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Understanding the nuances of financial reporting is crucial for colleges and
universities aiming to maintain transparency, comply with regulations, and
provide clear insights into their operations. One significant aspect of this
process involves the classification of expenses. Specifically, certain higher
education institutions are required to report their expenses using both
natural classification and functional classification methods. This article
delves into which types of colleges and universities must adhere to this
reporting standard, the differences between the two classifications, and best
practices for accurate and compliant expense reporting.

Overview of Expense Reporting in Higher
Education Institutions

Financial reporting in colleges and universities encompasses a broad spectrum
of activities, including tracking income, managing expenses, and preparing
financial statements that reflect the institution’s financial health. Proper
classification of expenses is vital for transparency, regulatory compliance,
and internal management purposes.

Two primary methods are used to classify expenses:

Natural Classification

Natural classification categorizes expenses based on their inherent nature or
type, such as salaries, supplies, depreciation, or utilities. This approach
provides a detailed view of what the institution spends money on, regardless
of the activity or function involved.

Functional Classification

Functional classification, on the other hand, organizes expenses according to
their purpose or activity within the institution. Common functions include
instruction, research, public service, academic support, student services,
institutional support, and auxiliary enterprises.

Both classifications serve different analytical and reporting needs, and some



institutions are mandated to report expenses using both methods to provide
comprehensive financial insights.

Which Colleges and Universities Are Required to
Report Expenses Using Both Classifications?

The requirement for dual classification reporting primarily depends on
federal regulations, accounting standards, and the type of institution. The
following outlines the key institutions and circumstances under which dual
classification is mandated.

1. Institutions Participating in Federal Student
Financial Aid Programs

Colleges and universities that participate in federal student financial aid
programs, such as Title IV programs under the Higher Education Act, are
generally required to follow specific reporting standards.

Key points:

- They must prepare financial statements in accordance with Generally
Accepted Accounting Principles (GAAP).

- The U.S. Department of Education (ED), through its Office of Federal
Student Aid, requires these institutions to provide detailed expense reports
that include both natural and functional classifications.

- This dual reporting ensures transparency and accountability for federal
funds.

2. Institutions Subject to Federal Financial
Reporting Standards

Certain institutions classified as public, private non-profit, or for-profit
entities that receive significant federal funding are subject to federal
financial reporting standards.

Examples include:

- Public universities receiving federal grants or contracts.
- Private non-profit colleges with federal research funding.
- For-profit higher education providers with federal aid programs.

These entities are typically required to prepare financial statements that
include detailed expense classifications, often aligned with the guidelines
established by the Governmental Accounting Standards Board (GASB) or the
Financial Accounting Standards Board (FASB).



3. Universities and Colleges Using GASB and FASB
Standards

The accounting standards governing financial reporting differ based on the
institution’s status:

- GASB standards primarily apply to public colleges and universities.
- FASB standards generally govern private institutions.

Both standards recommend or require dual classification of expenses for
clarity and transparency, especially for larger institutions with diverse
operations.

4. Larger or Complex Institutions with Multiple
Functions

Institutions with complex organizational structures, multiple campuses, or
extensive auxiliary services are often mandated or strongly encouraged to
report expenses using both natural and functional classifications.

This dual reporting provides:

- Better internal management controls.
- Enhanced transparency for stakeholders.
- Compliance with federal and state reporting requirements.

Understanding the Differences: Natural vs.
Functional Classification

To grasp which institutions are required to report expenses in both ways,
it’'s essential to understand the distinctions between the two
classifications.

Natural Classification

- Categorizes expenses based on the type of expense incurred.

- Examples include salaries and wages, supplies, depreciation, utilities, and
travel.

- Provides a detailed view of the nature of expenditures.

Functional Classification

- Categorizes expenses according to their purpose or activity.
- Common functions include:
- Instruction



- Research

- Public service

- Academic support

- Student services

- Institutional support

- Auxiliary enterprises

- Facilitates analysis of how resources are allocated to different
activities.

Why Is Dual Classification Reporting Important?

Implementing both natural and functional classifications offers several
benefits:

Enhanced Transparency: Stakeholders, including federal agencies, donors,
and institutional leadership, gain a comprehensive view of expenditures.

» Better Decision-Making: Detailed expense data assists management in
allocating resources effectively.

e Regulatory Compliance: Meets federal and state reporting requirements,
avoiding penalties or funding issues.

e Financial Analysis: Facilitates cost analysis and efficiency assessments
across various activities.

Reporting Standards and Guidelines

The specific standards and guidelines that dictate reporting requirements
depend on the institution’s classification and funding sources.

1. Federal Regulations and Guidelines

- The 0ffice of Management and Budget (OMB) Circulars, notably Circular A-21
(Cost Principles for Educational Institutions), provide guidance on cost
allocation and expense reporting.

- The Federal Student Aid (FSA) Handbook emphasizes the importance of dual
classification for institutions participating in federal aid programs.

2. Accounting Standards

- GASB Statement No. 34 and subsequent updates specify reporting requirements



for public institutions.
- FASB standards, particularly ASC Topic 958, guide private colleges and
universities.

