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Sound Quality
When listening via your computer speakers, please note that the quality 
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immediately so we can address the problem.
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Notice

ANY TAX ADVICE IN THIS COMMUNICATION IS NOT INTENDED OR WRITTEN BY 
THE SPEAKERS’ FIRMS TO BE USED, AND CANNOT BE USED, BY A CLIENT OR ANY 
OTHER PERSON OR ENTITY FOR THE PURPOSE OF (i) AVOIDING PENALTIES THAT 
MAY BE IMPOSED ON ANY TAXPAYER OR (ii) PROMOTING, MARKETING OR 
RECOMMENDING TO ANOTHER PARTY ANY MATTERS ADDRESSED HEREIN. 

You (and your employees, representatives, or agents) may disclose to any and all persons, 
without limitation, the tax treatment or tax structure, or both, of any transaction 
described in the associated materials we provide to you, including, but not limited to, 
any tax opinions, memoranda, or other tax analyses contained in those materials.

The information contained herein is of a general nature and based on authorities that are 
subject to change.  Applicability of the information to specific situations should be 
determined through consultation with your tax adviser.
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• Partner at Carr, Riggs & Ingram, LLC 
• Over 23 years of experience in public accounting
• Nonprofit and governmental Industry Line 

Leader for CRI’s Houston office. 
• Expertise in nonprofit and government industries 

including arts organizations, professional services 
associations, institutions of higher education, foundations, 
special districts, health and welfare organizations, and 
entities requiring Federal and State Single Audits

• Instructor for the Non-Profit Finance Certificate Program 
offered through Rice University’s Center for Philanthropy 
and Non-Profit Leadership 

Alyssa Hill, CPA
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CRI Firm Facts
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Not-For-Profit Credentials
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• FASB ASU 2016-14 Presentation of Financial 
Statements for Not-for-Profit Entities (Topic 958)
– Was effective for most NFP’s with fiscal years 

beginning after December 15, 2017 (i.e. calendar year 
2018)

– Requires reporting of all expenses in one location by 
nature and function

– Provides important information to readers about the 
NFP’s expenses related to programs, activities and 
accomplishments

Applicable Standards
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• GAAP requires NFP’s to report information about all 
expenses in one of the following:

• Statement of functional expense
• Schedule in the notes to the financial statements
• Face of the statement of activities

• Presentation should disaggregate functional expense 
classifications (program, management and general, 
fundraising activities) by their natural expense 
classification (i.e. salaries, rent, supplies, professional 
fees, depreciation, etc.)

• Include a description of the method(s) used to allocate 
costs among functions

Applicable Standards



11

Applicable Standards

ABC NFP
Statement of Functional Expenses
Year Ended December 31, 201X

Program Program Management
A B and General Fundraising Total

Salaries and benefits 1,356,000$ 974,800$     307,000$         420,500$     3,058,300$ 
Occupancy 452,000       278,500       125,000            42,000          897,500       
Program supplies 645,000       110,000       755,000       
Professional services 50,000          62,000          70,000              75,000          257,000       
Utilities 56,000          42,000          30,000              15,000          143,000       
Insurance 25,000          15,000          12,000              8,000            60,000          
Special event expenses 75,500          75,500          
Depreciation 252,300       164,500       21,000              6,000            443,800       

Total expenses 2,836,300$ 1,646,800$ 565,000$         642,000$     5,690,100$ 

Excerpt from Statement of Activities

Expenses:
Grant activities

Grants 245,000$ 
Salaries and benefits 65,000      
Occupancy 21,000      
Supplies 16,000      
Professional fees 18,000      
Other 15,700      

380,700    
Management and general

Salaries and benefits 47,000      
Occupancy 12,000      
Supplies 4,600        
Professional fees 35,000      
Other 9,500        

