


5.2 IDENTIFY THE FACTORS THAT AFFECT PRICE ANALYSIS CONSIDERATIONS
	Introduction
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(Picture-Panning for Gold)
	Your primary objective as a contracting professional and business advisor is to acquire supplies and services from responsible sources at a fair and reasonable price.   As you’ve already learned, that is no small task.  Hence, in this section, you’ll be introduced to factors that must be considered when you conduct a price analysis. 

When you finish this lesson, you’ll know the definition of price analysis, when to use it and how to identify some price analysis techniques.  You’ll also know how various factors impact the price analysis process.  



	Ensure Final Agreed-to Price is Fair and Reasonable Price

FAR15.404-1
	The goal of the acquisition team is to ensure the final agreed-to price by the Government and the offeror is fair and reasonable. Contract price analysis techniques can be used to help achieve this goal.  These techniques can be used either singularly or in combination to evaluate the reasonableness of an offered price.

The complexity of the offeror’s proposed price and the unique circumstances surrounding each acquisition will dictate the level of detail in conducting the price analysis.  For example, if the offeror’s proposed price is for a commercial item with a fully documented price history, the level of detail in conducting the price analysis would be far less complex than if the offered price is for some brand new state-of-the-art gizmo.

Reference:  FAR 15.404-1 Proposal Analysis Techniques

15.404-1 -- Proposal Analysis Techniques.

(a) General. The objective of proposal analysis is to ensure that the final agreed-to price is fair and reasonable.

(1) The contracting officer is responsible for evaluating the reasonableness of the offered prices. The analytical techniques and procedures described in this section may be used, singly or in combination with others, to ensure that the final price is fair and reasonable. The complexity and circumstances of each acquisition should determine the level of detail of the analysis required.

(2) Price analysis shall be used when cost or pricing data are not required (see paragraph (b) of this subsection and 15.404-3).

(3) Cost analysis shall be used to evaluate the reasonableness of individual cost elements when cost or pricing data are required. Price analysis should be used to verify that the overall price offered is fair and reasonable.

(4) Cost analysis may also be used to evaluate information other than cost or pricing data to determine cost reasonableness or cost realism.

(5) The contracting officer may request the advice and assistance of other experts to ensure that an appropriate analysis is performed.

(6) Recommendations or conclusions regarding the Government’s review or analysis of an offeror’s or contractor’s proposal shall not be disclosed to the offeror or contractor without the concurrence of the contracting officer. Any discrepancy or mistake of fact (such as duplications, omissions, and errors in computation) contained in the cost or pricing data or information other than cost or pricing data submitted in support of a proposal shall be brought to the contracting officer’s attention for appropriate action.

(7) The Air Force Institute of Technology (AFIT) and the Federal Acquisition Institute (FAI) jointly prepared a five-volume set of Contract Pricing Reference Guides to guide pricing and negotiation personnel. The five guides are: I Price Analysis, II Quantitative Techniques for Contract Pricing, III Cost Analysis, IV Advanced Issues in Contract Pricing, and V Federal Contract Negotiation Techniques. These references provide detailed discussion and examples applying pricing policies to pricing problems. They are to be used for instruction and professional guidance. However, they are not directive and should be considered informational only. They are available via the internet at http://www.acq.osd.mil/dpap/contractpricing/index.htm .

.

(b) Price analysis.
(1) Price analysis is the process of examining and evaluating a proposed price without evaluating its separate cost elements and proposed profit.

(2) The Government may use various price analysis techniques and procedures to ensure a fair and reasonable price. Examples of such techniques include, but are not limited to the following:

(i) Comparison of proposed prices received in response to the solicitation. Normally, adequate price competition established price reasonableness (see 15.403-1(c)(1)).

(ii) Comparison of previously proposed prices and previous Government and commercial contract prices with current proposed prices for the same or similar items, if both the validity of the comparison and the reasonableness of the previous price(s) can be established.

(iii) Use of parametric estimating methods/application of rough yardsticks (such as dollars per pound or per horsepower, or other units) to highlight significant inconsistencies that warrant additional pricing inquiry.