3. Institutional Policies and Best Practices

- Many institutions develop their own accounting policies aligned with
federal standards to ensure consistency.

- Use of integrated accounting systems facilitates dual classification and
accurate reporting.

Implementing Dual Classification Reporting:
Best Practices

Institutions aiming to comply with dual classification reporting should
consider the following best practices:

1. Establish Clear Cost Allocation Policies: Develop policies that define
how expenses are assigned to functions and natural categories.

2. Utilize Robust Accounting Systems: Invest in accounting software capable
of capturing and reporting expenses in both classifications.

3. Train Financial Staff: Ensure staff understand the importance of proper
classification and how to apply standards correctly.

4. Conduct Regular Reviews and Audits: Periodically verify expense
classifications for accuracy and compliance.

5. Maintain Documentation: Keep thorough records of allocation
methodologies and decisions for transparency and audit purposes.

Conclusion

In summary, colleges and universities that participate in federal student
financial aid programs, receive significant federal funding, or are large and
complex in nature are typically required to report expenses using both
natural and functional classifications. This dual approach provides a
comprehensive view of financial activities, enhances transparency, and
ensures regulatory compliance. By understanding the distinctions between
these classifications and implementing best practices, institutions can
improve their financial reporting processes, facilitate better decision-



making, and uphold accountability standards essential for sustaining trust
with stakeholders and regulatory bodies.

Whether you are a financial officer, administrator, or stakeholder in higher
education, understanding these reporting requirements is crucial for
effective financial management and compliance. Properly classified expense
reporting not only meets regulatory mandates but also offers valuable
insights into the institution’s operational efficiency and resource
allocation.

Frequently Asked Questions

Why are colleges and universities required to report
expenses by both natural classification and
functional categories?

They are required to provide detailed financial information to meet federal
reporting standards, ensure transparency, and facilitate accurate analysis of
how funds are allocated across different functions and expense types.

Which types of colleges or universities must adhere
to reporting expenses by both natural classification
and functional categories?

Most higher education institutions, especially those receiving federal
funding or grants, including public and private colleges and universities,
are mandated to report expenses using both classifications.

What are the differences between natural
classification and functional expense reporting in
higher education institutions?

Natural classification categorizes expenses by type (e.g., salaries,
supplies, depreciation), while functional classification groups expenses by
purpose or activity (e.g., instruction, research, administration). Reporting
both provides a comprehensive view of financial activities.

How does dual expense reporting benefit stakeholders
of colleges and universities?

It offers stakeholders detailed insights into spending patterns, improves
transparency, supports regulatory compliance, and aids in decision-making and
financial analysis.



Are there any specific accounting standards or
guidelines that mandate reporting expenses by both
natural and functional classifications?

Yes, the federal Office of Management and Budget (OMB) Circular A-21 and the
Financial Accounting Standards Board (FASB) guidelines require higher
education institutions to report expenses in both categories for federal
grant compliance and accurate financial reporting.

Additional Resources

What Type Of College Or University Must Report Expenses By Both Natural
Classification And Functional?

In the complex landscape of financial reporting within higher education, one
of the most nuanced requirements pertains to how expenses are classified and
reported. Specifically, colleges and universities that operate under certain
financial thresholds or organizational structures are mandated to report
expenses using both natural classification and functional classification
methods. This dual reporting approach provides a comprehensive view of
institutional expenditures, serving both internal management needs and
external regulatory requirements. Understanding which institutions are
subject to these reporting standards, and the rationale behind them, is
essential for administrators, auditors, and policymakers aiming for
transparency and accountability.

Understanding the Fundamentals: Natural
Classification vs. Functional Classification

Before delving into which institutions are required to report expenses using
both methods, it is crucial to clarify what each classification entails.

Natural Classification of Expenses

Natural classification categorizes expenses based on the nature of the goods
or services purchased or consumed. This approach focuses on what the expense
is, independent of why the expenditure was made. Typical natural
classifications include:

- Salaries and wages

- Supplies

- Utilities

- Depreciation

- Travel expenses



- Operating costs

Natural classification provides detailed insight into the types of expenses
incurred, facilitating granular financial analysis and cost control.

Functional Classification of Expenses

Functional classification groups expenses based on the purpose or activity
for which they are incurred. This method answers the question, "What is the
expense for?" It aligns expenses with the institution’s primary functions,
such as:

- Instruction

- Research

- Public service

- Academic support

- Student services

- Institutional support

- Auxiliary enterprises

Functional classification enables stakeholders to evaluate how resources are
allocated toward core educational and operational activities, making it
particularly valuable for assessing program efficiency and effectiveness.

Legal and Regulatory Foundations for Dual
Reporting

The requirement for colleges and universities to report expenses by both
natural and functional classifications stems from federal guidelines and
accounting standards designed to promote transparency, comparability, and
accountability.

Federal Financial Accounting Standards Board (FASB)
and Governmental Accounting Standards Board (GASB)

- GASB Statement No. 34 and Subsequent Standards: These standards outline the
financial reporting requirements for state and local governments, including
public institutions.

- They mandate that public colleges and universities prepare government-wide
financial statements that include both natural and functional expense
classifications.



