
analysis of why the nonprofil status of most hospitals le:uds to this bias toward
abundant use of high-quality inputs even tho1zh a less elegant product might suffice
and at the same time be less of a financial burden.® The essence of the problem i3
that. in ny system where the supplier is paid for b s production costs, l:e has no
incentive {0 provide either an efficient or an austere product; in facs, he has exactly
the oppcsite incentive. As long as it benefits producers to spend more, they will
continue tn do so. The motive is not merely cynical greed or indifference. Most
professionals and craftsmen take pleasure in having the best materials to work with,
and having them in abundatr.ce; they also enjoy virtuosity. This attitude is conducive
to high quality, and we clearly do reed high-quality medical care, even if we wish
to avoid “gold-plating.” The task is to combine high quality with efficiency.

Countervailing incentives could be built into the hospital system. For exam-
ple, instead of payitig hospitals on the basis of their individual costs, some average
cost figure could be reimbursed. Hospitals with less than the average cost per patient
day would acquire funds to use in a discretiouary fashion. Hospitals with above
average costs would have to make up deficits frem contributions, patient charges or
cost-cutting elsewhere.
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The problem with all such schemes is that they run tre danger of discriminat-
ing against hospitals that are cost-effectively providing an above-avarage quality »f
services. Schultze sums up the central issues:

Incentives schernes, however, will ultimately prove viable only to tha
2xtent we can distinguish change in cost for a constant quality of care
from changes in cost associated with changes in quality. We seek a means
to reduce hosvital costs per unit of output. We do not seek a reduction in
per diem costs achieved by lowering the quality of care provided.®

Some method is neceded for defining and assessing the quality of the product,
snd several possibilities have been suggested.” One is peer-group reviews.® Peer-
group evaluations have a well-established role in medicine, but they have never heen
used for output-qualily assessment in the manner centemplated by those who would
use the procedure for contracting purposes. Hespitals have tissue review comniit-
tees, death committees, committees that automatically review cases every 14 days
in the hospital, and a variety of other peer-group evaluation boards. It is a controver-
sial issue whether peer-g ap review practices can be extended from examinations
to determine if accepted professionat practices were foliowed to examinations of
whether efficient procedures were used. Nonetheless, The American Medical As-
sociation has been advancing suggestions for the peer-group review approach. Doc-
tors seem concerned that unless some st.ch approach is adopted, governmental urits
will establish audit committees with “outsiders” such as lawyers or econcmists
having authority to make quality judgments.®

Another suggested approach is based on the coinsurance feature of most insur-
ance arrangements. It would vary the extent of coinsurance—the amount paid by
the patient—with the cost category of a hospital; that is, the patient would have to
pay less coinsurance if he picked a less expensive hospital. The authors of this
approach believe it would prompt consumers and their physicians to study and
evaluate cost/yuality tradeofls in hospitals.'® The degree to which medical care
consumers are yualified to do this remains scmewhat questionable in our m:inds."!
In any event, this precedure apparently has less chance of being implemented than
does some form of audit or review commitiee.

In ghort, hospital care is another area where new incentives and new coniract-
ing techniques are much neec'»d, but any major change in procedures wiil have to
await a better definition of product quality.

Defense Procurement

A central aim in all the attempts since World War Il to rationalize defense
procure nent hasbeen the developinent of quarntitative measures of the performance
of defen:ic systems and their contribution to the cuiput of the defense establishment.
At first many people regarded this as a quixotic task. The job of the military services
is to provide national defetze. How can this "output” be measured?'?

In economic terms the answer is that, strictly speaking, the military establish-
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ment does not “produce” national defense; it engages in a number of activities that
in sum provide us with a capability er posture that deters or overcomes enemies. If
one fovises not on the ultimate goal—national defense—but upon the constituent
outputs of the various defense components, a great dea! of objective product defini-
tion and measurement is possible. Put differently, proximate and measurable meas-
ures of defense effectiveness can be obtained.

The analytical accomplishments in the defense area spawned many efforts in
other areas of Government expenditure to define output and objectively analyze the
effectiveness of policies and decisions.'® It will be appropriate to examine some of
the accomplishments and failures in measuring defense outputs.

The military frustrations of the last few years have led to much criticism—
both justified and unjustified—of quantitative measurzs of defznse output, but let
us begin with the accomplishments. The chief accomplishment in the defense area
was to link planning to budgeting by focusing on measures of output. In the tradi-
tional Federal agency, two groups exist side by side with little direct interaction and,
frequently, mutual distrust. The first group is the planners, who are supposed to
produce a coherent set of programs for the agency to meet its goals. Typically, the
group operates on the tacit assumption that resources are unlimited, and is prone
to issue publicaticns with high-sounding titles (“The Challenge of the "G's for ...").

The second group is the budgeteers. They keep track of the inputs funded by
Coungress; their chief output is budget proposals for Congress and the Office of
Management and Budget. The budgets are often prepared by simgly extrapolating
past programs, or adding a few new programs and holding everything else constant,
or applying the principle that the “squeaking whee} gets the grease,” or some
comkination of these techniques.

As long as budgeting takes place on the basis of inputs, and planning takes
place on the basis of program opportunities, the activities of the two groups will
seldom intersect. But without such intersection it is likely that (1) meritorious
programs will not be funded, (2) programs that have outlived their bistorical usefui:
ness will be funded, (3) budget increases or cuts will be distributed randomly with
respect to usefulness.

Once measures of output—even proximate measures--are defined, it is possi-
ble to bring the planning and hudgeting process together. This may be done formally
through pregram budgeting systems and cost-effectiveness analysis, or more in!-
mally. In the Pentagon, output definition provided the framework for thc ¥PBS
(Program Planning and Budgeting System) and the system-analytic capability that
pravided defense decisionmakers with considerably improved visibility and civilian
control over the system, and considerebly better integration of information.

