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Federal Acquisition Regulation 42.705–3

42.705–2 Auditor determination proce-
dure. 

(a) Applicability and responsibility. (1) 
The cognizant Government auditor 
shall establish final indirect cost rates 
for business units not covered in 42.705–
1(a). 

(2) In addition, auditor determination 
may be used for business units that are 
covered in 42.705–1(a) when the con-
tracting officer (or cognizant Federal 
agency official) and auditor agree that 
the indirect costs can be settled with 
little difficulty and any of the fol-
lowing circumstances apply: 

(i) The business unit has primarily 
fixed-price contracts, with only minor 
involvement in cost-reimbursement 
contracts. 

(ii) The administrative cost of con-
tracting officer determination would 
exceed the expected benefits. 

(iii) The business unit does not have 
a history of disputes and there are few 
cost problems. 

(iv) The contracting officer (or cog-
nizant Federal agency official) and 
auditor agree that special cir-
cumstances require auditor determina-
tion. 

(b) Procedures. (1) The contractor 
shall submit to the cognizant con-
tracting officer (or cognizant Federal 
agency official) and auditor a final in-
direct cost rate proposal in accordance 
with 42.705–1(b)(1). 

(2) Upon receipt of a proposal, the 
auditor shall— 

(i) Audit the proposal and seek agree-
ment on indirect costs with the con-
tractor; 

(ii) Prepare an indirect cost rate 
agreement conforming to the require-
ments of the contracts. The agreement 
shall be signed by the contractor and 
the auditor; 

(iii) If agreement with the contractor 
is not reached, forward the audit report 
to the contracting officer (or cognizant 
Federal agency official) identified in 
the Directory of Contract Administra-
tion Services Components (see 42.203), 
who will then resolve the disagree-
ment; and 

(iv) Distribute resulting documents 
in accordance with 42.706. 

[48 FR 42370, Sept. 19, 1983, as amended at 59 
FR 67052, Dec. 28, 1994; 62 FR 51258, Sept. 30, 
1997; 63 FR 9065, Feb. 23, 1998]

42.705–3 Educational institutions. 
(a) General. (1) Postdetermined final 

indirect cost rates shall be used in the 
settlement of indirect costs for all 
cost-reimbursement contracts with 
educational institutions, unless pre-
determined final indirect cost rates are 
authorized and used (see paragraph (b) 
below). 

(2) OMB Circular No. A–21, Cost Prin-
ciples for Educational Institutions, as-
signs each educational institution to a 
single Government agency for the ne-
gotiation of indirect cost rates and pro-
vides that those rates shall be accepted 
by all Federal agencies. Cognizant Gov-
ernment agencies and educational in-
stitutions are listed in the Directory of 
Federal Contract Audit Offices (see 
42.103). 

(3) The cognizant agency shall estab-
lish the billing rates and final indirect 
cost rates at the educational institu-
tion, consistent with the requirements 
of this subpart, subpart 31.3, and the 
OMB Circular. The agency shall follow 
the procedures outlined in 42.705–1(b). 

(4) If the cognizant agency is unable 
to reach agreement with an institu-
tion, the appeals system of the cog-
nizant agency shall be followed for res-
olution of the dispute. 

(b) Predetermined final indirect cost 
rates. (1) Under cost-reimbursement re-
search and development contracts with 
universities, colleges, or other edu-
cational institutions (41 U.S.C. 254a), 
payment for reimbursable indirect 
costs may be made on the basis of pre-
determined final indirect cost rates. 
The cognizant agency is not required 
to establish predetermined rates, but if 
they are established, their use must be 
extended to all the institution’s Gov-
ernment contracts. 

(2) In deciding whether the use of pre-
determined rates would be appropriate 
for the educational institution con-
cerned, the agency should consider 
both the stability of the institution’s 
indirect costs and bases over a period 
of years and any anticipated changes in 
the amount of the direct and indirect 
costs. 

