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Accurate expense allocation is a cornerstone of financial management for nonprofit 

organizations (NPOs). Not only is it crucial for compliance with IRS regulations and financial 

statement requirements, but it also plays a significant role in maintaining transparency and 

trust with donors and stakeholders. This article explores practical steps for effectively allocating 

expenses. 

Understanding Functional and Natural Expense Classifications 

In a Statement of Functional Expenses, expenses are first classified by their natural 

classifications, which describe the type or nature of the expense. These categories can vary 

based on the organization’s nature and allocation methodologies, but common examples 

include salaries and wages, employee benefits, professional fees, etc. 

In addition to natural classifications, expenses must also be allocated across three primary 

functional categories: 

1. Program Services: Costs directly associated with fulfilling the organization’s mission, 

such as materials for educational programs or salaries for program staff. 

2. Management and General: Administrative expenses necessary for the overall operation 

of the organization, including office management, legal fees, and executive salaries. 

3. Fundraising: Expenses related to soliciting contributions, such as costs for fundraising 

events, marketing campaigns, and donor outreach. 

Combining these functional and natural classifications provides a comprehensive view of how 

resources are utilized within the organization. 

Steps for Effective Expense Allocation 

Identify Natural Classification Categories  

Begin by reviewing your NPO’s chart of accounts to identify all expense line items and group 

these line items into natural classifications that make sense for your organization. While the 

Internal Revenue Service (IRS) Form 990 provides standard categories like “Salaries and Wages,” 



“Occupancy,” and “Professional Fees,” organizations are free to establish additional categories 

that best reflect how they spend their money. 

It is essential to keep the number of natural classifications minimal while still providing enough 

detail to be meaningful. The titles of these classifications should be intuitive, offering clear 

descriptions of the expenses included. 

Determine a Functional Expense Allocation Method for Each Natural Classification 

Once natural classifications are established, decide how each category of expenses will be 

allocated across the three functional categories: Program Services, Management and General, 

and Fundraising. The method chosen should be reasonable, consistent, and reflective of how 

each expense supports various aspects of your organization’s operations. 

• Direct Expense Assignment: Whenever possible, assign expenses that can be directly 

attributed to a specific function. For example, costs directly tied to a program should be 

classified under “Program Services.” This method works best when functional 

classifications are determined and documented in the financial reporting software at the 

time of purchase. 

• Allocate Shared Costs Using a Reasonable Methodology: Certain costs like payroll, 

occupancy, and depreciation may not explicitly fit into one bucket and need to be 

allocated proportionately based on a rational basis. Common allocation methods 

include: 

o Payroll Allocation: For employees working across multiple functions, use time-

tracking tools or conduct time studies to allocate payroll costs appropriately. 

o Occupancy Allocation: Allocate these expenses based on reasonable metrics like 

square footage usage by department. 

o Depreciation Allocation: Allocate depreciation expenses based on their usage of 

capital assets across different departments. 

Regardless of the natural classification category, costs should be allocated using a systematic 

or rational basis. Avoid using an arbitrarily fixed percentage or basing allocations on only prior 

year allocation percentages. 

Documentation and Review  

Maintain thorough documentation of your allocation methods and review them regularly. 

Allocation methods should remain consistent from year to year unless significant organizational 

changes occur. This practice not only ensures accuracy but also supports consistency from year 

to year. 

Review Allocations for Misallocation Red Flags 

To ensure accuracy and credibility, watch out for these common red flags that suggest 

allocation methods were not carefully considered: 

1. Over Allocation of Support Service Expenses: Certain expenses, like accounting fees, 

should be reported as management and general expenses rather than having a portion 

allocated to program expenses. 



2. Shared Expenses Need Proper Allocation: Expenses like insurance, occupancy, and 

depreciation are not solely administrative expenses and should be allocated across all 

functional categories, often based on square footage or similar metrics. 

3. Fundraising Costs Should Be Reflected: If an organization reports significant 

contributions, it likely incurred fundraising costs to generate that income. Make sure the 

fundraising category is not blank. 

4. Inconsistent Ratios Across Similar Organizations: Compare your allocation ratios (e.g., 

program vs. administrative expenses) to similar organizations in your sector. Significant 

deviations could indicate misallocation or an opportunity to re-evaluate your methods. 

For example, an NPO with exceptionally low administrative costs compared to industry 

norms might be underreporting these expenses, potentially misclassifying them as 

program costs. 

Conclusion 

Accurate and consistent expense allocation is vital for NPOs. By understanding and applying 

both functional and natural classifications, NPOs can enhance their financial reporting, ensure 

compliance, and maintain the trust of donors and stakeholders. Implementing these practical 

steps will help your organization craft a more accurate and transparent Statement of Functional 

Expenses, strengthening its financial health and credibility. 

 

The content of this article is for general information purposes only and does not constitute 

advice. Heinfeld, Meech & Co., P.C. tries to provide content that is true and accurate as of the 

date of writing; however, we give no assurance or warranty regarding the accuracy, timeliness, 

or applicability of any of the contents. 