Good measures of o1atput, let it be repeatzd, are crucial to quantitative analy-
sis. Unfortunately, in the miiitary area as well as elsewhere, obtvining such meas:
ures is difficult and problems abound. Three problems ar2 especially significant.
First, inilitary capability can seldom be directly measured; pro:.imate measures
must be selected and the closeness of the proxy is usually uncertain. Secs.d, most
outputs are multidimensional and trequently some dimensions are not quantita-
tively measurable; it is easy to concentrate on the measurable dimensions and farget
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about the others. Third, people have sought to answer inappropriate questions by
use of output measures. Let us briefly examine each problem.

The first problem arises because one is almost alw.ays using some proxy for the
measure he would like to have. Measures of effectiveriess, system characteristics, or
output are seldom direct measures of system perfermance. Frequently, one does not
nave the time or information to determine how adequate the proxy measure really
is. Too frequently, it is a Hobso’s Choice- —the proxy measure is the only measure.
The important point is that use of a proxy rather than a direct measure can bias
1esults.

Tha secend probiem with output measurement is that a system usually has a
number of different products, only some of which are quantifiable. The current
ecolagical sitvation is a pertinent. example. Qur concentration on producing tangible
goods and services has led to a decline in many intangible products that are usually
lumped together and called “quality of life.” Some aspects of “quality of life” might
be specified and measured if we took the effort to do so; others will probably always
defy quantification. The significant point for this discussion is that in analytical
work, development, contracting, and like arrangements, it is always easy to focus
on the aspects of a project or program that can be reduced to numbers, and to
overlook those aspects that canrot. Serious repercussions can ensue.

The third problem--use of cutput measures to answer inappropriate questions
—is mere a problem with analysts and decisionmakers than with output measure-
ment itself. Obtaining a good quantitative measure for some objective does not
necessarily answer the question of what to do with respect to this objective. Many
examples of confusion on this point could be cited from the military sector, but
perhaps an educational example is more pertinent. Obtaining good measures of the
affective impacts of schools would still not resolve the basic social issue of how much
responsibility schools should assume for noncognitive achievements. True, better
measures of the affective outputs of scols and school systems are desperately
needed, but we should not expect such measures to supply direct answers concerning
the choice of sci. 21 objectives.

INCENTIVE FEES IN CONTRACTS

Department of Defense Procurement

The authors of the Procurement Act of 1947, the foundation for deferse pro-
curement policy, deliberutely established few constraints with respect to contractual
instrur..eats. Only one type of contract was prohibited for use by Goverrnituient con-
tractors, the Cost Plus Percentage of Cost {CPPC) contract. This instrument has
inherently perverse managerial incentives, sir.ce the more an item costs the more
profit the contractor earrs.

The Act requires that, whenever possible, procurements should be based on a
detailed specification of the prowuct or service desired, with ontracts awarded
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following an advertised formal price competition. Advertising implies a Firm Fixed
Price (FFP) type of contract.'* When advertising is not used, a wide range of contrac.
types are available for use. At one extreme are the FFP contracts. Then there are
the incentive contracts, most notably the Fixed Price Incentive Fee (FPIF) contract
and the Cost Plus Incentive Fee (CPIF) contracts. At the other extreme are the cost
reimbursement contracts: the cost only (CR) and the Cost Plus Fixed Fee (CPFF)
contracts for use when a full range of resources are being procured, the Time and
Materials (T-M) contract when only lubor and materials are being procured, and the
Labor-Hour (L-H) contract when only labor is procured.

The distinction we have drawn in Sec. 1l between contracts for resources and
contracts for results is not found in the Procurement Act nor in the Federal p: ocure-
ment regulations. These regulations continually refer to "the uncertainties of per-
formance” and “cost uncertainties” in discussing the appropriateness of the differ-
ent types of contracts. The implications of the distinction between resource contracts
and contracts for results, however, are clearly present. Fixed price contracts,
whether formal advertising is employed or not, must be associated with a fully
specified product; that is, they are contracts for results. Incentive contracts require
that contract costs be monitored. However, these contracts (that is, the CPIF as well
as tha FPIF) muct also be contracts for results, since otherwise there could be no
benchmark by which to compare actual contract costs with target costs.'®

Cost reimbursement contracts, on ti1e other hand, are resource or emplcyment
vontracts. They call for "best efforts” but do not require the production of results.
This is clearly spelled out in Armed Forces Procurement Regulation (ASPR) 7-203.3
for cost-reimbursement contracts:

(a) It is estimated that the total cost to the Government for the per-
formance of this contract, exclusive of any fee, will not exceed the es-
timated cost set fortih in the Schedule, and the Contractor agrees to use
his best efforts to perform the work specified in the Schedule and all
obligations under this contract within such estimated costs.. .

(b) Except as required by other provisions of this contract specificelly
citing and stated to be an exception from this clause, the Government
shall not be obligated to reimburse the Contractor for costs incurred in
excess of the estimated cost set forth in the Schedule, and the Contractor
shall not be cbligated to continue performance under the contract (includ-
ing actions under the Terminetion clause) or otherwise to incur costs in
excess of the estimated cost set forth in the Schedule, unless and until the
Contracting Officer shall have notified the Contractor in writing thac such
estimated cost has been increased and shall have specified in such notice
a revised estimated cost which shall thereupon constitute the estimated
cost of performance of this contract.