(iv) Comparison with competitive published price lists, published market prices of commodities, similar indexes, and discount or rebate arrangements.

(v) Comparison of proposed prices with independent Government cost estimates.

(vi) Comparison of proposed prices with prices obtained through market research for the same or similar items.

(vii) Analysis of pricing information provided by the offeror.

(3) The first two techniques at 15.404-1(b)(2) are the preferred techniques. However, if the contracting officer determines that information on competitive proposed prices or previous contract prices is not available or is insufficient to determine that the price is fair and reasonable, the contracting officer may use any of the remaining techniques as appropriate to the circumstances applicable to the acquisition.

(4) Value analysis can give insight into the relative worth of a product and the Government may use it in conjunction with the price analysis techniques listed in paragraph (b)(2) of this section.]

(c) Cost analysis.
(1) Cost analysis is the review and evaluation of the separate cost elements and profit in an offeror’s or contractor’s proposal (including cost or pricing data or information other than cost or pricing data), and the application of judgment to determine how well the proposed costs represent what the cost of the contract should be, assuming reasonable economy and efficiency.

(2) The Government may use various cost analysis techniques and procedures to ensure a fair and reasonable price, given the circumstances of the acquisition. Such techniques and procedures include the following:

(i) Verification of cost or pricing data and evaluation of cost elements, including--

(A) The necessity for, and reasonableness of, proposed costs, including allowances for contingencies;

(B) Projection of the offeror’s cost trends, on the basis of current and historical cost or pricing data;

(C) Reasonableness of estimates generated by appropriately calibrated and validated parametric models or cost-estimating relationships; and

(D) The application of audited or negotiated indirect cost rates, labor rates, and cost of money or other factors.

(ii) Evaluating the effect of the offeror’s current practices on future costs. In conducting this evaluation, the contracting officer shall ensure that the effects of inefficient or uneconomical past practices are not projected into the future. In pricing production of recently developed complex equipment, the contracting officer should perform a trend analysis of basic labor and materials, even in periods of relative price stability.

(iii) Comparison of costs proposed by the offeror for individual cost elements with--

(A) Actual costs previously incurred by the same offeror;

(B) Previous cost estimates from the offeror or from other offerors for the same or similar items;

(C) Other cost estimates received in response to the Government’s request;

(D) Independent Government cost estimates by technical personnel; and

(E) Forecasts of planned expenditures.

(iv) Verification that the offeror’s cost submissions are in accordance with the contract cost principles and procedures in part 31 and, when applicable, the requirements and procedures in 48 CFR Chapter 99 (Appendix to the FAR looseleaf edition), Cost Accounting Standards.

(v) Review to determine whether any cost or pricing data necessary to make the contractor’s proposal accurate, complete, and current have not been either submitted or identified in writing by the contractor. If there are such data, the contracting officer shall attempt to obtain them and negotiate, using them or making satisfactory allowance for the incomplete data.

(vi) Analysis of the results of any make-or-buy program reviews, in evaluating subcontract costs (see 15.407-2).

(d) Cost realism analysis.

(1) Cost realism analysis is the process of independently reviewing and evaluating specific elements of each offeror’s proposed cost estimate to determine whether the estimated proposed cost elements are realistic for the work to be performed; reflect a clear understanding of the requirements; and are consistent with the unique methods of performance and materials described in the offeror’s technical proposal.

(2) Cost realism analyses shall be performed on cost-reimbursement contracts to determine the probable cost of performance for each offeror.

(i) The probable cost may differ from the proposed cost and should reflect the Government’s best estimate of the cost of any contract that is most likely to result from the offeror’s proposal. The probable cost shall be used for purposes of evaluation to determine the best value.

(ii) The probable cost is determined by adjusting each offeror’s proposed cost, and fee when appropriate, to reflect any additions or reductions in cost elements to realistic levels based on the results of the cost realism analysis.

