How to Navigate Government Contract Pricing and
Avoid Costly Surprises

After a decade of negotiating contracts for a mid-sized defense supplier, | have seen more than
a few project teams get blindsided by costs that nobody planned for. The problem usually
starts the same way: a company wins a competitive bid, celebrates the award, and then slowly
realizes that the price they quoted does not cover the real cost of performance. This is where
understanding government contract pricing becomes critical. It is not just about setting a
number on day one. It is about building a structure that protects both the contractor and the
agency when the unexpected happens.

The government does not operate like a commercial client. There are layers of regulation,
compliance requirements, and strict rules about how money can be spent. If you treat a federal
contract like any other deal, you will almost certainly leave money on the table or, worse, find
yourself in a dispute that eats up your margins. | have been in rooms where a contracting
officer explained that a simple change in material costs could not be passed through because
the contract lacked a price escalation clause. That is the kind of mistake that can sink a small
business.

Why Price Escalation Matters in Government Contracts

Price escalation clauses are not just boilerplate. They are a safeguard against volatility in labor,
materials, and logistics. When you are dealing with a multi-year contract, the economic
conditions that existed at bidding are almost guaranteed to shift. Steel prices rise. Fuel
surcharges appear. Labor shortages drive up wages. Without a mechanism to adjust pricing,
the contractor absorbs all of that risk. And in a government contract, you cannot simply raise
prices unilaterally.

| once worked on a facilities maintenance contract for a federal building. The original bid
assumed a certain hourly rate for electricians. Two years in, the local market rate had jumped
by nearly 15 percent. We had no escalation clause. The contracting officer was sympathetic
but had no authority to reprice the work. We ended up eating the difference, and the project
barely broke even. That experience taught me that government contract pricing must anticipate

change. It is not pessimistic to plan for rising costs. It is prudent.

The Anatomy of an Escalation Clause

A well-written escalation clause ties price adjustments to a verifiable index or a defined
formula. The most common approach uses a published economic indicator, such as the
Consumer Price Index (CPI) or the Producer Price Index (PPI). The clause might state that if
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the index rises by more than a certain percentage, the contract price adjusts proportionally.
Some clauses include a cap, so the government is not exposed to unlimited increases. Others
require both parties to renegotiate if costs shift beyond a threshold.

There are also clauses that rely on auditable cost data. For example, a clause might allow a
contractor to request a price increase based on documented increases in material costs from
suppliers. This requires more paperwork, but it can be more accurate than a broad index. The
key is to negotiate the clause before the contract is signed. Once the contract is awarded, the
government has little incentive to grant price relief.

What to Look For When Reviewing a Clause

e Does the clause reference a specific, publicly available index? Vague language like
"market conditions" is hard to enforce.

¢ Is there a floor or threshold? Many clauses only trigger adjustments after costs rise by
a minimum percentage, such as 3 percent.

e Who bears the cost of verifying the data? If the contractor must provide audited
statements, that adds administrative expense.

e |s the adjustment retroactive or prospective? Some clauses only apply to work
performed after the adjustment is approved.

e |s there a cap on total increases? A cap protects the government but also limits the
contractor's upside in a volatile market.

Common Pitfalls in Government Contract Pricing

One of the biggest mistakes | see is treating the base price as the only number that matters. A
low bid can win a contract, but if the contract lacks escalation provisions, that low bid can
become a loss leader. The government's procurement system is designed to get the best value,
not necessarily the lowest initial price. But many contractors still compete solely on price and
hope that nothing changes. That is a risky bet.

Another pitfall is ignoring the termination for convenience clause. The government can cancel
most contracts at any time, with limited liability. If you have invested heavily in materials or
labor based on a multi-year contract, a sudden termination can be devastating. Escalation
clauses do not protect against termination, but they do help ensure that the pricing you do
receive over the life of the contract covers your costs. Good government contract pricing
accounts for both the upside and the downside scenarios.

| have also seen contractors fail to escalate on time. Many clauses require written notice within
a specific window, often 30 or 60 days after the cost increase occurs. Miss that window, and
you lose the right to adjust pricing for that period. Set up a system to monitor costs monthly,



not quarterly. The difference between catching an increase in month two versus month six can
be thousands of dollars.

Strategies for Optimizing Your Procurement Approach

If you are on the government side, you want to ensure that escalation clauses are fair and
transparent. A clause that is too generous to the contractor can lead to budget overruns. One
that is too restrictive can discourage qualified bidders. The best approach is to use a standard
clause that has been tested in court and is widely accepted. Many agencies have model
clauses for cost escalation that are publicly available. Use those as a starting point.

For contractors, the advice is simple: never sign a multi-year contract without some form of
price adjustment mechanism. Even a modest clause is better than none. If the contracting
officer resists, ask for a meeting to explain your reasoning. Bring data. Show them how
material costs have moved over the last three years. Most procurement professionals are
reasonable and will accept a clause that is tied to an objective index. They just do not want to
be surprised later.

Another strategy is to structure the contract with option periods rather than a single long term.
An option period gives both parties a chance to re-evaluate pricing at the start of each period.
This is not the same as an escalation clause, but it serves a similar purpose. It forces a
conversation about costs at regular intervals. For complex projects, this can be more
manageable than trying to forecast five years of costs upfront.

Practical Steps for Managing Escalation

1. Identify the key cost drivers for your contract. Labor, materials, and energy are the
most common.

2. Select an index that tracks those drivers closely. For construction, the PPI for
construction materials is a good choice.

3. Negotiate a floor and a cap that both sides can live with. A 5 percent floor and a 15
percent cap over the contract term is a common range.

4. Document your cost basis at the time of award. This gives you a clear starting point
for any future adjustments.

5. Train your project managers on the clause. They need to know when to trigger the
process and how to gather the supporting data.

The Human Side of Government Contract Pricing

At the end of the day, government contracts are negotiated by people. | have sat across the
table from contracting officers who were genuinely trying to do the right thing, and | have dealt



with a few who seemed to view every request as an attempt to cheat the system. Building trust
matters. When you negotiate an escalation clause, frame it as a way to ensure the project
stays on budget and on schedule, not as a way to increase your profit. If costs fall, the clause
should also allow the government to benefit. A symmetrical clause that adjusts both ways is
more likely to be accepted.

| recall a contract where we included a clause that tied adjustments to the CPI, with a 2 percent
floor and a 10 percent cap. Over three years, the CPI rose by about 6 percent. We submitted our
documentation, and the contracting officer approved the adjustment within two weeks. No
drama, no dispute. That is how it should work. The clause gave us confidence to bid
competitively, and it gave the government assurance that we would not walk away mid-
contract.

Understanding government contract pricing is not just about getting the highest possible price.
It is about creating a structure that allows both parties to succeed over the life of the contract.
A well-designed escalation clause is a tool for risk management, not a weapon for profit
maximization. When both sides recognize that, the negotiation becomes a collaboration rather
than a contest.

If you are new to federal contracting, start by reading the Federal Acquisition Regulation (FAR)
provisions on price escalation. Talk to experienced contractors. Attend a training session
offered by your local Procurement Technical Assistance Center (PTAC). The upfront
investment in learning how to structure pricing will pay for itself many times over. The goal is
to avoid the kind of surprise that turns a winning bid into a losing project.



