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THE REVIZY OF THE FRICLE OF OU-
COMPETTIITE PRLE ATD SUECORTRACTS
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The objective of this review is to determine whether the subcontractor!s
cost estimates for eaéh major element of cost proposed were reasonable
based on the latest available cost information at the time of prime
conbracth negotiatiéns vith the Governmentz/liisted below are matters
= which should be cogsidered in accomplishing this objective,

-
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1. ¥Whether the contractor's accounting system and record-
keeping procedures provide the latest-available cost
.- information to its negotiators.

2. Yhether there are any apparent weaknesses in the con-
_ tractor’s estimating system which could affect the
Teliability of some of the cost estimates.

'3, V¥hether in estimating costs for this coniract recogniticn
- has been given to production changes, guantity charges and
other factors which could result in costs cn this contract
varying from historical costs experienced on prior contracts.

', Pactors other than the type mentioned in (3) above wnich
- have influenced the contractor 8 estlmates.

' 5. The extent to which the estimate .is based on 1) hlstorzcal
_information and 2) engineerlng judgment. .
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Public Law 87-653, the Truth-in-Negotiations Act, enacted by Congress
in September 1962, requires prime contractqrs»and subcontractérs_to sub-
mit, subject to certain exemptions, .cost or pricing data (as defined in
Armed Sérvices Procutement Regulation ASPR 3-807.3(h) in support of pro-

posed prices for noncompetitive contracts expeéted to exceed $100,000

and at the completion of negotiations, requires the contractors and sub-.
contractors to certify that the cost or pricing data provided is accurate,
current, and complete. Refer to the Armed Services Procurement Regulation

(ASPR) 3-807.3 for specific requirements for cost or pricing data. The

Law also provides for contractrprice reduction when the negotiated contract
price to the Government was increased by any significant sums becéuse the
contractor furnished cost or pricing data which was not complete, accurate,
and current as certified in the contractor's certificate of current cosf

or Pricing Data (ASPR 7-104.29 Price Reduction for Defective Cost or
Pricing Data). We want to emphasize, however, that the -identification

of potential defective pricing is only one part of this survey. We also
want to pursue instances where we believe the price may have been overstated
because of actions taken or not taken by the contracting officer or members

of his team, such as DCAA or the technical evaluators.

ASPR 3-807.2 (c) provides that some form of cost analysis (%{naﬁéia1
audit and technical evaluation) of the contractor's proposal be performed
whenever cost or pricing data are required_(per ASPR 3-807.3) to be sub-

mitted. Financial audits and technical evaluations are reviews of a

contractor's submitted cosf or pricing data and of the judgmental factors
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applied in projecting from the data to the estimated costs. They provide
advice to the contracting officer about the degree to which proposed costs
are representative of future‘performance, assuming reasonable economy

and efficiency.

The contracting officer is responsible for negotiating a fair and
reasonable price (ASPR 3-801.2). The degree to which adequate cost
analyses and technical evaluations are performed and the extent to which
such assessments are relied upon in negotiations by the contracting offi-
cer, significantly influence the contract price.

In the review of 28 prime and subcontracts, which resulted from -
previous recent.surveys, we found that the negotiated prices of prime

and subcaontracts were $§22 million higher than indicated by available

cost or pricing data. The prime contract overpricing occcurred primarily
because (1) contracting officers did not obtain adequate cost or pricing
data along with prime contractors' proposal submissions, (2) adequate
cost and technical eva]uatiqns of the proposal were not performed and/or
(3) negotiations with the contractor were ineffective. Subcontracts
appeared to have a ﬁropensity for over-and/or defective pricin§ primarily

because (1) subcontractors were not aware of the date that the prime

.Eontractor signed the "Certificate" and did not update the subcontract

proposal through that date (ASPR 3-807.3(b)(2), (2) of claimed ignorance

. by the subcontractor of the requirements of ASPR 8-307.3 and (3) the

prime contractor failed in his responsibility to update the prospective

) subcontracfor's data to the "Certificate" date from the time of the

original submission by the subcontractor. ’
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b. LABOR COST ESTIMATES

labor cost estimates are generally prepared either on the basis

of historical data, or on the basis of engineering judgments where

prior reliable producticn experience is not available as in research

: x
and development contracts or in initial productiont contracts. However,

even in the latter situations it ahouldlnot be necessary to base the entire

labor estimate on engineéring judgﬁent sinze some aspects of the work under

the contract rmay be similar to work prodﬁced\undegjﬁther contracts.