Table 8 summarizes these relationships between the Federal contract types
and our distinction between contracts for results and for tesources. These rel:tion-
ships provide a uscful context for the remainder of this Appendix.
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Table 8

CLASSIFICATION OF FEDRRAL. CONTRACT TYPES

Contracts for Feeults

Fixed Price Contra:ts:

Fiim Fixed Price .....cvvveeveninnnnnnn FFP

Fixed Price Redeterminable ........... FPR
Incentive Contracts:

Fixcd Price Incentive Fee .viuvveennnn FPIF

Cost Plus Incentive Fee s.ovivuinennns CPIF

Centracte for Reaources

Cost Reimburcement Contracts: e
Cost 0onlY .evvvrernnnn, I
Cost Plus Fixed Fee . .

Time and Matertals ....
Lahot-HOUE t.iaveernneennreerenecannnas

Despite the wide flexibility allowed under the Procurement Act of 1947, for
some years inost defeuse contracts had a firtn-fixed-price (FFP) or fixed-price redeter-
minuble {FPR) arrangement.!® Starting in the 1950s, cost-plus-fixed-fee (CPFF) con-
tracts gained in popularity to a peak in the first nine months of FY 1961, when 38
percent of the defense contracts (hy dollar amount) contsined CPFF provisions.

Defense Secretary Robert S. McNamaia then intioduced a major drive to
reduce the amount ¢f CP¥F contracting. He admitted that to a considerable extent
the increased use of CPFF contracte reflected the complexity and sophistication of
post-World War II defense hardware. Nonetheless, he argied, even if fixed-price
contracting were infeasible, other incer.tives could and should be used to overcome
what he saw as a castly pricing arrangeme=* " As he explained the disadvantayge
of CPFF contracting:

I think the waste under cost-plus-fixed-fee contracts is a function of
two factors: First, such contracts are frequently Jet by the Departinent of
Defense before the Department iteelf has fully defined the job to be per-
formed either in terma of quality, quantity, or time. Obviously, if it has
not made its requirements clear, the contractor can’t be clear os to how
he should perform that ce.ntract.

But secondly, even if the Department has precisely defined its require-
ments, if it is a cost-plus-fixed-fee contract, the contractor may accept the
contract before he has undertaken the planring to insure that he will
apply the most eficient process or method of producing th2 item. Either
one or both of these factors will introduce serious inefficiencies into the
contract’s cost.'*

Secretary McNamara believed that even if the CPFF contract cculd not be
replaced by the FFP contracts, it could be replaced by some more product-oriented
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contract type. Accordingly, during the 1960s there was intense DOD interest in
“ircentive” and cost-plus-incentive contracts as “halfvay houses” between the disfa-
vored CPFF contract and the often risky FFP arrangement. Moreover, the DOD
exerted great effort to convart CPFF contracts to one of the more favored forms. The
DOD contended that each dollar of procurement switched from a CPFF to an incen-
tive contract saved the Government an average: of 10 cents.’® This position was
generallv maintained until arsund 1970, when the CT¥F contract regained some
favor at the Pentagon. The new view was summed up by one DOD authority who
said, “We probably oversold the drive against the indiscriminate use of cost-plus-
fixed-fee contracts. Now we are looking for optimistic realisin in choice of contract
type.”2°

Looking back on the “Golden E: a” of incentive contracting in the DOD, four
conclusions seem app; opriate:*!

1. There was cornfusion about the definition of an incentive contract.

2.  There wasconfusion about the objectives in switching from CPFF to incen-
tive contracts.

3. Complex, unwieldy, and often counterproductive incentive arrangements
were produced.

4. 'The impactsofthe incentive fees on contractor motivatiors are uncertain.

Let us discuss each point in turn.

The zzmantics of “incentive contracting” are confused. First, the contract
types we have been talking about so faix—FFP, CPFF, and so forth—refer to cost
incentives, i.e., arrangements permitting the contractor to share any savings over
some target price or cost. In addition to cost incentives, many defense contracts have
contained other types of contingent fee arrangements, in particular, schedule and
performance incentives are common. In a schedule incentive, the contractor’s fee is
a function of the dates of delivery of products or completion of tasks. In performance
incentives the fee is linked to the value of one or more product characteristics, e.g.,
accuracy, mean-time-beiween-failures, speed, and so forth.2* A multiple incentive
contract is nne that contains more than one type of incentive As will shortly be
discussed, vith multiple incentive fees the ensuing contractor notivations become
complex.

To return to the semantic problem, definitional problems arise even if we limit
ourselves to cost incentives. Clearly, if we are trying t¢ motivate contractors to be
efficient then the FFP contract is an incentive contract, and many authorities so
classify it. Logic is on the side of this usage, but in common adrlance. the term
“incentive contract” is frequently limited to cases where there is some partial
sharing of the differences between targat cost or target price ard actusl cost. This
usage limits incentive contracts to CPIF, FPI, and closely related types.*’

The definitional problem becomes even more confused if” one goes back to
basics and starts with the nroposition that an incentive contract is one in which the
Governmant attempts to ir.fhience contractor motivations by cteating a set of fee-
contingencies. If one looks at a number of the early incentive contracts let during
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the first part of the DD drive against CPY¥F contracting, it is doubtful that any
important motivations were established. After the constraints, contingency clauses,
flcors, and ceilings are evaluated, it is hard to see how the contractor’s fee could have
been affected by any likely contract outcome. Put differently, many defi:nse con-
wracts classified g3 CPIF or FPJ types turned out to be thinly disguised CPFF ar-
rangements.

But let us abandon semantics and turn tn more substantive issues suclh as the
objectives of incentive contracts, which were always somewhat urclear.

Recall that Secretary McNamara cited two reasons for switching from CPIF.
The first was to increase contractor motivations for efficiency and austerity. The
second was to increase Governniental motivations for clear product specification.
The overwhelming part of the discussion cfincentive contracis has centered on the
first objective. The second has received much less attention even thougl: it may be
the chief advantage.

