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Goal of TrainingGoal of Training

•• To become  familiar with Price and Cost To become  familiar with Price and Cost 
Analyses to able to determine if the Analyses to able to determine if the 
proposed prices/costs are proposed prices/costs are fair and fair and 
reasonable reasonable and to be able to use as and to be able to use as 
leverage in negotiations for better leverage in negotiations for better 
pricing or cost savingspricing or cost savings



Knowledge is PowerKnowledge is Power

•• Researching and concentrating on facts and avoiding Researching and concentrating on facts and avoiding 
reliance on guesswork in the negotiation process is reliance on guesswork in the negotiation process is 
the most surefire way to achieve objectivesthe most surefire way to achieve objectives

•• Doing analysis upfront and asking questions will help Doing analysis upfront and asking questions will help 
determine reasonableness of price and potentially cut determine reasonableness of price and potentially cut 
costs on the procurementcosts on the procurement

•• Become a Data Sleuth!Become a Data Sleuth!



Objective of Price/Cost AnalysesObjective of Price/Cost Analyses

•• To determine and pay a fair and To determine and pay a fair and 
reasonable pricereasonable price

•• Fair to the buyerFair to the buyer
•• Fair to the sellerFair to the seller



When Should an Analysis be When Should an Analysis be 
Performed?Performed?

•• Purchasing new products or servicesPurchasing new products or services
•• Purchasing new products or services Purchasing new products or services using federal using federal 

fundsfunds
•• Change order for new products or services using Change order for new products or services using 

federal fundsfederal funds
•• Price increase requestPrice increase request
•• Market conditions justify a purchaserMarket conditions justify a purchaser--initiated request initiated request 

for a price decreasefor a price decrease
•• Purchasing wants to add value to the organization on Purchasing wants to add value to the organization on 

products or services not looked at beforeproducts or services not looked at before
•• Purchasing highPurchasing high--dollar and/or highdollar and/or high--volume itemsvolume items
•• Purchasing a singlePurchasing a single-- or soleor sole--source product or servicesource product or service



DefinitionsDefinitions

•• Price Analysis:Price Analysis: The process of examining and The process of examining and 
evaluating a proposed price to determine if it is evaluating a proposed price to determine if it is 
fair and reasonable fair and reasonable without evaluating its without evaluating its 
separate cost elements and proposed profitseparate cost elements and proposed profit

•• Cost Analysis:Cost Analysis: The process of analyzing each The process of analyzing each 
individual cost element of a priceindividual cost element of a price
•• material, labor hours and rates, overhead, general material, labor hours and rates, overhead, general 

and administrative costs, and profit that together and administrative costs, and profit that together 
add up to the final price, to determine if the costs add up to the final price, to determine if the costs 
are allowable, fair and reasonableare allowable, fair and reasonable



When Each Analysis is UsedWhen Each Analysis is Used

•• What is the nature of the buy?What is the nature of the buy?

•• Price AnalysisPrice Analysis: Generally used on commodity and : Generally used on commodity and 
general services procurements which general services procurements which are easily are easily 
comparedcompared to other similar procurementsto other similar procurements

•• Cost AnalysisCost Analysis: Generally used whenever you do not : Generally used whenever you do not 
have price competition on procurements that are have price competition on procurements that are 
unique and hard to compare unique and hard to compare to other procurements.to other procurements.
•• Useful when purchaser can act upon the data (i.e., negotiate Useful when purchaser can act upon the data (i.e., negotiate 

a better price, use an alternate source, sole source a better price, use an alternate source, sole source 
procurements or produce the item internally)procurements or produce the item internally)



Price AnalysisPrice Analysis

•• Comparison to: Comparison to: 
•• historical priceshistorical prices
•• market pricesmarket prices
•• published pricespublished prices
•• similar purchasessimilar purchases

•• Use of price indicesUse of price indices



Price AnalysisPrice Analysis--How PerformedHow Performed

•• Use as many of the following techniques as Use as many of the following techniques as 
applicable and appropriate: applicable and appropriate: 

•• Compare competitive prices received in response Compare competitive prices received in response 
to the solicitation to one another  to the solicitation to one another  
•• This assumes you receive a large enough number of This assumes you receive a large enough number of 

competitively priced offers from the current competitively priced offers from the current 
marketplace.marketplace.

