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OMB Circular A-122 Cost Principles on Compensation
By Elisabeth Beaudrie and Eleanor A. Evans, Esq. 

Office of Management and Budget (OMB) Circular A-122 establishes principles for determining which costs can be charged to federal grants, contracts, and other agreements with non-profit organizations.  See 2 C.F.R. § 230.  Among the costs Circular A-122 addresses are costs of compensation for personal services. 2 C.F.R. § 230, App. B, §8.  Compensation for personal services includes all compensation paid currently or accrued by the organization for services of employees rendered during the period of the award.  2 C.F.R. § 230, App. B, §8.a.

Circular A-122 requires that each employee’s total compensation must be: (1) reasonable for the services performed; and (2) conform to the established policy of the organization that is consistently applied to both federal and non-federal activities. 2 C.F.R. § 230, App. B, §8.b.  Reasonableness of an employee’s compensation is determined by comparing that compensation with compensation paid to other employees doing similar work.  When an organization is engaged in predominately federally sponsored activities, and does not have employees who do similar work in its other activities, it should look to how similar work is compensated in the labor markets in which it competes.  2 C.F.R. § 230, App. B, §8.c.  Where federally funded activities are only a small part of what an organization does, compensation of employees who are engaged in federally sponsored activities should be consistent with that of employees doing similar work in its other activities.  Id.  Because compensation is generally allowable only when it conforms to a grantee’s established personnel policies, it is important for grantees to review periodically the types and amounts of compensation they would like to pay employees under various circumstances and establish compensation policies that permit them to do so.

In addition, specific forms of compensation are allowable only if they meet any additional A-122 standards for that form of compensation.  See 2 C.F.R. § 230, App. B, §8.b.  The remainder of this memo will address A-122 cost principles for leave payments, severance payments, pension plan payments, and bonus payments.

Leave Payments

The costs of authorized leave such as vacation leave, sick leave, and military leave are allowable under A-122.  These costs must be absorbed by all organization activities in proportion to the relative amount of time or effort actually devoted to each activity.  In other words, the funds for one activity can not bear the entire burden of the costs of leave for an employee who is involved in several activities.  2 C.F.R. § 230, App. B, §8.g.

One issue that some Head Start regions have raised is whether the cost of accrued vacation time is allowable.  According to the U.S. Department of Human Services’ (HHS) Division of Cost Allocation (DCA), the cost of accrued annual leave is allowable for nonprofit organizations under Circular A-122, as long as the organizations’ personnel policies comply with Financial Accounting Standards Board’s (FASB) Financial Standard Number 43.  This standard requires an employer to accrue during each accounting period the liability for leave that employees earn during that period, provided that: (1) the employer’s obligation to compensate its employees for future absences is based on services already rendered; (2) the employees’ rights to leave vest or accumulate; (3) payment of the leave compensation is probable; and (4) the costs can be reasonably estimated.  See FAQs on HHS Program Support Center website available at http://rates.psc.gov/fms/dca/faq-np.pdf.  According to the DCA, the accrual of annual leave does not result in increased costs but allows recognizing the cost in the proper accounting period to improve actual cost determination.  Id.  Grantees must accrue leave costs in the period in which they are earned, rather than when they are paid.  Id. and Southwestern Community Action Council, Inc., HHS Office of Inspector General (OIG) Case No. A-03-00-0051 (2000) available online at http://www.oig.hhs.gov/oas/reports/region3/30000551.htm.  (HHS OIG audit report concluding that where a grantee failed to claim leave expenses in a prior year, it could not claim them against current or future years’ grants.)

Circular A-122 requires that an organization conform to its established personnel policies when paying out leave.  Consistent with this principle, HHS’s Departmental Appeals Board (DAB) has disallowed leave costs when an organization paid out more unused leave to employees who were leaving their employment than its written policy allowed.  Center for Human Behavior Studies, Inc., DAB 1657 (1998).
  Therefore, it is crucial that grantees check their leave policies before paying out accrued leave.

Severance Payments

Severance pay (defined as a payment in addition to regular salaries and wages made by an organization to workers whose employment is being terminated) is allowable under A-122 only where it is required by: (a) law; (b) an agreement between the employer and the employee; (c) an established policy that constitutes, in effect, an implied agreement on the organization’s part; or (d) the circumstances of the particular employment.  2 C.F.R. § 230, App. B, §8.k.  DAB decisions suggest that the “circumstances of the particular employment” criterion applies where a severance payment is made in exchange for some benefit to the grantee from the employee’s departure.  South Central Florida Health Systems Council, Inc., DAB No. 488 (1983); see also Alcoholism Center for Women, DAB No. 222 (1981) and Health Systems Agency of Western New York, DAB No. 221 (1981).