If contractor motivation is the goal, a question arises. If an FPI contract with
an 80/20 sharing ratio (the Government bears 80 percent of the cost overruns anr
raceives 80 percent of the underruns) provides motivation for efficiency, would not
an FFP contrect with a 0/100 sharing ratio provide much more motivation and
therefore aiways be a superior arrangement?

The usual answer cites the risk invoived in advanced technology projects. This
line of argument holds that FFP is the preferred way to create the desired contractor
motivations in low-risk projects. For very-high-risk projects CPFF contracting is
probhably unavoidable. For projects in between, FPI and CPIF contracts permit
increased motivation with the Government still accepting some of the risk, as in a
CPFF contract. Unless the Government accepts this risk, the argument goes, the
contractor will insist on large risk premiums and cost-contingency allowances.

The extent to which this theory seems to be borne out in practice will be
discussed shortly, but for the moment, let us concentrate on the second and more
neglected advantage cited for incentive contracts, i.e., that they force intragovern-
mental thinking about output definition.

In a private conversation, an Air Force official was asked whether incentive
contracts really affected contractor motivations. He replied, “I don’t care whether
contractors are motivated by the incentive fees. What isimportant to me is that with
an in~entive contract the Air Force has to tell me precisely what it intends to buy.
Also, with a CPFF contract, anyone in a blue uniform can walk into a contractor’s
plant and order changes. With an incentive contract, the contractor demands writ-
ten authorization and this gives me more control over expenditures.”

On the other hand, these benefits of incentive contracting may be liabilities in
some programs. Assame the contracting agency -vishes to have a great deal of
flexibility in changing the program---for examplc, that it wants to make sequential
decitions as more informaticn is generated, and it generally wants to have an
interactive relationstip between the buyer and the contractor’s organization at the
working level. Under those circumstances, the need to obuain contractchange au-
thority from a high echelon and to maintain constant program visibility is a costly
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burden. CPFF contracts (or some other form cf resource contract) weuld be much
more appropriate.

The commentary on product-definition above argued that sophisticated con-
tracting techniques, such as incentive-fee contracts, depend on clear definitions of
products. This point was aptly made recently by a DOD authority *eflecting on the
history of defense contracting:

For several years, we hiave cautioned that contractual incentives alone
cannot be relied upon to increase contractor efficiency. Other interrelatea
management techniques and disciplines must also be stressed.

Many years ago we learned that a good initial cost esiimate, by itseif,
was not the only key to good incentives contracting. Often the key to good
incentives is the preciseness of the staterent of work or abjectives. Our
experien-es have shewn that it not only takes a good cost estimate, with-
out over-uptimism, to assure that an incentive can be effective, but that
the cost estimate must be based on a good statement of work.?*

Extending this linc of reasoning slightly, not only are clear statements of work.
or clear definitions of product a requirement fir incentive contracting but con-
versely, incentive contracting may be an instrument for obtaining better product
definitions and statements of work.

The situation is rather the reverse if we focus not on cust incentives but on
schedule and perfermance incentives. Here the use of incentive fee provisiocns per-
1nits the government to be [ess specific in its statement of work.

Instead of calling out a certain required level of some characteristic or prod-
uct, or inst=ad of listing a specific delivery schedu'e, the Government can erect a
payments formula and permit the contractor to select the level of the product-
cha. acteristic or the actual schedule. Why might this looser procedure be prefera.
ble? The usual answer is that the Government may know what some product jer
se is worth to it, but it may not know what cost-premium it would have to pay to
achieve some rigid performance requirement or delivery time. The lexibility of
incentive "2es enables the contractor to give the Governmment more ~apability or
faster delivery if it is justified from a coct standpcint.

This line of argument is valid as a general statement. but three cautionary
points are needed. First, the purpose of incentive fees is perverted if specitying a
performance incentive function becomes a substitute for hard anrd precise thinking
about what the product characteristic or schedule requirements are for a product.
Second, this approach to performance and schedules uften generates cornplexity,
lack of program visibility, and perverse incentives. Third, the use of performance
and schedule incentives hinges on the assumption that the value of higher perform-
ance or earlier deliveries can be satisfactorily estimated. If this assumption fzis to
hold, performance and schedule incentives are shots in the durk and such shots often
hit unintended targets.

The possible complexity of contractor motivations generated by incentive con-
tracts has been cited at several points. When incentive arrangements become cor-
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plex—for example, when they have “fioors,” “ceilings,” “elbows,” and especially
multiple incentives—the contractor enjoys an array of potential tradeoffs. These can
be very important to him in an uncertain world. For exumple, he may find ii
profitable to save money by stretching out the project, incurring a penalty under the
schedule incentive but earning a higher bonus under the cost incentive. Or, he may
exceed the ceiling on the cost incentive in order to remain in the effective range of
the perfor nance incentive. The Government is often uriaware that these possibili-
ties exist, and assumes that the contractc - will attempt to excel in all incentivized
areas.

Another aspect of thir zroblem is that the Government car lose the ability to
understand what is happening with :omplex or multiple incentives. The contractor
may state, correctly, that since he has an incentive contract (that is, for results) his
resource and effort allocations r1ust be his responsibility. The Government may not
be able to figure out froin external evidence how these allocations are being atfected
by the various incentives, and whether the actual motivaticns a:'e the desired moti-
vations.

The moral is that any incentive contract should be carefully analyzed and
“gamea’’ 0 make sure that the contracting agency understands fully and precisely
the eatrepreneurial incentives it is creating. This is not an easy task with most
incentive contracts. Tha Air Force found it necessary to establish an office with
extensive computer capacity, several well-trained analysts, and sophisticated soft-
ware, and give it responsibility for analyzing incentive fee provisions. Contracting
officers can send their contracts to this oflice and receive rather complex grapls and
statistics a»sout the inhcrent incentives and potertial tradeoffs. Without such a
sophisticated capability the appropriate rule would appear to be, “Keep incentive-
fee arrangemnents simple.”