(1) - Labor hours bvased on historical co§ts. }

s For the bulk of the éontrapts;iﬁcludéd in our review we would expect

that lébo:rhéurs estimates will be besed on historical costs. Where this

situation prevails we should consider:

1.

T2,

-

Currency of historical 1abof experience being used.

Whether current variances nave ﬁeen used to adjust
any standard labor hou;s. :

Whether labor cost trends have teen used to develop
progectlons e.g.; learning curves.

How Tluctuationé in historicélitrends were cansidered'

- or whether it was appropriate to consider them at all.

_ Whether unusual labor costs have been identified in

historical labor costs and considered as to the relative.
probability of their recurrence prior to their use as a
basis for estimating future costs. :

ﬁhether engineering change costs included in recorded ccsts

have been properly considered in estimating costs of follow- .
on procurement. - .

whéther set-up time recorded for prior pfoduction is appropriate
for the contract under review to avoid possible duplication or
overlapping. . : - .

Vv o
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8. Whether the recorded cost data 1s applicable to the proposed
contract e.g., changed production methcds or a significant
change ir. the end product.

9.- Hhether labor hes been classified con31stent with its
" elassification on prior contracts, e.g., a shift of a class
of employees from 1ndirect 1abor to direct labor should be

questioned. _ i

“12) ‘Labor Hours Based on Engineering Judgment

L

Even though labor hours may. have %een estimated based.entirely or
largely on’ engineeripg Judgments, relevant secorded data ms§ exist which
could be used in the preauard audit to validate the estimates.' Generally
{'we should evaluateiboth the 'auditor s analysis'and the negotie@ing

) teem's teehnical review in-order to form a coniclusion on the reasonableness

" of the estimates. s
The areas to be considered include;

1. Conditions affecting lehor hour ESuimEtéS such as (a)"

- elimination of nonstandard methods or production lines

.- - established in past to meet emergency delivery (b) new

" procedures for material handling to avoid _stoppages

" (e¢) newly emplcyéd tresining methods {d) more effective
methods to shift employees as- needed and (e) aadition

'of ‘special tooling. N - S

2. 7Qpera ion time sneets and snon metnods which reflect .

the estimated time required to perform each produﬂtion
.operation. - . )

'I
- »
B

- 3. 'Qpexation time standards or predetermined estimates of the

’ time required to perform each operation. Appropriate re--

. view should Include the contractors' time study methods or
'other basis used to develop tne standards.

L, 1abor productivi y or the increase generallg in froduct
produced per labor unit. Often this can, be used to develon
improvement or learning curves.’ ' :

"{(3) Basis of Direct Iabor Rates

' Direct labor rates may be estimated separateiy for each proposal or

pre-established (bid rates) fbr pricing many proposals over a given period
.'_\h b4 - -~
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of time. Where bid rates are being used this assiznment does not contemplate
a ‘review of the necotiation and support submitted in connection with such
rates unless there appears to be & very great variation between such rates
and actual current coet experience. ‘ ﬁ .g.

;Direct lebor rate estimates may either be expected individual or
E expected averageerates.l . &

Indiv1duel labor rates

Individual -labor rates are used when the _persons who will perform a

: proposed eontraet are known.. This generally oecurs because of some indiv1duals
special kncnledce or anili*ies or because t e r~on+rar:1: requires a s1g11ficant
proportion of emoloyees whose-pay is not representatlve of the average in "~
':thelr c1a551fications. Whlle this method is” more 1ikely to produce Precise ;
tresults, the wmore comeon usebe is average rates wlthin each Tebor cle331f1ca-

ti_ono . ! . B . - )

“Averege labor'rétes’

