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(a) Consider the overpayment to have
occurred, and interest to have begun
accumulating, from the midpoint of
the contractor’s fiscal year. Use an al-
ternate equitable method if the cost
was not paid evenly over the fiscal
year.

(b) Use the interest rate specified by
the Secretary of the Treasury pursuant
to Pub. L. 92–41 (85 Stat. 97).

(c) Compute interest from the date of
overpayment to the date of the demand
letter for payment of the penalty.

(d) Determine the paid portion of the
disallowed costs in consultation with
the contract auditor.

[60 FR 42659, Aug. 16, 1995]

42.709–5 Waiver of the penalty.
The cognizant contracting officer

shall waive the penalties at 42.709–1(a)
when—

(a) The contractor withdraws the
proposal before the Government for-
mally initiates an audit of the proposal
and the contractor submits a revised
proposal (an audit will be deemed to be
formally initiated when the Govern-
ment provides the contractor with
written notice, or holds an entrance
conference, indicating that audit work
on a specific final indirect cost pro-
posal has begun);

(b) The amount of the unallowable
costs under the proposal which are sub-
ject to the penalty is $10,000 or less
(i.e., if the amount of expressly or pre-
viously determined unallowable costs
which would be allocated to the con-
tracts specified in 42.709(b) is $10,000 or
less); or

(c) The contractor demonstrates, to
the cognizant contracting officer’s sat-
isfaction, that—

(1) It has established policies and per-
sonnel training and an internal control
and review system that provide assur-
ance that unallowable costs subject to
penalties are precluded from being in-
cluded in the contractor’s final indirect
cost rate proposals (e.g., the types of
controls required for satisfactory par-
ticipation in the Department of De-
fense sponsored self-governance pro-
grams, specific accounting controls
over indirect costs, compliance tests
which demonstrate that the controls
are effective, and Government audits
which have not disclosed recurring in-

stances of expressly unallowable costs);
and

(2) The unallowable costs subject to
the penalty were inadvertently incor-
porated into the proposal; i.e., their in-
clusion resulted from an unintentional
error, notwithstanding the exercise of
due care.

[60 FR 42659, Aug. 16, 1995]

42.709–6 Contract clause.
Use the clause at 52.242–3, Penalties

for Unallowable Costs, in all solicita-
tions and contracts over $500,000 except
fixed-price contracts without cost in-
centives or any firm-fixed-price con-
tract for the purchase of commercial
items. Generally, covered contracts are
those which contain one of the clauses
at 52.216–7, 52.216–13, 52.216–16, or 52.216–
17, or a similar clause from an execu-
tive agency’s supplement to the FAR.

[60 FR 42659, Aug. 16, 1995]

Subpart 42.8—Disallowance of
Costs

42.800 Scope of subpart.
This subpart prescribes policies and

procedures for (a) issuing notices of in-
tent to disallow costs and (b) dis-
allowing costs already incurred during
the course of performance.

42.801 Notice of intent to disallow
costs.

(a) At any time during the perform-
ance of a contract of a type referred to
in 42.802, the cognizant contracting of-
ficer responsible for administering the
contract may issue the contractor a
written notice of intent to disallow
specified costs incurred or planned for
incurrence. However, before issuing the
notice, the contracting officer respon-
sible for administering the contract
shall make every reasonable effort to
reach a satisfactory settlement
through discussions with the con-
tractor.

(b) A notice of intent to disallow
such costs usually results from moni-
toring contractor costs. The purpose of
the notice is to notify the contractor
as early as practicable during contract
performance that the cost is considered
unallowable under the contract terms
and to provide for timely resolution of
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any resulting disagreement. In the
event of disagreement, the contractor
may submit to the contracting officer
a written response. Any such response
shall be answered by withdrawal of the
notice or by making a written decision
within 60 days.

(c) As a minimum, the notice shall—
(1) Refer to the contract’s Notice of

Intent to Disallow Costs clause;
(2) State the contractor’s name and

list the numbers of the affected con-
tracts;

(3) Describe the costs to be dis-
allowed, including estimated dollar
value by item and applicable time peri-
ods, and state the reasons for the in-
tended disallowance;

(4) Describe the potential impact on
billing rates and forward pricing rate
agreements;

(5) State the notice’s effective date
and the date by which written response
must be received;

(6) List the recipients of copies of the
notice; and

(7) Request the contractor to ac-
knowledge receipt of the notice.

(d) The contracting officer issuing
the notice shall furnish copies to all
contracting officers cognizant of any
segment of the contractor’s organiza-
tion.

(e) If the notice involves elements of
indirect cost, it shall not be issued
without coordination with the con-
tracting officer or auditor having au-
thority for final indirect cost settle-
ment (see 42.705).

(f) In the event the contractor sub-
mits a response that disagrees with the
notice (see paragraph (b) above), the
contracting officer who issued the no-
tice shall either withdraw the notice or
issue the written decision, except when
elements of indirect cost are involved,
in which case the contracting officer
responsible under 42.705 for deter-
mining final indirect cost rates shall
issue the decision.

42.802 Contract clause.
The contracting officer shall insert

the clause at 52.242–1, Notice of Intent
to Disallow Costs, in solicitations and
contracts when a cost-reimbursement
contract, a fixed-price incentive con-
tract, or a contract providing for price
redetermination is contemplated.

42.803 Disallowing costs after incur-
rence.

Cost-reimbursement contracts, the
cost-reimbursement portion of fixed-
price contracts, letter contracts that
provide for reimbursement of costs,
and time-and-material and labor-hour
contracts provide for disallowing costs
during the course of performance after
the costs have been incurred. The fol-
lowing procedures shall apply:

(a) Contracting officer receipt of vouch-
ers. When contracting officers receive
vouchers directly from the contractor
and, with or without auditor assist-
ance, approve or disapprove them, the
process shall be conducted in accord-
ance with the normal procedures of the
individual agency.

(b) Auditor receipt of vouchers. (1)
When authorized by agency regula-
tions, the contract auditor may be au-
thorized to (i) receive reimbursement
vouchers directly from contractors, (ii)
approve for payment those vouchers
found acceptable, and (iii) suspend pay-
ment of questionable costs. The audi-
tor shall forward approved vouchers for
payment to the cognizant contracting,
finance, or disbursing officer, as appro-
priate under the agency’s procedures.

(2) If the examination of a voucher
raises a question regarding the allow-
ability of a cost under the contract
terms, the auditor, after informal dis-
cussion as appropriate, may, where au-
thorized by agency regulations, issue a
notice of contract costs suspended and/
or disapproved simultaneously to the
contractor and the disbursing officer,
with a copy to the cognizant con-
tracting officer, for deduction from
current payments with respect to costs
claimed but not considered reimburs-
able.

(3) If the contractor disagrees with
the deduction from current payments,
the contractor may—

(i) Submit a written request to the
cognizant contracting officer to con-
sider whether the unreimbursed costs
should be paid and to discuss the find-
ings with the contractor;

(ii) File a claim under the Disputes
clause, which the cognizant con-
tracting officer will process in accord-
ance with agency procedures; or

(iii) Do both of the above.
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