Turning to the fourth getieralization, that the impact of incentive contracting
on Govern: 1ent procurement is uncertain, we should note that this is a controversial
issue. Secretary McNamara firmly believed in the efficacy of incentive contracts and
tock credit for a 10-percent price reduction whenever he shifted a contract from a
CPFF arrangemrent to some ather type. More recent Pentagon spokesmen disceunt
this figure but still generally egree that irnentive contracts have had favoruble
impacts.

Economists analyzing these impacts have had difiiculty ia identifying «..em.
The seminal invastigation by Scherer, for example, concludes that the effects of
contract incentives. even multiple incentives involving cost, performance, and
sch lule, were swamped by noncontract incentives. The chiefof these was the desire
for follow-on coniracts. Scherer found that contractors were so bent on obtaining
lucrd.ive foliow-on production contracts that other possible rewards paled into insig-
nificance.?®

Other investigations have reached similar conclusions. To illustrate, an eco-
nometric study of a sample of Air Force procurements concluded that:

... the incentive effect on contractors’ costs and efficienty may be
weaker than is customarily believed. Rather, the evidence suggests that
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the cost underruns commonly observed for Air Force incentive contracts
are the result of a general upward shift in target costs rather than im-
nroved cost control.

The investigalor went on to argue, however, that:

Incentive contracts have several iv portant advantages that should
not be overlook. 1. Because of the upward chift in target costs, incentive
contracts provide the Government with better progran cost information
than 4o cost-rembursable coatracts. Because target costs are more realis-
tic for incentive cuntracts, they permit better financial planning and
budgetary control while eliminating the large overruns cha-acteristic of
cost-reimbursable c. atracts. Moreover, incentive contracts may have
made both the Government and defense contracters a litile more cost-
conscious thun before.... Consequently, those contracts may have re-
sulted in cost savings. Unfortunately, these salutary efiects cannot be
measured and quantified.?®

In short, the question of whether incentive contracts have decreased the cost
or imp.oved the quality of defense procurement would have to be ansvered with a
verdict of "not proven.” Qur persona)l judgment, hawever, is that the use of incentive
(resul*s) contracts has had net positive impacts in comparison with CPFF (resource)
coniracting, most importantly because it. has stimulated defense procureinent offi-
cials to be more precise in the manner in which they purchase goods and services.

NASA Procurement

Most of the rbove cominentary on DOD experience and practice also applies
to NASA, whose system acquisition and procurement procedures are closely similar.
One NASA nractine merits attention here, however: the use of Cost-Plus-Award-Fee
(CPAF) contracting. CPAF contracts have been used by both NASA and the LOD
since 1962, but are more of a NASA specialty.

With fixed-price contracts, the Government is concerned mainly with the prod-
uct it is procuring. With cost-reimbursement contracts, the Government’s main
concern is with contract costs. The comman incentive contracts (CPIF and FPIF) are
concerned with buth costs and results and, in addition, supposedly provide incentives
for the contractor to produce efficiently; but since the incentives are assumed to
operate automatically, the Government is seldom able to evaluate their effective-
ness. The unique feature of a CPAF contract is that the fee is based on the Govern-
ment’s explicit (if subjective) evaluation of the contractor’s internal operations. The
award fee is supposed to be *'... sufficient to provide motivation for excellence in
contract performance in areas such as quality, timeliness, ingenuity and cost effec
tiveness.”*’ The early applications of this technique were for support services such
as “housekeeping” facilities; but the 1969 Incentive Contracting Guide for DOD/
NASA suggests that CPAF contracts may be appropriate for development projects
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in which CPIF contracts cannot be used because output cannot be uhjectively and
guantitatively measured.?®
Six elemenis must be specified in a CFAF contract:
1. Target cost estimate
A fixed base fee (may be zcro) that does not vary with perfermance
An award fee based on a subjective evaluation of “performance”
The meximum total permitted for (2) plus (3)
Performance evsluation criteria
Schedule of fee payment dates

@ o w0

An evaluation plan aud judgment system must be duveloped prior tu the start
of the program, although this dnes not have to be part of the contract itself.2® The
evzluations are unilateral determinations by the Government. The evaluation
Zroup consists of knuwledgeable Governmental personnel.*® Evaluations are fur-
nished the contractor along with & proceduve for comment or appeal to a:. official
Evaluation Board or Fee Determination Official.’! The decision of this board or
official is not challengeable under the standard DOD/NASA "Disputes” ciause, but
it can be pursued through other regularly ectablished channels.”?

The key issue is eviluatiion ctiteria. The DOD/NASA Guide states that:

Criteria for ¢valuation should represent work “output.” The contract-
ing officer and project taanager are concerned with results rather than
the “input” to a contract. The standards assigned to the outputs und tre
grading of the outputs are of extrc' ~e importance. There are man ; objec-
tive ineasurements or historical . + ' 'ards available te grade certain out-
puts and these can form the basia 1sr the over-all subjective evaluation
of efficiency. Virtually all desired results ave reducible ‘o0 some standard
of acceptability and effectiveness. When a sound description of what con-
stitutes acceptable work or improved levels of work canuot be outlined,
there should be no effort to incentivize the performance, and it should be
performed under a CPFF contract.*®

Observe the implied a>finition of the woid “output,” which in this context refers to
work performed and production processes, and should not be coyfused with any
“product” calted for under the contract. The ASPR provides ~n example of evalua-
tien criteria and a sample form for aggregating the individuai criteria. These are
reproduced Lere as Figs. 1 and 2.