108,100    

Total expenses 488,800$ 

Note to financial statements

The cost of providing the various programs and supporting activities 
have been summarized on a functional basis in the statement of 
activities and statement of functional expenses.  Costs are either 
charged directly to the program or supporting services benefited or 
allocated on the basis of estimates of time and effort.  The expenses 
that are allocated are salaries and benefits and occupancy costs.
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• Include all expenses reported in the statement of 
activities, including cost of goods sold, special 
event expense, and similar expenses reported 
within the related revenue line items
– Only exception: GAAP requires that investment 

expense be netted with investment return on the 
statement of activities and excluded from functional 
expense reporting

• Exclude expenditures included in gains and losses

Applicable Standards
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• Categories should include the following:
– Major classes of programs services

• FASB ASC defines program services – The activities that 
result in goods and services being distributed to 
beneficiaries, customers, or members that fulfill the 
purposes or mission for which the NFP exists.  Those 
services are the major purpose for, and the major 
output of, the NFP and often relate to several major 
programs.

• NFP’s have latitude in defining their major programs

Categorization of NFP Expenses
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– Supporting services
• FASB ASC defines supporting services – All activities of 

an NFP other than program services.
• Generally include the following activities

– Management and general
– Fundraising
– Membership development
– Other (i.e. cost of revenue-producing activities that are not 

program related)

• Natural categories of expenses should be 
useful to readers of the financial statements

Categorization of NFP Expenses
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• Direct identification of a specific expense is the 
preferable method for charging expenses to the 
various functions

• Cost allocation of expenses occurs when an 
expense relates to more than one program and 
supporting activity and direct identification is 
impossible or impracticable
– Methodology should be rational and systematic and 

applied consistently
– Changes made as facts and circumstances warrant 

change
• Best practice – review allocations at least once a year

Allocation of Expenses
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• Choosing a functional allocation method
– Reasonable allocation may be made using a 

variety of bases
– Objective method is preferable to a subjective 

method
– Allocation bases used may be either financial or 

nonfinancial data

Allocation of Expenses
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• Common natural expense categories that are 
often allocated to multiple functional categories:
– Salaries and wages – based on time studies or 

estimates of percent of effort
– Depreciation of building – based on square footage 

used
– Other expenses – if primarily driven by staff, allocate 

based on the corresponding allocation of salaries and 
wages

Allocation of Expenses
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Natural Expense Classification Common Allocation Bases

Supplies Use studies; headcount; salary dollars

Occupancy Square footage, facilities use studies; 
utility meters

Interest expense Asset use (for debt to acquire property)
Loan use (for working capital loans)

Insurance Square footage; asset use; salary dollars

Rental and maintenance of equipment Equipment use

Allocation of Expenses

Reminders:
• Cost effectiveness is important
• Nonfinancial data may be more meaningful than financial data
• Complex allocations are not always better
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• Supporting documentation/rationale
– Chart of account structure
– Indirect cost centers
– Estimates used should be reasonable
– Time studies  (effort reporting)
– How many levels of allocation are needed and is there an 

order required?
• Regardless of methods used, an NFP should document 

and maintain its functional allocation computation 
(your independent auditor will ask!)

• Changes in allocation method – change in accounting 
principle vs. changes based on current activities

Allocation of Expenses
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• Allocating expenses for different purposes
– Government grant reporting [under Title 2 U.S. 

Code of Federal Regulations (CFR) Part 200, 
Uniform Administrative Requirements, Cost 
Principles, and Audit Requirements for Federal 
Awards (Uniform Guidance)].

– Evaluation of program viability (using zero-based 
or full-absorption cost allocation).

– External financial reporting (GAAP).

Allocation of Expenses
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• FASB ASC definition: The activities that result in goods 
and services being distributed to beneficiaries, 
customers, or members that fulfill the purposes or 
mission for which the NFP exists.

• Activities that represent direct conduct or direct 
supervision of the program

• ASU 2016-14 provides guidance (in the form of examples) 
on activities that constitute direct conduct or supervision 
of program activities (and thus are program expenses 
rather than management and general expenses).