(3) Cost realism analyses may also be used on competitive fixed-price incentive contracts or, in exceptional cases, on other competitive fixed-price-type contracts when new requirements may not be fully understood by competing offerors, there are quality concerns, or past experience indicates that contractors proposed costs have resulted in quality or service shortfalls. Results of the analysis may be used in performance risk assessments and responsibility determinations. However, proposals shall be evaluated using the criteria in the solicitation, and the offered prices shall not be adjusted as a result of the analysis.

(e) Technical analysis.

(1) The contracting officer may request that personnel having specialized knowledge, skills, experience, or capability in engineering, science, or management perform a technical analysis of the proposed types and quantities of materials, labor, processes, special tooling, equipment, real property, the reasonableness of scrap and spoilage, and other associated factors set forth in the proposal(s) in order to determine the need for and reasonableness of the proposed resources, assuming reasonable economy and efficiency.

(2) At a minimum, the technical analysis should examine the types and quantities of material proposed and the need for the types and quantities of labor hours and the labor mix. Any other data that may be pertinent to an assessment of the offeror’s ability to accomplish the technical requirements or to the cost or price analysis of the service or product being proposed should also be included in the analysis.

(f) Unit prices.

(1) Except when pricing an item on the basis of adequate price competition or catalog or market price, unit prices shall reflect the intrinsic value of an item or service and shall be in proportion to an item’s base cost (e.g., manufacturing or acquisition costs). Any method of distributing costs to line items that distorts the unit prices shall not be used. For example, distributing costs equally among line items is not acceptable except when there is little or no variation in base cost.

(2) Except for the acquisition of commercial items, contracting officers shall require that offerors identify in their proposals those items of supply that they will not manufacture or to which they will not contribute significant value, unless adequate price competition is expected (10 U.S.C. 2304 and 41 U.S.C. 254(d)(5)(A)(i)). Such information shall be used to determine whether the intrinsic value of an item has been distorted through application of overhead and whether such items should be considered for breakout. The contracting officer may require such information in all other negotiated contracts when appropriate.

(g) Unbalanced pricing.

(1) Unbalanced pricing may increase performance risk and could result in payment of unreasonably high prices. Unbalanced pricing exists when, despite an acceptable total evaluated price, the price of one or more contract line items is significantly over or understated as indicated by the application of cost or price analysis techniques. The greatest risks associated with unbalanced pricing occur when --

(i) Startup work, mobilization, first articles, or first article testing are separate line items;

(ii) Base quantities and option quantities are separate line items; or

(iii) The evaluated price is the aggregate of estimated quantities to be ordered under separate line items of an indefinite-delivery contract.

(2) All offers with separately priced line items or subline items shall be analyzed to determine if the prices are unbalanced. If cost or price analysis techniques indicate that an offer is unbalanced, the contracting officer shall --

(i) Consider the risks to the Government associated with the unbalanced pricing in determining the competitive range and in making the source selection decision; and

(ii) Consider whether award of the contract will result in paying unreasonably high prices for contract performance.

(3) An offer may be rejected if the contracting officer determines that the lack of balance poses an unacceptable risk to the Government.



	Definition of Price Analysis

FAR 15.404-1(b)(1)
	“Price analysis is the process of examining and evaluating a proposed price to determine if it is fair and reasonable, without evaluating its separate cost elements and proposed profit.”
Price analysis always involves some form of comparison with other prices.

Why compare prices?  No doubt you already know the answer to that question because you likely do price comparisons every time you visit a grocery store.  Consequently, you know that comparing prices is a superb way to determine whether the price from the apparent successful offer is fair and reasonable. 

Now let’s get technical – that is, put on your business advisor hat because we’re not talking about buying a box of cereal here!  Comparing cereal prices is easy – there are a million different boxes on the shelf to use as a comparison base.  That’s not likely to be the case with Government acquisitions.  Hence, you’ll need to select an appropriate comparison base for your price analysis; one that has a price you can justify and one that you can be reasonably confident reflects a price that you should expect to pay for your customer’s requirement. In price analysis that reference to the expected price you should pay is known as the “should-pay” price.