The obvicus requirement for si:ch o procedure is tr.at meeningtul, quelitative
criteria can be defined. These criteria must permit the cortracto. to know how ic
respond and the evaluation panel to render a jucgment, and they must be clear
enough thet a revicw authority can resolve 2ny disputes bet s ~¢n the Government
and the contractor. These ere not trivial requirements. Nonetheless, NASA nas
made extensive use of this procedure snd kaowledgoable official: seem generally
pleased with it.

1%e experience with CPAF contracting har vielded three generally accepted
conclusions.®* First, it is an expensive procedure tha. requirer substantial time and
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adminisirative eff irt. This conclusion appears to underlic tl,e Armed Services Pro-
curement Regulation prohibition on the use of CPAT contracts *'... where the
contract amount, period of performance or the benefits expected are insufficient to
warcant the additional administrative effort or cost.”>®

Second, it is difticult to demonstrate that contractors have been positively
motivated by CPAF coniracts. In this respect NASA experience appears comparable
to DOD incentive contracting experience.

Third, and riost imporiant, NASA officials believe that CPAF contracts
great’y improve commmunication between NASA «and its contractors. With this pro-
cecdure, NASA has access at regular intervals (often guarterly) to evaluate the
interna! operaticns of the cuntractor, who then receives a summary of NASA's
conclusions. This causes problems to surface earlier in a program than they would
be likely to with some other type of contract, and it lets the cortractor know at
regular intervals now he stands with his customer.

The Clearfield Job Corps Training Program .

Most of the Federal Covernment’s programs for m-mpower development,
training, or education have not utilized incentive fees. They have generally used
CPFF or CR pricing arrangements. The dominance of this conventional approach
makes the contract between the Manpower Administration of the U.S. Department
of Labor (Job Corps) and the Thioke: Chemical Corporation all the more interesting.
This contract,®® covering cha operation of the Freeport Center at Clearfield, Utah
and related facilities, provides for a fee with a performance incentive.

In addition to center management, group-life training, end the vther aspects
of Job Corps projects, Thiokol is responsible for vocational urd related academic
training and counseling in 8 areas: agriculture, automotive, food services, medical,
metals, plastics, miscellaneous (carpentry, photogrephy, etc), and advanced fara-
professional training for Corpsmen. The 1970 contracl (Supplemental Agreement
10) as amerded on July 24, 1970, essentially segragatés the program costs into two
parts. The first is a CPFF portion. The costs of this part of the contract amount to
$3.2 million and provide for a fee of $127 thousand. The CPIF portion involves
Target Estimated Costs of $11 milion. The incentive fee could vary from a minimum
of $324 thousand (1.8 pe.cent of cost) to $952 thousand (7.5 percent of cost). The
Target Profit is $644 thousand (4.7 percent of cost).

The incentive {2e provi-ions set out four messures of Thiokol achievement.
There is no need t> repeat the details of the achievement objectives, but a brief
description of each objective and its impact on the fee may be usciul.

The GED or high school diploma incentive is straightforward. Thiokol is to
receive $29.00 for each Corpsmin finishing high & %00l while at Clearfield. Defini-
tions and verification procedures are also straightforward.

The placement incantive is aiso straightforward. Thickol is to receive $21.65
per Corpsman placed on a job, in a conventional e~hnol, or the military service.
Placement is defined hy reference to the Job Corps Placement Manual. Verification,
however, requires some complex reporting requirements.
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The incentive for rompletion of detined courses is detailed in the context of
Thiokol’s curriculum rlesign. Two types of courses are involved: basic education and

1. The basic education requirements for earning the program completion
incendve i satisfied by eampletion of Level Nine (9) Sullivan Series, or Job
Carus Reading Leve! Sixteen (18) for Corpsmen in full tirme vocaticnal
training.

2. Completion of a defired course is satisfied by a Corosman completing all
step-0if tevels within one specific program under a training cluster. A
typical example would be the completion of the Meatcutting program un-
der the Food Services Training Cluster.

The retention incentive essentially providcs $7.67 for each Corpsman for ecach
menth in residance, starting 90 days after enrdllment and with & nine months’
maximum. Mechanized attendance reports are usad for verificat’an.

So far as we can dztermine, there has been no analytic comparison of the
performance inceniive approach of the Clearfield project with the conventional
approach. Department of Labsr officials appear pleased with the Clearheld program,
however, and expect to continue the basic incentive approach.
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NOTES

Section I
Introduction

1. Distant educational antecedents can also be found. For example, in 1862
Rooert Lowe, Vice-President of the British Committee of the Privy Council for
Education, sponsored a plan called “Payment by Resvlts.” Funds would have been
allocated according to student grades in basic skills. The reaction to Lowe’s plan led
to his resignation two years later. J. Pfeiffer, A New Look at Education, The Odysscy
Press, New York, 1968, p. 80.

2. Reading Crisis: The Problem and Suggested Solutions, An Education
US.A. Special Report, National School Public Rrlations Association, Washington,
D.C., 1970, p. 1.

3. Robert C. Burkh~rt, The Assessrient Revolution, Buffalo State University,
Buftalo, N.Y, 1970, p. 5.

4. Speech to the National Asscciation of State Boards of Educaticn, Septem-
ber 23, 1969.

5. C. H. Harrison, "Who is Accountable?,” Scholastic Teacher: Supplemend,
November 1970, p. 6.

6. For agene:ial review of the discussion about accountability, see S. M. Rarro,
An Approach to Developing Accountability Mensures for the Public Schools, The
Rand Cerporation, P-4464, September 1970.

7. L. M. Lessinger, Every Kid a Winner: Accountability in Education, Simon
and Schuster, New York, 1270.

Section 111
Contracting for Student Achievement: General Considerations

1. Peat, Marwick, Mitchell % Co., Planning, Programming, Budgeting Svsiem
Manual for State of California Schoo! Districts, prepared for the Advisory Commis-
sion on School District Budgeting and Accounting, Jure 1970, p. II-7.
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2. M.F. Kristy, "The Future of Educational Technology,” Phi Delia Kappan
Vol. 48, January 1967, p. 240.