Program Expenses
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• ASU 2016-14 provided some specific examples of key 
positions that should be reviewed to see if represent 
program activities or supporting activities
– IT – benefits various functions and generally would be 

allocated
– CEO – could be allocated among program, M&G and 

fundraising
– CFO – generally would be reported as M&G
– HR – generally would assign all to M&G
– Grant accounting and reporting – program reports could 

be program (grant related) but financial reports and 
related accounting would be M&G

Program Expenses
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.

Alexander K. Buchholz is a Partner at PKF O’Connor Davies with over 15 years
experience in public accounting, including with a “Big Four” accounting firm. His
expertise is in Single Audits, internal control/compliance audits and specialized cost
reporting. His industry experience is in healthcare and not-for-profit entities, including
skilled nursing facilities, social service agencies, charter schools, diagnostic and
treatment centers, home care service entities, adult homes and other long-term care
facilities, special needs entities, and cemeteries.

Alex is also an adjunct professor at Brooklyn College of the City University of New
York in the Department of Accounting where he teaches undergraduate and graduate
courses in accounting and auditing. He also teaches at Lehman College.

He conducts internal training seminars for the Firm and frequently speaks at outside
organizations and associations. He is also a former member of the Firm’s continuing
professional education (CPE) committee, with special emphasis on Single Audit
training. Alex has written many articles on accounting and auditing topics for a variety
of professional publications.

Biography
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 Professional Affiliations and Civic Involvement

• American Institute of Certified Public Accountants (AICPA)

• New York State Society of Certified Public Accountants (NYSSCPA)

− Former Chair — Academic Advancement of Higher Education

− Former Chair — Healthcare Committee

− Former Member — Not-for-Profit Committee

− Former Foundation for Accounting Education

• National Conference of CPA Practitioners

• New York State Association of Cemeteries

• Metropolitan Cemetery Association

• Board Member, New York State Board of Public Accountancy

• Board Member, St. Mary’s Healthcare System for Children

Biography (continued)
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Presentation Disclaimer 

 Presentations are intended for educational purposes only
and do not replace independent professional judgment.
Statements of fact and opinions expressed are those of the
participant individually and, unless expressly stated to the
contrary, are not the opinion or position of the New York
State Board of Public Accountancy and / or PKF O’Connor
Davies, LLP.
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Categorization of a Nonprofit’s Expenses

 Management and General Expense

• Activities that are not identifiable with a program, 
fundraising activity or membership-development 
activity, but are indispensable to the organization.

− May include accounting, general management and 
oversight, audit budgeting, financing, communications 
with the public, human resources, insurance, 
occupancy, legal and risk management.
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Categorization of a Nonprofit’s 
Expenses (continued)

 Fundraising

• Activities that involve inducing potential donors to contribute
money, securities, services, materials, facilities, other assets
or time.

• Includes publicizing and conducting fundraising campaigns,
maintaining donor lists, conducting special events, preparing
and distributing fundraising materials

• Financial statements must disclose total fundraising
expense.
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Indirect Costs

 Indirect costs are those for activities or services that
benefit more than one project or activity.

 They’re not readily identified with a particular grant,
contract, project function or activity, but are necessary for
the general operation of the organization.

30
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Indirect Costs Allocation Methods 

Example:
• Assume an organization is a school and rents their

one building in which all activities of the school take
place. Total square footage of the building is 100,000
square feet.

• Management has physically determined the
classrooms make up 50,000 square feet of the
space, while the development department takes up
25,000 square feet and administration staff take up
the remaining 25,000 square feet.
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Indirect Costs Allocation Methods 

Example:

 The organization has then determined that certain overhead
costs such as rent expense, utilities and repairs and
maintenance could be allocated on a functional basis as
follows:

 50% – program services

 50% – supporting services – broken down further as

• 25% – fundraising

• 25% – management and general
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IRS Form 990
 Form 990: Open to the public

 Statement of Functional Expenses incorporated into the Form
990.