Average labor rates may inﬂlude 8 51ng1e plent—hlde everage, or

separate averages Tor different ¢las <es of lebor, cost centers, dep&rtments

-

or production prccesses.' Single_averages-should have been cevelopedvby

-~

- - - N »

_nroperly weighted compon-nts e.es the number of emnloyees in eecb

classificatlon. Factors to be considered in eveluating averege labor -

W
- N R

rates. include: -

8. reasonableness and acceptability of labor claSQificetions. ..
~b%. proprietyof the method used in ccmputing averages. h
Ca Impact of projected increases or decreesses in the general
- level of labor cost on the average rates.
d. significance of any deviztion from past practices in
~ developing rates and in their application.
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Other factors that may have a bearing on average labor rates
. 8. Proposed personnel policies and actions.

b. Vage agreements and prospective changes.
¢. Multi-shift or overtime operations.

“"
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Audit considerations ' ) , .

A review of m;terial cost estimates should be concerned with the validity
of estimated prices as well as the quanfitative and;qualitative material re-
. . ES .

quirements.

Factors that may influence the scope qg.review irclude:
a. significance of material cost to total cost -
" b. ‘adeguacy of centractor’s meterial estimating
" procedures and extent to wnlch these procnuu*es )
. are followed :
c. technical analyst’ 's input re quan*ity and ouallty
- of material
d. - consistency of material estimates with acc0dnt1ng
.system classifications for direct vs. 1ndirect
raterial .

'.(f: ﬁillvof Material

. A bill of méter;t__a'l should éonéai,n & d_éfa_iled ,iis.tipg_df_' ‘the types and '
qﬁanéitiés of féw-materiaié, éogﬁonents énd éarfs;:.Aiioﬁencéé may alsé.bé'
1ncluded for spc:»lla;_‘,rf= Qé scrap, ana common.supply items such as nuts and bolts.
- These allovances nay bn prov1ded ‘in the form of loadlng factors 1f the bill |
— of materlal only idenulfies basic mat er1a1 items. If this latter method is i

-

used, con51dsratlon should be qlven to wbethcr these costs are duplicated in

'direct and indirect material.est*mates.

Ebterial quantity evaluatlon

In fbllow-on procurement the following consideratlons are appllcable' -

-&.- Whether the bill of material is current end based on the latest
specifications and reflects anticipated changes in unit quantities.

' b.f ﬁhether the significant differehces between tﬁé Eurrent bill of
- . -. material andvprior bills of material are adequately explained.

-
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¢. MATERTAL COST ESTIMATES

" Material cosits include raw material, purchased parts, subcontracted
perts and componénts and other material that can b¢ identified with the
end product or éngineering effort related theretp.: Spoilage, obsolescence

and other losses of material connected with production are normally con-

:sidered 1oading factors and may frequently be listed as en 1ndirect COSt.

:.(%).

Estimeting yethods

Estimafing ﬁethods for direct"material are geﬁefallj'dépéndeﬁt on'{he'
type of accountlng and statlstlcal data maintained by the contra"tor. Recent

experience daua may be avallable for the entlre product or fer p arts or com-

. ponents that may have been prodnced for a similar iuew.

The contractor s estlmate for material may be sunpor ed by éné_or more -

of the folloulng.

a. Cost records for the 1&at CCFPlEyed contract Kltb_

“approprlate adgustments. Lo

b. Cost records for the 1ast lot or solected lots of
* the, last completed contract.

s ExPerienced direct material coété plotted on an
) irprovement curve relating to the same or 51mi1ar
pro&ucts or comnonents..~ ] TP
d.  Priced bills of material for the same product or- -
.~similar-products with-appropriate adjustments.-

e. Direct material coots 1ncurred on a pllot run of R
. & prototype model. X

f. A prior. cost estimate adgusted tc reflect current S .
: needs. : . . ) . ) ) . CL

g Experience;factérs and ratios established.

L
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In completely new product procurement ,available data may be limited to

4

;; rough sketChes; and prototype designs. Materiel qpantitf and quality may

-,‘:i freqpently be§5ased on engineering judgment. The opportunity for duplication

“and error 1is substantial Evaluatlon 1n these circumstances will reqplre

close cooperation and assistance of Government tﬁvnnlcal personnel.