•• Compare proposed prices with prices under Compare proposed prices with prices under 
existing contracts and with prices proposed in existing contracts and with prices proposed in 
the past for the same or similar items/servicesthe past for the same or similar items/services
•• Be sure to factor in any market changes (e.g., Be sure to factor in any market changes (e.g., 

commodity price changes) or other influences (e.g., commodity price changes) or other influences (e.g., 
inflation)inflation)



Price AnalysisPrice Analysis--How PerformedHow Performed
•• Apply rough yardsticksApply rough yardsticks

•• dollars per pound, per square foot, per hour, etc. to dollars per pound, per square foot, per hour, etc. to 
compare prices and highlight significant inconsistencies that compare prices and highlight significant inconsistencies that 
warrant additional pricing inquirywarrant additional pricing inquiry

•• Compare competitive price lists, commodity Compare competitive price lists, commodity 
exchanges, published catalog or market prices of exchanges, published catalog or market prices of 
commodities and products, telephone or fax inquiries, commodities and products, telephone or fax inquiries, 
competitive bidding, price indices, industry competitive bidding, price indices, industry 
magazines, internet research, similar indices and magazines, internet research, similar indices and 
discount or rebate arrangementsdiscount or rebate arrangements

•• Compare proposed prices with your independent Compare proposed prices with your independent 
(i.e., in(i.e., in--house) cost estimateshouse) cost estimates



Price AnalysisPrice Analysis--BenefitsBenefits

•• Must be apples to apples for good Must be apples to apples for good 
comparisoncomparison

•• Gives the buyer a good feel for the Gives the buyer a good feel for the 
marketmarket

•• ObjectiveObjective
•• Simple, fast and inexpensiveSimple, fast and inexpensive



Price Analysis: ExercisePrice Analysis: Exercise

•• Your using department submits a Your using department submits a 
purchase requisition to buy a Toro purchase requisition to buy a Toro 
GroundsmasterGroundsmaster®® 45004500--D/4700D/4700--D D 
Mower for $15,448.  Describe how you Mower for $15,448.  Describe how you 
would perform a price analysis.would perform a price analysis.



Cost AnalysisCost Analysis
•• Understand cost driversUnderstand cost drivers
•• Total contract price includes:Total contract price includes:

•• Direct CostsDirect Costs –– any cost that can be identified any cost that can be identified 
specifically with a final cost objective, such as a specifically with a final cost objective, such as a 
contractcontract

•• Indirect CostsIndirect Costs –– any cost that cannot be directly any cost that cannot be directly 
identified with a single, final cost objective, but is identified with a single, final cost objective, but is 
identified with two or more final cost objectives or identified with two or more final cost objectives or 
an intermediate cost objectivean intermediate cost objective

•• ProfitProfit-- the dollar amount over and above allowable the dollar amount over and above allowable 
costs paid to the supplier to motivate supplier costs paid to the supplier to motivate supplier 
performanceperformance



Direct CostsDirect Costs

•• Labor Labor –– All labor that is physically traceable to All labor that is physically traceable to 
the finished good or service in an the finished good or service in an 
economically feasible manner.  Includes: economically feasible manner.  Includes: 
-- Base SalaryBase Salary
-- Fringe benefits (Usually 30Fringe benefits (Usually 30--33%)33%)

•• Materials Materials –– All materials that may be traced All materials that may be traced 
to the finished good or service. to the finished good or service. 

•• Subcontractors which are directly billable to Subcontractors which are directly billable to 
the project.the project.

•• Travel which is directly billable to the project.Travel which is directly billable to the project.



Indirect CostsIndirect Costs

•• Indirect costs consist of that portion of a firmIndirect costs consist of that portion of a firm’’s not s not 
directly associated with customer projects such as:directly associated with customer projects such as:
•• Accounting, advertising, depreciation, indirect Accounting, advertising, depreciation, indirect 

labor (accounting, clerical, custodial, customer labor (accounting, clerical, custodial, customer 
services, management, purchasing, sales and services, management, purchasing, sales and 
warehousing), insurance, interest, legal fees, rent, warehousing), insurance, interest, legal fees, rent, 
repairs, office supplies, taxes, telephone, travel, repairs, office supplies, taxes, telephone, travel, 
utilities and other utilities and other nonnon--projectproject--specificspecific expenses. expenses. 

•• Identified with multiple contractsIdentified with multiple contracts



Indirect CostsIndirect Costs

•• These indirect costs include what is These indirect costs include what is 
sometimes referred to as the overhead sometimes referred to as the overhead 
expenses and/or general and administrative expenses and/or general and administrative 
costs.  costs.  

•• An Overhead Rate indicates how a supplierAn Overhead Rate indicates how a supplier’’s s 
indirect costs compare to others in the indirect costs compare to others in the 
industry.industry.

•• Does not include direct labor, direct Does not include direct labor, direct 
materials, subcontractors and travel which materials, subcontractors and travel which 
are directly billable to the project. are directly billable to the project. 



