I. THE GOVERNMENT OBJECTIVE AND CURRENT METHODS FOR DETERMINING PRICE REASONABLENESS.

A primary objective of the government is to purchase materials and/or services at a fair and reasonable price.   A fair price is one that is in line with the market value for that good or service, allows the contractor to successfully satisfy the terms and conditions of the contract and receive a reasonable profit.     

In order to determine price reasonableness the Federal Acquisition Regulation (FAR) 15.402 (a) refers to three approaches: (1) price analysis, (2) cost analysis,  (3) cost realism analysis and (4) technical analysis.  

(1) A price analysis requires that the proposed price be evaluated without 

      analyzing separate cost elements associated with the price.  A price analysis is   

      always associated with some type of comparison.  The different price analysis

      techniques that are cited in FAR 15.404-1(b)(2) are delineated below:

(a) Comparison to prices received in response to the current solicitation

 (competition)

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

(c) 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.  

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

(e) Comparison of proposed prices with Independent Government Cost Estimate (IGCE).

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

(2) A cost analysis requires analysis and evaluation of each separate cost element

      associated with the proposal.  There are several cost analysis techniques that 

      exist according to FAR 15.404-1(c) among them are: 

(a)  Verification of cost and pricing data and evaluation of cost elements,

 including:

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

(ii)
 Projection of the offer’s cost trends, on the basis of current and       

                 

historical cost or pricing data;

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

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

(b) Evaluating the effect of the offer’s current practices on future cost.  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 period of relative stability.   

(c) Comparison of costs proposed by the offeror for individual cost elements

      with—

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

(ii)Previous cost estimates for the offeror or from other offerors for the   

     same or similar items;

(iv)Other cost estimates received in response to the government’s request;

(v)IGCEs by technical personnel; and

(vi)Forecasts of planned expenditures.

(e) Verification that the offeror’s cost submissions are in accordance with the 

 contract principles and procedures in FAR Part 31 and, when applicable, the requirements and procedures in 48 CFR Chapter 99 (Appendix to the FAR loose leaf edition), Cost Accounting Standards.

(f) Review to determine whether any cost or pricing data necessary to make

the contractors proposal accurate, complete, and current have not been either submitted or identified in writing by the contractor. If there is any such data, the contracting officer shall attempt to obtain them and negotiate, using them or making satisfactory allowance for the incomplete data.

(g) Analysis of the results of any make-or–buy reviews, in evaluating subcontract costs

(3) Cost realism analyses consist of all the techniques cited for a cost analysis along with a determination if the cost elements are a realistic indication of the work being performed.  The contracting officer should have a thorough understanding of the work being performed the techniques and methods necessary to complete the work.  The contracting officer can depend on experts to provide additional information.  

Cost realism analysis is required for all cost-reimbursement type contracts to determine the probable cost of performance for each vendor making an offer. 

(4) A technical analysis is the expert input a person or persons that specializes in a certain field.  The contracting can solicit the input from such experts to provide a technical analysis.  The analysis should address the essence of the work being performed things such as quantities, materials, labor, special processes and any other things peculiar to the performance of the contract in question.  Although a technical analysis is not focused entirely on costs it will address elements of the contract that could effect cost. 

11.  
THE APPLICATION OF CURRENT PRICING METHODS.

(a). Comparison to prices received in response to the current solicitation. 

      (competition)

      Comparison of proposals received in response to the current solicitation is  

      normally considered the most reliable method of determining of price

      reasonableness if the source selection criteria does not indicate that other

      factors are more significant than pricing.  This is true because each offeror is     

      quoting the same material or service, under the same conditions.  

For example, if two proposals are received in response the current solicitation and no exceptions were taken to the requirements and one offeror proposed a total price of $589,783.00 and the second offeror proposed a total price of $623,849.00.  The lower offeror’s price could be considered reasonable based on FAR 15.404-1(b)(2)(I).

(b)  Comparison to previous proposed prices and contract prices with current    

proposed prices for the same or similar items, if the validity of the comparison and the reasonableness of the price(s) can be established. 