An example of where the circumstances of the particular employment might justify a severance payment is where the grantee might be harmed if an incompetent executive director were to remain in that position for a full term.  Alcoholism Center for Women, DAB No. 222 (1981) and South Central Florida Health Systems Council, Inc., DAB No. 488 (1983).  In such a case, according to the DAB, the element of give and take would exist where the grantee gives severance pay and the employee steps down in advance of a predetermined time.  Id.  In one case, the DAB determined that severance pay was an allowable expense where a grantee decided to dismiss its executive director due to poor performance.  Although the grantee’s personnel policy provided for a six-week probationary period before the dismissal of most employees, the grantee decided that putting the executive director on probation would be detrimental to its internal operations and public image.  Instead, it decided to terminate him as quickly as possible.  After negotiations between the grantee and the executive director’s attorney, the parties agreed to a settlement which provided for a lump sum payment of four months’ pay, which the DAB concluded was allowable.  According to the DAB, the amount of severance pay allowable under the “circumstances of the particular employment” will be determined by those circumstances and be limited by general principles of reasonableness.
Organizations that want to make severance payments to employees leaving voluntarily should plan ahead and adopt a policy that permits them to do so or enter into an agreement with the employee (preferably at the beginning of his/her employment) that spells out any severance payments to be made upon the employee’s departure.  Two DAB of the DAB decisions mentioned above illustrate that failing to have such a policy or agreement in place is likely to result in these payments being disallowed.  See Alcoholism Center for Women, DAB No. 222 and South Central Florida Health Systems Council, DAB No. 488.

In Alcoholism Center for Women, the grantee’s executive director resigned, its board accepted her resignation and decided to grant her four months’ salary as severance pay; the funding source disallowed the severance payment and the DAB upheld the disallowance.  The grantee did not have a written employment contract with the executive director.  However, it argued that the executive director had been employed by an oral or implied contract which was subject to modification.  That contract, the grantee claimed, had been modified by the board when it decided to grant severance pay.  The DAB dismissed this argument by noting that the meeting of the board occurred after the executive director resigned, and so the severance pay could not have been a condition of employment or termination.  The DAB also concluded that the grantee did not have an established policy of paying severance for voluntary terminations, noting that the grantee’s general policy was, in fact, not to grant severance pay for voluntary terminations.  The grantee alternatively argued that the circumstances of the particular employment required severance pay, since the executive director was the first employee in that position and no precedent existed for handling her employment or termination.  The DAB rejected this argument, noting that “circumstances of the particular employment” could not be a catchall for severance payments that do not meet other A-122 requirements, that minutes of the board meeting at which the severance pay was approved did not indicate any circumstances requiring the center to make the payment, and that any severance pay granted due to the circumstances of the particular employment must be determined by those circumstances and limited by principles of reasonableness.  Opining that “we find it hard to conceive of circumstances in which voluntary resignation would require six months salary as severance pay,” the DAB stated that the excessive nature of the severance pay was yet another reason to conclude that it was not required by the circumstances of the particular employment.
In South Central Florida Health Systems Council., Inc., the grantee made a severance payment to its executive director who had resigned voluntarily, the funding source disallowed the payment on the ground that the grantee’s written policy on severance pay authorized payment only when an employee was involuntarily terminated, and the DAB upheld the disallowance.  The executive director resigned in the face of major cuts in the grantee’s federal funding, which were clearly going to result in the grantee shutting down most of its activities.  According to the grantee’s written severance policy, if the executive director had been involuntarily dismissed because of lack of funds, he would have been entitled to seven weeks of salary.  The grantee argued that the executive director’s resignation should have been considered the equivalent of a dismissal due to the lack of funds.  However, the DAB was not persuaded.  First, it observed that the executive director’s resignation occurred five months before the grantee ceased operations and would likely have dismissed the executive director.  Second, it questioned whether the grantee truly lacked the funds to pay the executive director.  And third, it determined that a personnel policy providing for severance pay only in the context of a dismissal is a decision not to permit severance pay for employees who voluntarily resign.  The grantee also argued that the executive director had resigned in reliance on the understanding that he would receive severance pay, and believing that his action would help the organization because it did not have enough funds to meet its payroll for the rest of the year.  Therefore, the grantee argued, the payment should be allowed under the “circumstances of the particular employment” rule.  The DAB agreed that in certain circumstances severance pay might be allowable as a quid pro quo for some benefit bestowed upon the grantee by the employee’s departure.  However, it questioned whether the grantee had actually saved money as a result of the executive director’s resignation.  Also, the DAB did not accept reliance by the employee in this circumstance a sufficient reason to allow the cost to be charged to federal funds.

Pension Plan Payments

Costs of a grantee’s pension plan that are incurred in accordance with the grantee’s established policies are allowable where: (1) the policies are reasonable; (2) the costs are allocated in a way that does not discriminate against the organization’s federally funded programs; (3) the cost assigned to each fiscal year is determined in accordance with generally accepted accounting principles (GAAP), as prescribed in Accounting Principles Board Opinion No. 8 (APB 8) issued by the American Institute of Certified Public Accountants;
 and (4) the costs assigned to a given fiscal year are funded for all plan participants within six months of the end of that year.  Generally, extra costs for late funding are not allowable.  2 C.F.R. § 230, App. B, §8.i.1.