ProfitProfit

•• Percentage Percentage –– Should reflect: Should reflect: 
•• ComplexityComplexity of the work to be performedof the work to be performed
•• Risk assumedRisk assumed by the company through the by the company through the 

contract type contract type 
•• time and materials contract provide no risk to the time and materials contract provide no risk to the 

supplier, so the profit should be lower than a fixed price supplier, so the profit should be lower than a fixed price 
contractcontract

•• SupplierSupplier’’s s investmentinvestment
•• labor, oversight, etc.labor, oversight, etc.

•• SubcontractingSubcontracting
•• Quality of the supplierQuality of the supplier’’s performances performance
•• Industry profit ratesIndustry profit rates



Price/Cost Diagram
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Overhead IndicatorsOverhead Indicators

•• Overhead RateOverhead Rate = Total Indirect Costs divided by = Total Indirect Costs divided by 
Direct Costs ($110,000/$50,000=2.2)Direct Costs ($110,000/$50,000=2.2)

•• BreakBreak--Even Overhead MultiplierEven Overhead Multiplier = Total Indirect = Total Indirect 
Costs plus Direct Costs divided by Direct CostsCosts plus Direct Costs divided by Direct Costs

•• If a supplier has an Overhead Rate of 2.2 (or an Overhead If a supplier has an Overhead Rate of 2.2 (or an Overhead 
Percentage of 220%), then its BreakPercentage of 220%), then its Break--Even Overhead Even Overhead 
Multiplier would be 3.2  ($110,000+$50,000/$50,000=3.2)Multiplier would be 3.2  ($110,000+$50,000/$50,000=3.2)

•• What does that 3.2 mean?   if a firm has $2.20  in overhead What does that 3.2 mean?   if a firm has $2.20  in overhead 
and G&A expenses for $1.00 in direct labor and material and G&A expenses for $1.00 in direct labor and material 
costs ($1.00+$2.20), for a total of $3.20, then they need a costs ($1.00+$2.20), for a total of $3.20, then they need a 
3.2 multiplier on every dollar of direct labor and material 3.2 multiplier on every dollar of direct labor and material 
costs in order to cover all their expenses and break evencosts in order to cover all their expenses and break even

•• Anything over a 3.2 multiplier will result in a profit and Anything over a 3.2 multiplier will result in a profit and 
anything under 3.2 will result in a lossanything under 3.2 will result in a loss



Overhead IndicatorsOverhead Indicators

•• Overhead Rates Overhead Rates vary based on industryvary based on industry, but typical , but typical 
industry averages are between 1.35 and 2.90 industry averages are between 1.35 and 2.90 

•• Overhead Rates can be negotiatedOverhead Rates can be negotiated
•• Sometimes, a higher Overhead Rate indicates Sometimes, a higher Overhead Rate indicates 

business inefficiencies:business inefficiencies:

•• $110,000/$50,000 = 2.2$110,000/$50,000 = 2.2

•• $200,000/$50,000 = 4.0 (higher overhead expenses, same $200,000/$50,000 = 4.0 (higher overhead expenses, same 
direct labor rate; purchasing could negotiate the Overhead direct labor rate; purchasing could negotiate the Overhead 
Rate down if the rest of the industry was in a lower range)Rate down if the rest of the industry was in a lower range)



How Suppliers Price ServicesHow Suppliers Price Services
•• If a supplier has an Overhead Percentage of 220% If a supplier has an Overhead Percentage of 220% 

which means that for every $1.00 of direct labor which means that for every $1.00 of direct labor 
billed to the organization, the supplier must collect an billed to the organization, the supplier must collect an 
additional $2.20 ($1.00 x 220%) from you just to additional $2.20 ($1.00 x 220%) from you just to 
cover its cost of doing business cover its cost of doing business 

•• Thus, if a job required a direct labor wage of $8.50 Thus, if a job required a direct labor wage of $8.50 
per manper man--hour, overhead of $18.70 ($8.50 x 220%) hour, overhead of $18.70 ($8.50 x 220%) 
must be added, thus totaling a labor cost of $27.20 must be added, thus totaling a labor cost of $27.20 
per manper man--hourhour
($8.50 x 2.2) + $8.50 = $27.20($8.50 x 2.2) + $8.50 = $27.20

•• Profit on services must be then added to the labor Profit on services must be then added to the labor 
cost.  A 15% gross margin would be figured as cost.  A 15% gross margin would be figured as 
follows: follows: 
$27.20/1$27.20/1--.15= $32.00 per man.15= $32.00 per man--hourhour