 Basic categories consistent.

 Costs to secure grants are deemed program expenses.

 Management Expenses include board of director costs, legal
and accounting, liability insurance, office management,
auditing, human resources.

 Fund Raising Expenses include employees working in
program and fund raising must reasonably allocate
compensation related expenses.

 Instructions provide detailed natural classification account
descriptions.

-
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Common Errors in Functional 
Reporting on Form 990

• 37% of not-for-profits reporting more than $50,000 in contributions
report zero fundraising or special event costs to the IRS.

 Program-spending ratio

 Fundraising-efficiency ratio

• 13% of not-for-profits report zero management and general
expenses.

• 7% charged all accounting fees to program and another 20% split
them across more than one category.

Source: “Nonprofit Overhead Cost Project”
Kennard Wing, Teresa Gurdon, Mark Hager, Tomas Pollak, and Patrick Rooney
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Best Practices with Functional Expenses

Many nonprofit organizations have a reason to report 
expenses by functional expense classification. Most 
commonly, the expenses are presented in generally 
accepted accounting principle (“U.S. GAAP”) financial 
statements as a statement of functional expense or 
footnote analysis of expenses by their nature and function, 
and/or on the face of the statement of activities. 
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Best Practices with Functional 
Expenses (continued)

• Financial statement readers want to see that the
money provided to an organization is being effectively
used to meet the organization’s purpose.

• Grantors will look at these expenses and percentages
to determine whether to make grants.

• Volunteers may look at these percentages to determine
whether it is a worthy cause to which to devote their
time.

• Contributors may look at these amounts to gauge how
much of their dollars will go to their purpose.
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Best Practices with Statement of 
Functional Expenses (continued)
Do not fall into the trap of trying to get program services to be as close to
100 % as possible.

 A variety of potential undesirable consequences may result from
misreporting the organization’s functional expense classification.

 First, the IRS may use extreme imbalances in percentages to select
organizations for audit.

 Second, financial statement users may be skeptical of unrealistically
high amounts of program, management or fundraising expenses.

 Third, misidentifying an expense’s functional expense classification can
lead management to make poor or miscalculated decisions regarding
the organization’s future.
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Substantiating Allocations

Organizations should maintain documentation supporting:

 Allocation methodology

 Calculations used to do the actual allocation and to support
disclosures in the financial statements.

 Basis of calculations, e.g., time studies with signed
timecards, head count of FTEs by department/function,
square footage of a shared facility and each functional
area within the facility.
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Substantiating Allocations (continued)
Organizations should maintain documentation supporting

• Reasonableness of the allocations: may include industry
information/comparables, trend information for prior
years and analysis of this information with respect to
current-year allocations.

• Support for the original transactions that make up the
expenses that are allocated.

• Use of consistent methodology during the period and
from year to year.

• Internal controls surrounding expense allocation
process.
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Common Issues in Functional Reporting 
in Financial Statements

Most common errors in allocating costs include the
following:

• Not properly allocating management/general expenses.

• Reporting no fundraising expenses when the organization
has substantial contribution income.

• Not reporting all of the major programs separately or
reporting a grantor as a program.

• Not allocating insurance, occupancy and depreciation.
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Common Issues in Functional Reporting 
in Financial Statements (continued)

• Difficulty maintaining general ledger on a functional
basis, particularly overhead costs.

• Establish a means of tracking separately and then
allocating management and general costs to various
cost centers based on a percentage of staff time
charged to a particular cost center or some other
reasonable method.
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Common Issues in Functional Reporting 
in Financial Statements (continued)

• Use of a fixed percentage to allocate costs rather than
a basis more accurately representing true cost
allocations.

• Financial reports that are not truly representative of the
related functions.
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