3. “Hucksters in the Schools: The Perforrnance-Contract Phenomenon,”
American Teacher, September 1970, p. 11.

4. A classic case on this point is Page v. Academy, 63 N.H. 216 {1884). In 1879,
Haverhill, New Hampshire entered inte a three-year contract with Haverhil!
Academy, a corporation. The Academy was to instruct the town’s students an- the
school district wes to turn over to the Academy all funds furnished to it by the town
for educatior. In what would probably be cclled a class-action suit today, Page, a
school comniittee member, contended that the contract constituted an illegal sur-
render of authority by the committee and that it prevented him from nroperly
discharging his duties. The court upheld the contract, partly on the grounds that it
did not vest the Academy with cuthority over the school committee, nor did it merge
the Academy with the school district.

5. The concern over public control is perhans related tn concern 2bout an-
other issue, monopoly. (Oue of the AFT charges, for example, is that performance
con’racting “threatens to establich a monopoly of education by big business.” Ioid.)
The fear is probably illusory. The economic structure of the market for educational
services appears very unfavorable for monopoly. On the buyers side there are
around 26,000 school districts. On the selling side there are now probably 100 groups
that offer performance contracting services or that have demonstrated interest in
and capability of entering this market. Entry is easy; few structural barriers e ist
and many new firms have been formed or have moved into this market from other
areas. Most important, there appears to be no evidence that, size provides any major
economic advantage. The smaller firms appear to be Guing as well as cr better than
the larger firms. Since it is difficult to perceive any econcmies of scale, it is likely
that this condition will continue.

6. Alrezdy, in fact, a local teachers’ organization in Mesa, Arizona, i.2s en-
tered nto a performance contraci with at least the partial aim of keeping otner
contractors nut. See J. K. Zoharis and F. W. English, "Performance Contracting:
Hobson'’s Choice for Teachers?,” paper presented at the California Teachers Associa-
tion’s Gaod Teaching Conference, Los Angeles, Calir,, January 29, 1571

7. This subject is perceptively discussed in a forthcoming report for the New
York Board of Regents: “Performance Contrac*ing in Education,” prepared by the
Division of Evaluation, the State Education Department, University of the State of
New York, Albany, 1970,

Section 1V
Contracting for Studeat Achievement: Current Programs

1. The precise payoff function for each subject was P = $80 x HA/80 hr,
where P = payment per student, A = grade-level advance, and i = hours of
instruction. Several constraints were written into the contract: (1) the maximum
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payment per student per subject was $106.67; (2) if more than 110 hours viere
required for a grade-level advance, the payment weuld decrease by $1 for each
additional hour. Tiis implies that P = 0 if H > 168 for A = 1.

2. It 1: only fair to note that there are occasional claims that some teachers
teach to the test even without performance contracts. See, for example, “Board to
Probe UTLA Evidence on Reading Tests,” Los Angeles Times, November 3 1270.
Part 1, p. 1.

3. R.T. Lennon, “Accountability end Performance Contracting,” papcr pre-
sented to the American Educatinnal Research Association, New York, N. Y., Felau.
ary 5,1871. For further discussion of technical testing problems see S, P. Klein, ' Tha
Uses and Limitations of Standardized Tests in Meeting the Deniands for Accounta-
bility,” U.C.L.A. Evaluation Cornment. Vol. 2, No. 4, January 1971. A seminal work
on measurement errar is L. J. Cronback and L. Furby, “How Should We Measure
‘Change’—Or Should We?,” Psychological Bulletin, Vol. 74, No. 1, July 1974, pp.
68-80. Criterion-referenced testing is also reviewed in . Millman, “Reporting Stu-
dent Progress: A Case for a Criterion-Referenced Marking System,” Phi Delte: Kip-
pan, Vol. 52, No. 4, December 1970, pp. 225-230.

4. Several groups, e.g., Education Turnkey Sysiems, Inc,, The Institute for
Educations]l Developraent, and the Research Council for the Great City Schools,
have compiled extensive information concerning private firms in the educational
.narket. The best reference is in Efrem Sigel, Accountability an. the Controversial
Role of the Performance Coniractors, Knowledge Industry Publications, Inc., 1971.

5. See Education Turnkey Systems, Inc., Performance Contrecting in Educa.
tior, Research Press, Champaign, I11., 1970.

6. Vol. 1, April 1970, p. 4.

7. TFor an example of this view, see L. M. Lessinger, “Engineering Accounta-
bility for Results in Public Education,” Phi Delta Kappan, December 1970.

8. Ibid, pp. 220-221.

Appendix
Some Contracting Experiences in Other Sectors

1. T. L. Lincoln, M.D,, a Rand colleague, suggests that the basic definitional
problem is the same in both education and medicine. Both are process operations.
A clear starting point and end point can seldom be defined. Instead, individual
educational and meu:>al treatments, in Lincoln’s view, usually are one of a series
of related treatrments made throughout an individual’s life, and it is difficult to
evaluate any single treatment in isolation.

2. R. G. Evans, "Efficiency Incentives in Hospital Reimb.rsement,” unpub-
lished Ph.D. dissertation, Harvard Uuiversity, 1970, p. 4.

3. See ibid. for a theoretical analysis and a discussion of the implications of
the empirical evidence.

4. C L. Schultze, *The Role of Incentives, Penalties, and Rewards in Attain-
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ing Sffective Policy,” U.8. Congress, Joint Economic Committee, Subcommittee on
Economy in Government, The Analysis and Evaluation of Public Expenditures: The
PBS System, Vol. 1, 91st Cong., Ist sess., U.S. Government Printing Office, Washing-
ton, D.C., 1969, p. 213.