How Suppliers Price ProductsHow Suppliers Price Products
•• Need to determine the cost of producing one widgetNeed to determine the cost of producing one widget
•• Both direct material costs and direct labor costs must Both direct material costs and direct labor costs must 

be included in the price calculationsbe included in the price calculations
•• If production time for one widget is 10 minutes and If production time for one widget is 10 minutes and 

each widget uses $0.84 in materials:each widget uses $0.84 in materials:
$27.20 divided by 60 minutes = $0.75/minute$27.20 divided by 60 minutes = $0.75/minute
$0.75/minute x 10 minutes/widget = $0.75/minute x 10 minutes/widget = 

$7.50 direct labor cost per widget$7.50 direct labor cost per widget
$0.84$0.84 direct material costs per widgetdirect material costs per widget
$8.34 cost to produce one widget$8.34 cost to produce one widget

For a 15% gross margin on selling price:For a 15% gross margin on selling price:
$8.34/1$8.34/1--.15 = $9.82 selling price per widget.15 = $9.82 selling price per widget



Getting Cost Breakdowns from Getting Cost Breakdowns from 
SupplierSupplier

•• Based on your relationship with the Based on your relationship with the 
supplier, ask for a cost breakdown supplier, ask for a cost breakdown 

•• Require a cost breakdown in the Require a cost breakdown in the 
Request For Proposal or BidRequest For Proposal or Bid
•• confirm validity and accuracyconfirm validity and accuracy

•• If supplier is unwilling or unable to If supplier is unwilling or unable to 
share this information, costs must be share this information, costs must be 
estimatedestimated



Getting Cost Breakdowns from Getting Cost Breakdowns from 
SupplierSupplier

•• To determine To determine direct material costsdirect material costs, ask , ask 
supplier to provide a parts list that specifies supplier to provide a parts list that specifies 
the cost of each material component that the cost of each material component that 
goes into the product or service goes into the product or service 

•• To determine To determine direct labor costsdirect labor costs, ask supplier , ask supplier 
to provide the staff working on the project, to provide the staff working on the project, 
the number of hours, and their labor cost per the number of hours, and their labor cost per 
hour hour 
•• Work with your using department to determine if Work with your using department to determine if 

number of hours is reasonablenumber of hours is reasonable



Getting Cost Breakdowns from Getting Cost Breakdowns from 
SupplierSupplier

•• To determine To determine subcontractor costssubcontractor costs, ask , ask 
supplier to provide a copy of proposal from supplier to provide a copy of proposal from 
subcontractor to substantiate pricingsubcontractor to substantiate pricing

•• To determine To determine travel coststravel costs, find out number of , find out number of 
trips, people and days  trips, people and days  
•• Obtain coach air fare and apply per diem ratesObtain coach air fare and apply per diem rates

•• To determine To determine Overhead RatesOverhead Rates, research , research 
internet, other suppliers, professional internet, other suppliers, professional 
organizations, peers in industry, etc. organizations, peers in industry, etc. 



Cost AnalysisCost Analysis 
Verify the accuracy of the cost and pricing information Verify the accuracy of the cost and pricing information 

submitted, and evaluate:submitted, and evaluate:

•• The reasonableness of the proposed costs, including The reasonableness of the proposed costs, including 
allowances for contingencies.  To be considered allowances for contingencies.  To be considered 
reasonable, proposed costs must meet three critical reasonable, proposed costs must meet three critical 
tests.  The costs must be:tests.  The costs must be:
•• AllowableAllowable -- Cost principles that the entity uses may state Cost principles that the entity uses may state 

whether a type of cost is allowable or not whether a type of cost is allowable or not 
•• AllocableAllocable -- Costs are logically related to, or required in the Costs are logically related to, or required in the 

performance of the contract performance of the contract 
•• Many costs may be allowable but not related to the work requiredMany costs may be allowable but not related to the work required 

under the contractunder the contract

•• ReasonableReasonable -- What a prudent business would pay in a What a prudent business would pay in a 
competitive marketplace competitive marketplace 

•• A cost can be allowable and allocable, and still not be what a pA cost can be allowable and allocable, and still not be what a prudent rudent 
businessperson would paybusinessperson would pay



Cost AnalysisCost Analysis 
Verify the accuracy of the cost and pricing information Verify the accuracy of the cost and pricing information 

submitted, and evaluate:submitted, and evaluate:

•• The necessity for proposed cost items  The necessity for proposed cost items  
•• Technical personnel (e.g., engineer, architect, information Technical personnel (e.g., engineer, architect, information 

systems specialist, etc.) should review the proposed direct systems specialist, etc.) should review the proposed direct 
cost elements to determine their necessity to perform the cost elements to determine their necessity to perform the 
contract and reasonableness (e.g., in comparison to market contract and reasonableness (e.g., in comparison to market 
rates) rates) 