Office of Management and Budget (OMB) Circulars

- OMB Circular A-110 and A-21: These circulars specify federal grant
reporting standards, requiring institutions receiving federal funds to report
expenses by function (e.g., instruction, research) and by natural
classification.

- The dual classification system is especially emphasized for institutions
with federal funding, ensuring compliance with federal grant management and
audit requirements.

Higher Education Act and Federal Regulations

- Certain provisions in the Higher Education Act and related federal
regulations specify reporting standards for institutions that participate in
federal financial aid programs or federal research grants, often
necessitating detailed expense reporting.

Which Colleges and Universities Are Required to
Report Expenses by Both Classifications?

Not all post-secondary institutions are subject to the same reporting
obligations. The necessity to report expenses by both natural and functional
classifications depends primarily on the institution’s funding sources,
organizational structure, and size.

Public Institutions and State-Operated Universities

- Mandatory Dual Reporting: Most public colleges and universities, especially
those that receive significant state or federal funding, are required to
prepare financial statements that include both natural and functional expense
classifications.

- Reason: As government entities, they follow GASB standards, which emphasize
transparency in how resources are allocated across functions and natural
expense types.

Private Nonprofit Institutions

- Reporting Requirements: Private colleges and universities are generally
governed by FASB standards, which recommend detailed disclosures, including
both expense classifications, especially if they seek federal funding or
grants.

- Exceptions: Smaller private institutions with limited federal or state
funding may not be required to report expenses by both classifications but
often choose to do so voluntarily for transparency.



Institutions Receiving Federal Funding or Grants

- Mandatory reporting: Any college or university that receives federal
grants, contracts, or participates in federal student aid programs must
adhere to federal reporting standards, which include dual classification of
expenses.

- Implication: These institutions must maintain detailed accounting systems
capable of segregating expenses by both natural and functional
classifications to comply during audits and reporting cycles.

Size and Complexity Factors

- Large, Complex Institutions: Universities with multiple campuses, large
research programs, and diverse funding streams are more likely to be required
to report expenses by both classifications.

- Small or Specialized Institutions: May have simplified reporting
requirements unless they receive federal funding.

Why Is Dual Classification of Expenses
Necessary?

The dual classification system serves multiple important functions within
higher education financial management and reporting.

Enhancing Transparency and Accountability

- Stakeholders, including government agencies, donors, and the public, gain a
clearer understanding of how funds are spent.

- It allows for more precise audits and compliance checks, reducing the risk
of misallocation or misuse of funds.

Facilitating Cost Analysis and Management

- Internal management can analyze expenses at a granular level (natural
classification) and assess the efficiency and effectiveness of different
activities (functional classification).

- Enables better budgeting, resource allocation, and strategic planning.

Supporting Federal and State Funding Compliance

- Accurate classification is critical for institutions to justify
expenditures related to federally funded programs.
- It ensures compliance with specific regulations tied to federal grants,



including allowable costs and audit requirements.

Enabling Comparative Analysis

- Dual reporting allows for benchmarking across institutions and over time,
fostering a more competitive and transparent higher education sector.

Implications for Financial Reporting and
Auditing

The obligation to report expenses by both natural and functional
classifications influences how institutions structure their accounting
systems, prepare financial statements, and undergo audits.

Accounting System Requirements

- Institutions must maintain detailed accounting records capable of
segregating expenses by both categories.

- 0ften involves implementing or upgrading enterprise resource planning (ERP)
systems with robust chart of accounts and cost centers.

Financial Statement Preparation

- Institutions prepare comprehensive financial statements—including the
Statement of Functional Expenses—highlighting how resources are distributed
across activities.

- The dual classification enhances the usefulness of financial statements for
decision-making and regulatory oversight.

Audit and Compliance Considerations

- Auditors verify that expense classifications align with regulatory
standards.

- Proper internal controls are essential to ensure data accuracy and
completeness in both natural and functional categories.

Conclusion: Navigating the Complexities of



Expense Reporting in Higher Education

The requirement for certain colleges and universities to report expenses by
both natural and functional classifications underscores a broader commitment
to transparency, accountability, and effective resource management. Public
institutions, federally funded entities, and larger, more complex
universities are typically the institutions mandated to adhere to these dual
reporting standards. By doing so, they provide stakeholders with a nuanced
view of their financial activities, facilitating better oversight and
strategic decision-making.

For institutional leaders, understanding these requirements is vital for
compliance, efficient accounting practices, and maintaining public trust. As
federal and state regulations evolve, and as higher education institutions
continue to diversify their funding sources and operational models, the
importance of meticulous expense reporting will only grow. Navigating these
standards effectively ensures that colleges and universities can demonstrate
their fiscal responsibility, support continued funding, and uphold their
missions of education and research.

In summary, colleges and universities that:

- Receive significant federal funding or grants,

- Are public institutions governed by GASB standards,

- Or are large, complex entities with diverse programs,

must report expenses using both natural and functional classification
methods. This dual approach provides a comprehensive picture of how resources
are utilized, fostering transparency and accountability essential for
sustainable and trustworthy higher education operations.
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