Material Pricing Procedures

Pricing sources fo* parts and components include stendard costs, previous

'purchase prlces with adjustments for qpantlty changos, curreot vendor quotes
":.:and prices of orders currently pleced.. “The contractor ] proposal and’ sunporting
data should disclose which of these sources or comblnations were used to esti-

;o - mate'future costs.

Audit considerations

I "*-1." When standard costs are used for msterial, have variance
" factors been applied and are they realistic in relation
T to past, clrrent and probable future experlences.

2. When prices ere based on previous purchases, reference
should be made to stock purchase records or to purchase
orders to determine currency and qpantlt es purchased -
previously ' :

3.. Whén curren+ vendor ouotes are used the eXcent to which
the contractor solicited competition should be ascerteined -
_and where no competition was availsble, the reasonableness
. of any noncom petitlve price should’ have been evaluated. In
-, the latter case we should expect to find aqupate supportlng
ﬂata for subcontractor proposals.

L 1Y
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.- 4, It is not unusual for certein parts to be drawn from the con-
' ‘tractor's exlsting inventory. 1In such instences, estimates
should reflect actual costs and the contractor’s methed of
valuing the units of inventory should be verified.

5. The contractor's purchasing procedures will have a large
influence on whether he is obtaining lo«es¢ prices for
maximum quantities consistent with quality ‘and delivery :
requirements. These procedures sheould have been reviewed -
since they could effect proposed prices regardless of the
source of the pricing data. -

(3) hake or buy decisions

contracuors decide on whether to ma<e or buy parts or components.' Factorsﬂ
" that may be controi the deci;ion include: prior experlence, future regpireﬁents,
.relaiire costs, market condition; ieiivery scheduie,‘in—house capacity, finances;
manpower, ‘end subconiraetors’ capability and availabi‘ity of nate*ials. Beeause
{ 'make or buy decisions may have been made where ‘the contractor s interests vere advers
'to the Government s 1nterest an evaluation should be made of the basis for anyl
significant make or buy decisions and tbe extent to uhich make or bUJ plans

indicated in prior estimates vere followed in actLal periormance.

Audit consideratior

Special p*oblems with respect to rare or buy 1nclude, 1ntracompany Pro- .

curement changes in make or. buy; gimultaneous making and buying the same parts.

”

. .or compcnents, and whether make or buy dec151ons 1udicated in the proposal have
been 1mnlemented in situatlons nhere -1 long period elapsed between proposal and

negotiation.
Intracompany'purchases can be viewed as either make or buy items dependlng.

upon.vhether they are priced at cost to the division, affiliate or subsidiary,

o
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-future ‘competition.

- . : T LY
or are pricéd on a "competitive" basis respecti?ely. Fof items based on cest,
a review should have been made by the coﬂtracting agenc& to determine that
duplication of such costs as engineering, field service and product warranty
afe not included in both the manufacturing divisién’s price and in the prime
céntractiﬁg division's prige. Eveluati;n of "éompftit;ve" awards to related

. ‘ -
concerns is similar to thcse used for competitive unrelated vendors. ZIn addi-

 tionm, if affiliates are permitted to obtain_éwards by merely meeting the lowest

. ¥ &\.

outside bid this may not represent fair Pricing and may tend to.discourage

A different make or buy program from:that used under pricr contracts, while

noi uhuéual should bé.examined té"determine that all césts reiated to any earlier

dec151ons have been eliminated from the contracLor’“ cost data prlo* to the addl-

tlon ‘of the cost of the new meke or buy dec1szon. Ifa change in mane‘or buy

substantlallj 1ncr°ases costs to the Gove*nment an aly51s of the contractor s

b351s for deczslon anpears Warranted. L ) o . ’»_” -

,Major Subcontrector_Estimates ’ R - ] . LY

Factors to.be considéréd includei

- 1,. 51Un1f*cance of subecntrsct- estlmates 1n relatlon to total .
- v .direct mdterlal . : e T .