This technique is normally reliable if the previous price paid has been determined reasonable and an appropriate index for the commodity in question can be applied to measure the change in price for the item in question.  The contracting officer should also be aware that learning factor might be necessary to measure the change in quantity.   

For example, only one proposal is received in response to the current solicitation at a unit price of  $812.28 for a quantity of 440 EA.  The last time this item was purchased was January 1997 at a unit price of $765.86 for a quantity of 635 EA and the price was determined reasonable based on competition FAR 15.404-1(b)(2)(I).  All other terms and conditions are the same.  

The PPI value for January 1997 is 1.41.  The current PPI value is 1.43.  The current value of 1.43 is divided by the previous value of 1.41 to yield an inflation adjustment factor of 1.014.  The previous price adjusted by multiplying it by the inflation factor of 1.014 by the historical unit price of  $765.86 to yield a unit price of $776.72. 

The price must also be adjusted for the difference in quantity.  A learning curve must be used to adjust for quantity.  In this case a learning curve of 95% was used.  The adjustment factor for 95% learning curve is .074.  The historical price is raised to the .074 power to yield .620 and the current price is raised to the .074 power to yield .637.  The current factor of .637 is divided by the historical factor of .620 to yield a learning adjustment factor of 1.03.  The unit price of $776.72 is multiplied by the learning factor of 1.03 to yield $798.10. 

The price can be determined reasonable based on FAR 15.404-1(b)(2)(ii).

Notice:  

The validity of the previous unit price was established as it was determined reasonable based on competition.

The validity of the comparison was established as adjustments were made for inflation and quantity.  

* It should be noted that if necessary the previous folder might have to be examined to confirm the price justification.  

(c) 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. 

This method requires the use of cost estimating relationships.  Things such as dollars per pound or per horsepower or per square feet.  In order to arrive at a fair price the contracting officer must know what cost estimating relationship is acceptable in the market place and how accurate is the cost estimating relationship.  

For example, a proposal is received at $75.00 per square foot, in response to a solicitation, to build a 73,000 square foot building.  As a result of market research the contracting officer discovers that the market price for an office building is $69.00 per square foot.  In order to properly evaluate the proposal the contracting officer must be able to identify any features of the solicitation that could effect the cost estimating relationship.  Features such as, added security features, state of the art phone systems, or surveillance equipment, etc…  These features should be quantified and the price adjusted appropriately. 

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

This method is applicable when an item is known to be commercial.  FAR Part 2 gives the definition for a commercial item or service.  The definition is very broad and should be read and clearly understood before applying this method.  

For example, a proposal is received in response to an item that has identified as commercial and the item is listed in the company’s published price list.  Before the price can be determined reasonable, the contracting officer should be aware of any discounts, rebates, or the best price paid by any of the contractor’s commercial customers.  The government should be able to obtain the item at the price offered to the contractor’s most favorite customer or better if quantities purchased dictate.  

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

An IGCE is used when no other pricing method is available.  An IGCE is normally based on a visual analysis or a value analysis.  IGCE’s should accomplished by someone that is an expert in the commodity field or the product being procured.  

When an IGCE is used the contracting officer should understand that the person that prepared the estimate made certain assumptions.  Contracting officer should thoroughly review the IGCE to understand the assumptions made, where information was obtained that is contained in the estimate, what pricing methods were applied to the information and finally be able to explain the estimate during negotiations.    

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

This method is most effective for items that are readily available from commercial sources but must be purchased from government required sources, such as Federal Prison Industries (FPI), NIB/NISH, GSA,…  FAR  8.602(a) states, “Agencies shall purchase required supplies of the classes listed in the Schedule of Products made in Federal Penal and Correctional Institutions at prices not to exceed the current market prices,…”  

The current market price can be established through market research.  Conducting market research to determine price reasonableness is not as complicated as the market research described in FAR Part 10.   Market research to determine price reasonableness involves contacting commercial entities with the capabilities perform the contract and obtain the current market prices for the same or similar items under the same conditions of the proposal received from the required government source.