The “should pay” price is the price that, in your best judgment, the Government should reasonably expect to pay for the deliverable based on available information.   Competitive offers, historical prices, commercial prices, pricing yardsticks, and Independent Government Estimates (IGE) are some examples of information you will want to review in determining the “should pay” price.



	When to Use Price Analysis

FAR 15.404-1

	You are to use price analysis to ensure that the overall price is fair and reasonable.  Even when an offeror is required to provide “cost or pricing data” price analysis should be used to verify that the overall price offered is fair and reasonable!
Now what about this data known as “cost or pricing data”?  This is data from the offeror that is ‘certified’ by the offeror to be current, complete and accurate.  That ‘certified’ is a big deal because it means that the Government can take action if later on, the data turns out not to have been current, complete and accurate.  Therefore, the Government only asks for certified cost or pricing data when it’s necessary to determine price reasonableness and cost realism.

Cost analysis is used to evaluate the reasonableness of individual cost elements in addition to looking at the bottom-line total price. It would be prudent to perform price analysis in order  to verify that the overall price is fair and reasonable.


	Order of Preference for Information

FAR 15.402

	When conducting acquisition by negotiation, you should generally use the following order of preference in determining the type of information to obtain from an offeror:  

1.   If price is based on adequate price competition, generally no additional information is required to determine price reasonableness.  

2.   If you need price information other than cost or pricing data, data that is not certified as current, complete and accurate,(e.g., established catalog or market prices) you should rely on:

· Information available within the Government;

· Information obtained from sources other than the offeror; and

· If necessary, obtain information from the offeror.



	Price Analysis Techniques

FAR 15.404-1

	Price analysis always involves some form of comparison with other prices.  As a contracting professional, you are responsible for selecting the base for comparison in determining if a proposed price is fair and reasonable.  Some bases you may want to consider are:

·   Proposed prices received in response to the same solicitation;

·   Previously proposed prices and contract prices for the same or similar end items, if you can establish both the validity of the comparison and the reasonableness of the proposed price;

·   Parametric estimates or estimates developed using rough yardsticks;

·   Commercial prices including competitive published price lists, published commodity market prices, similar indexes, and discount or rebate arrangements;

·   Independent Government Estimates; or

·   Prices obtained through market research for the same or similar items. 1
The analysis of pricing information provided by the offeror should also be insightful and helpful.




Because market research can span commercial prices, previously proposed prices, contract prices, parametric or rough yardstick estimates, and Independent Government Estimates, this base for price analysis will not be considered separately. 

Let’s look at the first two techniques shown above, proposed prices and previously proposed prices.  These two techniques are the most preferred techniques in doing price analysis. The contracting officer may use any of the remaining techniques if the information on competitive proposed prices or previous contract prices is not available or if the data are insufficient to determine a fair and reasonable price.  

Other techniques such as value analysis -- the systematic and objective evaluation of the function of a product and its related cost -- may be used in conjunction with price analysis techniques to gain further insight into the inherent worth of a product.

Use the information gathered during your market research to make multiple comparisons in determining price reasonableness. This will increase confidence in your pricing decision prior to subsequent reviews.  Remember those potential newspaper headlines!  Hence, make and document those multiple comparisons.




	Special Price Comparability Factors
	When comparing prices, you must attempt to account for any factors that affect comparability.  The following factors deserve special consideration because they affect many price analysis comparisons.




	FACTOR
	CONSIDERATION

	Market Conditions
	· Consider the most current available data on trends and patterns in market conditions. Changes in supply or demand may have a significant impact on costs and other factors.

	Quantity or Size
	· Usually we assume that larger purchases command lower prices per unit where economies of scale are involved.

	Geographic Location
	· Try to compare offered prices with prices obtained from the same geographic area.

	Purchasing Power of the Dollar
	· Use price index numbers to adjust for the changing value of the dollar over time.

	Extent of Competition

FAR Part 6
&

DFARS Part 206
Competition Requirements
	· Competition is widely acknowledged as the best way to encourage firms to offer a quality product at a reasonable price.

1. Best basis to use in evaluating the reasonableness of an offered price.

2. Brand name or equal purchase descriptions and items peculiar to one manufacturer tend to restrict competition. Restricted competition may result in higher prices.