5. J.P.Newhouse, T+ ard a Theory of Nonprofit Institutions: An Economic
Mode. of a Hospital,” Amer. 4n Economic Review, Vol. 60, No. 1, March 1970, pp.
64-74; criginally published by The Rand Corporation, P-4022, January 1969.

6. Op. cit, p. 214.

7. For = clear analysis of .1is problem and some interesting examples of
payment schiemes with perverse incentives, see M. L. Ingbar’s review of Edward M.
Kaitz, Pricing Policy and Cost Behavior in the Hospital Industry, Frederick A.
Praeger, New York, 1968. The review appear< in Journal of Economic Literature,
Vol. 8, No. 3, September 1970, pp. 880-882.

8. Report of the National Advisory Commission on Health Manpower, 1).S.
Government Printing Office, November 1967, Vol. 1, pp. 46-48.

9. *“Local Panels to Review Doctors’ Work and Bills are Urged by Critics,”
Walil Street Journal December 16, 1970, p. 1.

10. J.P. Newhouse and V.. Taylor, A New Agrprooch to Hospital Insurance,
The Rand Corporation, P-4016, January 1989.

11. For a diccussion of the economic characteristics of health, see H. E. Klar-
man, The Economics of Health, Columbia University Press, New York, 1965, pp.
10-20.

12. Those interested in exploring the issue of government procurement of
goods and services at greater length might begin with the series of hearings by the
Holifield Committee on establishing & commission on government procurement:
U.S. Congress, House of Representatives, Committee on Government Operations,
Military Operations Subcommittee, Goverr.ment Procurement and Contracting, 91st
Cong., 1st sess., U.S. Goverament Printing Office, Washingten, D.C., 1969. Other
well-known studies are: H. Orlans, Contracting for Atoms, The Brookings Institu-
tion, Washington, D.C., 1967; C. . Danhot, Government Contracting and Tecknolog:
ical Change, The Brookings Institution, Washington, D.C., 1968; D. C. Reck, Govern-
ment Purchasing and Competition, University of California Press, Berkeley and Los
Angeles, 1954.

13. Work on vutput measures for water resources antedate the defense efforts
and is an intellectual ancestor of attempts to define Governmental cutputs.

14. FFP contracts are allowed to contain escalation clauses pertaining to the
price of major inputs, but such clauses are seldom used.

15. A DOD/NASA contracting guide quotes, from the ASPR Manual for
Contract Pricing{ASPM No. 1), “three cheracteristics which distinguish CPIF from
FPIF and FPIS contracts. . .. One is the absence of a ceiling price. Second, in the
CPIF situation, costs are reitabursed in accordance with ASPR Section XV and
terns of the contract, while in FPI contracting, iinal cost is established in accord-
ance with a negotiated agreement. Third, under a CPIF contract, the maximun fee
the contractor cau receive is subject to ASPR limitations. Maximum fees in excess
of the ASPR limits require approval as deviations.” Department of Defense, Na-
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tional Aeronautics and Space Administration, Incentive Contracting Guide, Qctober
1969, U.S. Government Printing Office, Washington, D.C., 1969, p. 33 thereafter
cited as DOD/NASA Guide).

Thus it appears that CPIF contracts are considered to be “cost-type” contracts
simply because they utilize the ASPR ragulations on allowable and allocable costs
and not because they are rescuzce cont. acts, which they are not.

16. The degree to which an FPR contract really has a fixed price is debatable,
but it is conventionally classified as a fixed-price contract as we have done here.

17.  U.S. Congress, Joint Economic Comniittee, Subcommittee on Defense Pro-
curement, Impact of Military Supply and Service Activities on the Economv, Hear-
ings, March 28, 29, and April 1, 1963, Government Printing Office, Washington, D.C.,
1963, p. 28.

18. Ibid.

19. L N.Fisher, A Reappraisal of In-entive Contracting Experience, The Rand
Corporation, RM-5700-PR, Julv 1968, p. 3.

20. R. D. Lyons, “Experiences with Incertives—Changes Needed,” Defense
Industry Bulletin, Vol. 6, No. 1, January 1970, p. 23.

21. In t: '~ review, extensive use has been made of ibid.; G. R Hall and R. E.
Johnson, A Review of Air Force Procurement, 1962-1964, The Rand Corporation,
RM-4500-" ], May 1965; G. R. Hall and R. E. Johnson, Aircraft Co-Production and
Procurement Strateg), The Rand Corporation, R-450, May 1967; and 1. N. Fisher, op.
cit. See also F. M. Scherer, The Weepons Acquisition Process: Economic Incentives,
Harvard University Press, Boston, Massachusetts, 1963.

22. Prrformance incentives are not a pew invention. The Wright Brothers’
first airplan contract with the U.S. Army had such a fee arrangement.

23. Such as the cost-plus-award-fee (CPAF) contract to be discussed later.

24. Lyons, op. cit., p. 23.

25. Scherer, op. cit,, pp. 166-167.

26. Fisher, op. cit.,, p. 47.

2]. ASPR 3-405.5 (a)

28. DOD/NASA Guide, p. 243.

29. Ibid, p. 244.

30. Thus the CPAF procedure differs from the I/D/E/A procedure; in the
latter case the contractor is represented on the judgment panel.

31. ASPR 3-105.6.

32. DOD/NASA Guide, p. 245.

33. 1Ibid., p. 246.

34. Professor Ralph C. Nash, Jr., provided the following summary.

35. ASPR 3-405.5(gXii).

35. Actually a series of supplemental agreements and modifications to the
basic contract for 1969, No. B¢9-4707, eigned February 28, 1969 and effective Febru-
ary 5, 1969.
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