2. . conﬁractors' procurement procedures to’ensure maximum com- -
- petiticn or otherwise assure. reasonableness of- prlces ‘when
'competltlon does not ex1st ‘

3. type of subcontracts_ayardéd-

Cther matters for special consﬁderation. . -“:; SRS “;.-3_' e

Governmeut-;urnlshed material and tqe use of reusable contalners snould

~

.have been reviewed by the contracting agency to be sure they are not dupllcateu or
overestlmated resvectlvely in the contractor s materlal estlmates. Possible use of
Government-owned reuseable containers should have been considered in lieu of new

contairers, whereappropriate. N

D I




Residual inventories in the.hands of the contractor from prior contracts
should be considered &s to ownership and value. For e#ample, if the preceding
f contract was a cost type, residual material would be Gevernment-owned and should
‘ be included in the proposal at no cost. For some fixed-price-type contracts
..ihis m2y also hold true. ngre'the co%tractor ha§ title to the residual frcm
rérior fixed-price-type contracts, cost should be lased on the lowgr of cost or -
"'*ret or the value assigned in negotlating the price of the prior contract.
Scrgp spoiiage énd ;eyorx should .be analyzed to assure’ tha+ the contractors =
aécounting procedhres give cppropriate *ec0cnit*on to salvageable materla% and
whether the est;mates are consistent Wlth the accountlng treatnent . Experienced

o data on scrap a"d sp013aae if avallable, shOuld nave been used in estimating

_ these factors in.the current propo;al making-pse of trend analysis.

-,




d. TIDIRECT COST ESTINATES

" .Indirect costs include such expenses as manufacturiﬂg, engineering,

 tooling, material hendling, selling and general and administrative. Evaluation

should consider whether annual or billing rates have been approved for overhead
or whether rates have been established solely for the contract under review.

Unless specificelly directed by the Procurement Stéif;review of overhead should

generally be limited to a determination that the most currentinegotiated billing
: ' - -
rates were used Generaily we would revie% overheed costs more intenslvely where

.~ates were specifically negotlated ’or the ccntract.

Audit consrderation should be given to-
a): the proprlety of Cl&SSiflC&thn and allocatlon of costs, -

. b). validity, currency, and avpllcablllty of underlying data
“in support of estlmaces,

'-c)'-reasonableness of estimates as reflected by costs,
dT. acceptabillty of estimatlna procedures,'

e) the 1nclud10n of a2ll 4"a‘..tors having & oearing on the
.. validity of estimated costs, and. - -
f) any advance agreements between the contractor and the
: Government -- such advance agreements ray - limit recovery
" of certain indirect costs such as 1ndenend=nt research
and development. : .

'Indirect labor o B ,"i ;1 _ '_' I A L -;.

Labor generally represents a major gortion of 1ndirect costs. Current '

' estimates should bear a rel&tionshrp to recently experlenced ratlos of varlable,‘

semi-variable and nonvarlable indirect labor. Indirect labor hour projections -

and indirect ldbor rate projectlons can be compared witn manpower budgets and

.peyroll records respectively.

i



Depreciation

" .The contractor's forecasts for depreciation may have been evaluated

v using Internal Revenue guldelines as recognized by current DOD

- instructions. The contractor's capital replacement or acquisition policy

should be reviewed for any variations affecting contract costs.

Rent - - : f

Estimated rentals of major machinery and equipment should be compareble

" -to prior costs Incurred for rentals. The agreements should be examined, if

necessary, to ascertain variatlons from prior costs.

-Occupancy cost .

CostS‘sucﬁ ss insurance, taxes,-heét, ligbt guard services, and

.'maintenance should be rev1eued for reasonableness and apnropriate ailocation .

" bases.

;period of the con tract. f

: the anticipaued home office assessment to that division. The bases of assessment

“ Excess Facilities

Consideration should bave been given to any v13101e trends whlcn might '

indicate the probability that excess fac1llt1es vould develop durlng the

.

Co:porate'or Home Office Assessments_

In&irect cost forecasts made by an operating dlvision will usually ipclude"

-

-should be reviewed to determlne that the division is not bearing an inequltable

.share.

"'amount of ncomE'received from such sources as scrap sales, rentals, rOyalties,.