FAR 11.104 and 11.105

	Technology
	· Changes in technology may cause prices to go higher or lower.

	Government Unique Requirements
	· May justify a substantial difference in price over otherwise comparable commercial items.


	Use All of the Tools
	In determining a fair and reasonable price, you should use all price analysis techniques for which you have recent, reliable, and valid data to make comparisons.  The more objective the sources of comparison that you can employ, the more confident you can be that your final price analysis is fair and reasonable. Having multiple sources of comparison also makes defending your position during contract negotiations much easier. In some cases the technique you select to do your comparison may require an adjustment to reflect the current conditions.



	Example
	For instance, if you were buying new laptop computers, you would be well advised to consider: 

· The last price paid on a prior contract, adjusted for inflation -- especially if the prior contract was awarded at a reasonable price two years ago,

· The current competitive prices offered in response to the same solicitation,

· Advances in the computer industry -- consider doing a ‘sanity check’ on any thing that appears out-of-line, such as a cost comparison based on gigabytes of memory,

· Commercial prices including quantity discounts or rebates, and

· Independent Government Estimates.




	Example (continued)
	

	Price Estimate Example
	Assumptions
	Analysis

	Requester used the last price paid for an item to estimate the price for the same item 10 years later.

Technique:
Previously proposed prices and contract prices for the same or similar end items, if you can establish both the validity of the comparison and the reasonableness of the proposed price.
	That the last price paid was reasonable, and that the market situation has not changed in 10 years.
	· Over a few days or weeks, it may be reasonable to assume that the price has not changed if quantity, delivery, and other factors have not changed. 

· But in this case the last purchase was made 10 years ago.  Normally, it is not reasonable to assume that the price has not changed in 10 years. 

· Once you identify the assumptions used in estimate development, you can evaluate them and adjust for any that do not appear consistent with market realities.

	Requester estimated the price of 100 warehouse trucks with 3 cubic foot capacity based on the price paid for 2 cubic foot capacity units acquired during the last month.

Technique:

Proposed prices received in response to the solicitation.
	That the recent price was reasonable, and that the unit price is not affected by changes in unit capacity.
	· The assumption that unit price will not be affected by the unit’s capacity may or may not be reasonable. 

· The great difference in capacity, however, should lead you to subject this assumption to closer scrutiny during your market research.

	Requester used the last price paid for a similar item.  Sole source provider.

Technique:

Previously proposed price and contract price for a similar end item, if you can establish both the validity of the comparison and the reasonableness of the proposed price with improvements.  Adjusted advancements in technology.
	That the previous price was reasonable. A further assumption is that there is a direct correlation between product improvement and price.  Parametric or yardstick that equates sensitivity to price.
	· We are requesting new high sensitivity replacement units. A year ago, this product could not be produced with similar sensitivity.  Improvements now are available.  The new item is about 30 percent better, more sensitive, than the less sensitive units they will replace.  Therefore, the estimated price for this new unit, $585,000, is 30 percent higher than the $450,000 price last paid for the less sensitive unit.

· The relationship between price and sensitivity may not hold true in production cost.  These assumptions warrant further scrutiny during your market research.  


	Evaluation and Documentation


	Price analysis is a subjective evaluation.  For any given acquisition, different bases for price analysis may give you a different view of price reasonableness.  Even given the same information, different buyers/contracting officers might make different decisions about price reasonableness.

Ultimately, it is the contracting officer who is directly responsible and must be satisfied as to the fairness and reasonableness of a price.

You must document for the contract file the rationale used in conducting the price analysis and determining the price reasonableness decision.  Otherwise, individuals who review your file later may not know or understand what factors affected your decision.  

How do you know how much documentation is needed?  Expect an auditor will visit you tomorrow and document accordingly.  And yes we know, auditors are there to help.  Also document such that you could defend a newspaper headline.   This level of documentation ensures other business advisors and team members will be able to thoroughly comprehend the price analysis.  Bottom line – create a stand-alone documentation package.  
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