•• A cost may be allowable under the cost principles and even A cost may be allowable under the cost principles and even 
allocable to the type of work to be performed, allocable to the type of work to be performed, butbut still not still not 
be necessary for the specific contractbe necessary for the specific contract

•• Application of audited or preApplication of audited or pre--negotiated indirect cost  negotiated indirect cost  
(e.g., overhead) rates, labor and fringe benefit rates, (e.g., overhead) rates, labor and fringe benefit rates, 
or other factorsor other factors



Cost AnalysisCost Analysis 
Verify the accuracy of the cost and pricing information Verify the accuracy of the cost and pricing information 

submitted, and evaluate:submitted, and evaluate:

•• Effect of the supplier's current practices on Effect of the supplier's current practices on 
future costs future costs 
•• Does the supplier have a track record of Does the supplier have a track record of 

containing costs (completing contracts at or containing costs (completing contracts at or 
““under costunder cost””)?  Does supplier overrun costs?)?  Does supplier overrun costs?

•• The projection of the supplier's cost trends The projection of the supplier's cost trends 
•• Is there any indication that supplierIs there any indication that supplier’’s costs are s costs are 

likely to increase or decrease over the life of the likely to increase or decrease over the life of the 
contract?contract?



Cost AnalysisCost Analysis 
Compare costs proposed by the supplier with:Compare costs proposed by the supplier with:

•• Actual costs previously incurred by the same Actual costs previously incurred by the same 
supplier for the same or similar work  supplier for the same or similar work  
•• If it is a repetitive type of work or service, how If it is a repetitive type of work or service, how 

much has it cost in the past?  Apply any much has it cost in the past?  Apply any 
appropriate inflation factors for past workappropriate inflation factors for past work

•• Actual costs of previous the same or similar Actual costs of previous the same or similar 
work performed by other supplierswork performed by other suppliers

•• Previous cost estimates from the supplier or Previous cost estimates from the supplier or 
other suppliers for the same or similar itemsother suppliers for the same or similar items



Cost AnalysisCost Analysis 
Compare costs proposed by the supplier with:Compare costs proposed by the supplier with:

•• The methods proposed by the supplier with The methods proposed by the supplier with 
the requirements of the solicitation the requirements of the solicitation 
•• do the costs reflect the technical approach do the costs reflect the technical approach 

proposed and the work required?proposed and the work required?
•• An independent cost estimateAn independent cost estimate

•• created by increated by in--house staff or house staff or 
•• created for your organization by an independent created for your organization by an independent 

architect, engineer, appraiser, etc.architect, engineer, appraiser, etc.
•• Verify that the supplier's cost submissions Verify that the supplier's cost submissions 

comply with the appropriate set of your comply with the appropriate set of your 
organizationorganization’’s cost principles, if applicables cost principles, if applicable



Cost Analysis: ExerciseCost Analysis: Exercise

•• A consultant proposes a labor cost of A consultant proposes a labor cost of 
$176 per hour for your project.  You $176 per hour for your project.  You 
know that the going rate for that type know that the going rate for that type 
of actual labor cost is $40 per hour.  of actual labor cost is $40 per hour.  
You also know that the industry You also know that the industry 
average Overhead Rate is 2.0 and Profit average Overhead Rate is 2.0 and Profit 
Margin is 10%.  Margin is 10%.  
•• What leverage would you use and what What leverage would you use and what 

labor cost per hour would you try to labor cost per hour would you try to 
negotiate?negotiate?



Cost Analysis: Exercise SolutionCost Analysis: Exercise Solution

•• Indirect Expenses + Direct Expenses + Profit = PriceIndirect Expenses + Direct Expenses + Profit = Price
•• Actual Direct Labor x Overhead Rate + Actual Direct Actual Direct Labor x Overhead Rate + Actual Direct 

Labor + Profit = Total Charged Labor CostLabor + Profit = Total Charged Labor Cost
•• X = Overhead RateX = Overhead Rate
•• ($40x + $40) 1.10 = $176($40x + $40) 1.10 = $176
•• x = 3x = 3
•• Industry average = 2Industry average = 2
•• Negotiate a lower Overhead Rate using the Industry Negotiate a lower Overhead Rate using the Industry 

average of 2average of 2
•• (40 (2) + 40) 1.10 = $132(40 (2) + 40) 1.10 = $132



SummarySummary

•• The utilization of price and cost The utilization of price and cost 
analyses can serve as a valuable tools analyses can serve as a valuable tools 
in cost containment.in cost containment.
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Questions?Questions?
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