‘Miscellaneous Income and Credits

It msy be found that indirect expense pools have not been reduced by the

.'- .
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reqplred man-months of effort.

and licensing fees. Similarly, cash discounts teken and trade discounts
may have been credited to income accounts.

e. PROSPECTIVE INDIRECT COST RATES

Proper evalunation of the contractor's indirect cost rates to determine

acceptability, reasonableness, and propriety will be served .by:
4+
(a) determining appropristeness of period used to develop rate vs.
period contemplated by contract;

(v) ascertaining tne reasonaoleness of data available to support
.1ong-range progectlons vhere estimates’ are subject to change;

- {e) reviewlng computatlons of rates to determine if the computing
- method is consistent with histdrical dsta end, if a different
method is employed, whe+her uhe result p*ov1des an equitable
allocation; .

{8) determining the possibility of significant fluctuations in
" ©  the rates and the existence of appropriate ceilings to pre-
vént the acceptance of an unreasonable amount of indirect
costs in the negotiation of the coniract price.

f. OTHER DTRECT COST3 ESTIMATES

Certain costs, normally con51dered 1nairect costs, are sometimes treated

-as direct costs vhere they'cap be identified vith a particular cost objective.

These maf'inciude engineering, special tooling,'packaging, trevel and

suosistence, and field service. The fropriety’of other direct costs should

‘be reflected in the sapporting data and any inconsistencies 1n methods of

'treatment should be noted. -

PErcentage and Conver51on Factors

Packaging, field serv1ce, and various types of engineering and tooliug

costs may be estimated by applying percentage or conversion Tactors (number

:of man-hours per month) to some other.ba51c'oost or to basic estimates of

A review of the contractor s reserve accounts for "other direct costs"

may belp to determine the reliability of prior estimates. If significant

-':diffe;ences are disclosed by anaiysisistﬁey sﬁould be adequately Justified.

[T S B R R J-‘..,A, R VNGNS SR
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Fvaluatlon Considerations
Engineering |
~ Statistical records;contained in the contractor's accounting
systeo sheuld be reviowed to determine the relisbility of the
; o methods and supperting data osed to arrive’st estimates, glving

'consideration to the number of similsr type englneerlng hours

e —— t— 1o ®

expended on simllar previously co:pleted projects. Improyement
‘trends should not be overlooked.

Special Tooling

Evaluation of ghe reascnableness of so ial‘toolinc estimates is gene*ally
acoomplished by a comparison of the ostl_atps v1th actual oosts or actual hours
expended for 51mi ar tools in prevlous productlon, m_ﬂinc apnronriate adgust:e"ts.

- .Tools that are of a general nature, capital °auipment, etc., sheould be excluaed
,‘frOm ‘the. estiu»te._ The - auditors are required to con31der" -
_a) charges for use of tools purcrasod cr fabrlcated on- pr~oo.conoraota,
t b) Justification of expen51ve tools, nd,
o c) whether the tools ‘were already paid for ander prior cont*acts

Packaﬂing

The reasonablennss of thc contractor s estlmate for packaglng cost may bc

) 3ascertained by comparing it with costs incurred fcr simllar types and kinds of

. packsging. B :';_.:Hii>fio1§:: _ﬁ'f;,f'fi'ub' T

Travel and Subsistence

-~ . As the est1mate for travel and subsistence is usually based on the con-
FEIE T
(“‘ templeted number of trlps, lenguh of stay, tr ansportatlcn costs, and estimated
per diem’allowance,contractors shculd have control procedures overs
S 16
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o .. 1) the reasonatleness of per diem rates,
é) tﬁe use of economical transportation where avaiiable,
3) proper points of departure and arrival, |
4) actusl need for milage allowance, end
5) the nﬁmbgr of trips or length of.stay.

. Preproduction and étart-up Costs

. £ .
'A raview by verifylng detailed.documentation‘and proposed method of

bandling such estimated costs, should be made. If the toteal costs are not
: , :
- - . = ‘\’ . .
"to be charged to the contract under.review, it should be determined vhether

¥

. the contraqtof*iptends'fo;absérbvthe residual costs or recover them in sub-’ _.:

- sequent orders..
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