One DAB decision upheld the disallowance of a lump sum payment that a Community Action Agency had made to purchase a pension for its former executive director.  Waccamaw Economic Opportunity Council, Inc.  DAB 1718 (2000).  A year after the executive director retired, the grantee joined the state pension system; the year after that, the former executive director purchased about 24 years worth of retirement service from the pension system and the state then billed the grantee for its required contribution for that period of service and the grantee made the payment in a lump sum.  The DAB noted that A-122’s requirement that pension plan costs for a particular fiscal year be funded within six months after the end of that year effectively prohibits charging to federal grants lump sum pension payments that are attributable to past periods of service.  However, the DAB observed that APB 8 creates a narrow exception to this rule by permitting grantees to use current year funds to pay past pension costs associated with years of employee service before the adoption of the pension plan.  Under this exception, grantees may include in their annual pension contributions up to 10 percent of costs attributable to the years of service prior to the plan’s adoption, until those costs are fully amortized.  However, this amortization concept assumes that the grantee will receive a future benefit from the payments for past service costs.  In this case, since the executive director had retired before the grantee made the pension payment, the grantee received no future benefit from the payment.  Therefore, the grantee had to admit that the payment did not meet the requirements of APB 8 and Circular A-122.  The grantee argued that the pension payment was essentially a severance payment that was required by the state law.  However, the grantee reported that the executive director retired voluntarily and did not argue that she was terminated and thus entitled to severance pay.  The DAB concluded that the fact that the payment was required by state law was irrelevant, since A-122’s rules on whether pension plan costs are allowable expenses do not consider whether the grantee is required to pay those costs.

Bonus Payments

Bonus payments are allowable as incentive compensation based on performance-based criteria such as cost reduction, efficient performance, suggestion awards, or safety awards.  2 C.F.R. § 230, App. B, §8.j.  The compensation must also be of a reasonable amount, and either be based upon an agreement entered into in good faith between the organization and the employees before services were rendered, or be based on an established plan followed by the organization so consistently as to imply, in effect, an agreement to make such payment.  Id.
For example, the DAB determined that one-time organization-wide bonus payments to Head Start employees were allowable as incentive compensation, in part because there was a provision in the grantee’s written policy which stated that, at the end of the year, if there were uncommitted funds the staff would be given a bonus.  Washington County Opportunities, Inc. DAB No. 1464 (1994).  Although this provision did not require that bonuses be based on employee achievement, the grantee’s interpretation of the provision established that the bonuses were incentive-based.  The board of directors and policy council minutes showed that the grantee decided to award bonus payments because it believed that the entire staff’s performed merited a reward.  At the request of the board of directors, the staff had committed itself at the beginning of the year to a cost-cutting program intended to address a predicted funding shortfall due to federal budget cuts.  The DAB concluded that the bonus payments were based on the entire staff’s “efficient performance.”  It further decided that bonus provision in the grantee’s personnel policy was a good faith agreement to pay incentive bonuses, entered into before the services were rendered.  The DAB found no evidence that the grantee paid the bonuses rather than spending the funds on necessary Head Start expenditures.

It also found that the overall compensation paid to the employees was not excessive and that the fact that the bonuses were made on an organization-wide basis did not make them unallowable per se (although it noted that this fact could be factor in determining whether they were reasonable).  The DAB noted that the fact that the grantee evenly split the funds remaining at the end of the year among all its employees could raise a question as to the payments’ reasonableness, but went on to say that that fact alone would not make the payments unreasonable.  The DAB observed that its decision focused on whether the payments qualified as incentive compensation under A-122 and did not prevent the funding source from examining whether the bonus payments were reasonable – i.e., in amounts that a prudent person would pay under the same circumstances, but required the funding source to base its determination objective standards.
The DAB distinguished Washington County from an earlier case in which another Head Start grantee also granted a bonus to all of its employees, which the funding source disallowed.  Licking County Economic Action Development, DAB No. 1159 (1990).  In this instance, the grantee did not have an established agreement or policy on distributing bonuses.  Rather, the organization freely admitted that it had simply decided to give bonuses when it discovered extra money available in its personnel budget.  Also, the organization did not even allege that the bonus was performance-based.  Rather it argued that it the bonus payments were reasonable because the Head Start program had difficulty in finding and retaining qualified staff due to low salary levels.  The DAB rejected this argument and upheld the disallowance, since the bonuses did not meet all of A-122’s criteria for allowability.  Id.
Keep in mind that bonuses and other forms of incentive compensation must also meet requirements established by the IRS.  (See CAPLAW memo entitled “IRS and OMB Guidance on Incentive Compensation” available on our website at http://www.caplaw.org/Financial%20Network%20Memos.htm.)

Note: This article contains general information and is not intended to constitute legal advice.  For advice about your particular situation, speak to a qualified tax attorney or accountant.

� The full text of DAB decisions can be found online at � HYPERLINK "http://www.hhs.gov/dab/search.html" ��http://www.hhs.gov/dab/search.html�.


� In the accounting world, Opinion No. 8 has been superseded by Statement of Financial Accounting Standards No. 87, but under Circular A-122, grantees must follow APB 8.  
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