(3) Unless their use is approved at a 
level in the agency (see subparagraph 
(a)(2) above) higher than the con-
tracting officer, predetermined rates 
shall not be used when— 
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(i) There has been no recent audit of 
the indirect costs; 

(ii) There have been frequent or wide 
fluctuations in the indirect cost rates 
and the bases over a period of years; or 

(iii) The estimated reimbursable 
costs for any individual contract are 
expected to exceed $1 million annually. 

(4)(i) If predetermined rates are to be 
used and no rates have been previously 
established for the institution’s cur-
rent fiscal year, the agency shall ob-
tain from the institution a proposal for 
predetermined rates. 

(ii) If the proposal is found to be gen-
erally acceptable, the agency shall ne-
gotiate the predetermined rates with 
the institution. The rates should be 
based on an audit of the institution’s 
costs for the year immediately pre-
ceding the year in which the rates are 
being negotiated. If this is not possible, 
an earlier audit may be used, but ap-
propriate steps should be taken to 
identify and evaluate significant vari-
ations in costs incurred or in bases 
used that may have a bearing on the 
reasonableness of the proposed rates. 
However, in the case of smaller con-
tracts (e.g., $100,000 or less), an audit 
made at an earlier date is acceptable if 
(A) there have been no significant 
changes in the contractor’s organiza-
tion and (B) it is reasonably apparent 
that another audit would have little ef-
fect on the rates finally agreed upon 
and the potential for overpayment of 
indirect cost is relatively insignificant. 

(5) If predetermined rates are used— 
(i) The contracting officer shall in-

clude the negotiated rates and bases in 
the contract Schedule; and 

(ii) See 16.307(i), which prescribes the 
clause at 52.216–15, Predetermined Indi-
rect Cost Rates. 

(6) Predetermined indirect cost rates 
shall be applicable for a period of not 
more than four years. The agency shall 
obtain the contractor’s proposal for 
new predetermined rates sufficiently in 
advance so that the new rates, based on 
current data, may be promptly nego-
tiated near the beginning of the new 
fiscal year or other period agreed to by 
the parties (see paragraphs (b) and (d) 
of the clause at 52.216–15, Predeter-
mined Indirect Cost Rates). 

(7) Contracting officers shall use bill-
ing rates established by the agency to 

reimburse the contractor for work per-
formed during a period not covered by 
predetermined rates. 

[48 FR 42370, Sept. 19, 1983, as amended at 61 
FR 31622, June 20, 1996; 63 FR 9065, Feb. 23, 
1998]

42.705–4 State and local governments. 

OMB Circular No. A–87 concerning 
cost principles for state and local gov-
ernments (see subpart 31.6) establishes 
the cognizant agency concept and pro-
cedures for determining a cognizant 
agency for approving state and local 
government indirect costs associated 
with federally-funded programs and ac-
tivities. The indirect cost rates nego-
tiated by the cognizant agency will be 
used by all Federal agencies that also 
award contracts to these same state 
and local governments.

42.705–5 Nonprofit organizations other 
than educational and state and 
local governments. 

See OMB Circular No. A–122.

42.706 Distribution of documents. 

(a) The contracting officer or auditor 
shall promptly distribute executed cop-
ies of the indirect cost rate agreement 
to the contractor and to each affected 
contracting agency and shall provide 
copies of the agreement for the con-
tract files, in accordance with the guid-
ance for contract modifications in sub-
part 4.2, Contract Distribution. 

(b) Copies of the negotiation memo-
randum prepared under contracting of-
ficer determination or audit report pre-
pared under auditor determination 
shall be furnished, as appropriate, to 
the contracting offices and Govern-
ment audit offices.

42.707 Cost-sharing rates and limita-
tions on indirect cost rates. 

(a) Cost-sharing arrangements, when 
authorized, may call for the contractor 
to participate in the costs of the con-
tract by accepting indirect cost rates 
lower than the anticipated actual 
rates. In such cases, a negotiated indi-
rect cost rate ceiling may be incor-
porated into the contract for prospec-
tive application. For cost sharing 
under research and development con-
tracts, see 35.003(b). 
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