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In late June 2016, the FASB issued accounting 
guidance containing the most sweeping changes 
to nonprofit financial reporting since the early 
1990s. Practically speaking, the new standard will 
dramatically impact the financial reporting seen 
by your donors, grantors, creditors, boards and 
management. These much-anticipated updates 
are specifically designed to make improvements 
that address many identified issues about current 
nonprofit financial reporting, including net asset 
classification, liquidity, financial performance and 
cash flow, and will address the following:
• Complexities about the three classes of  net 

assets that focus on the absence or presence of  
donor-imposed restrictions and whether those 
restrictions are temporary or permanent.

• Deficiencies in the transparency and utility  
of  information useful in assessing  
an organization’s liquidity caused by  
potential misunderstandings and confusion  
on how restrictions or limits imposed 
by donors, grantors, laws, contracts and 
governing boards affect an entity’s liquidity 
and financial performance.

• Inconsistencies in the type of  information 
provided about both natural and functional 
expenses of  the period.

• Hesitation to use the direct method of  
presenting operating cash flows because  
of  the requirement to prepare the indirect 
method reconciliation.

Net Asset Classification:  
Financial Statement Presentation
Nonprofit financial statements have traditionally 
presented net assets in three categories or 
classes: unrestricted, temporarily restricted 
and permanently restricted. Under the new 
accounting standard, net assets will simply be 
categorized either as “with donor restrictions” or 
“without donor restrictions.” This streamlining 
is intended to reduce complexity and make the 
information more understandable to donors and 
internal users. 

To meet the presentation requirements, a 
nonprofit organization can choose to show a 
condensed presentation in the net assets section of  
the Statement of  Financial Position. For an example 
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of  a disaggregrated net assets presentation, see Example 1 at  
armanino.co/CalCPA-FASB-Ex1.

Alternately, a nonprofit could choose to show additional levels of  
disaggregation within the two net asset categories in the Statement of  
Financial Position (see Example 2 at armanino.co/CalCPA-FASB-Ex2).

Nonprofit organizations will ultimately choose which degree of  
detail is appropriate to their organization’s complexity and internal 
financial reporting needs, as well as considering external users. 
Nonprofit organizations should be aware that additional disclosures 
surrounding net assets will be required in the footnotes regardless of  the 
level of  detail on the face of  the Statement of  Financial Position.

Underwater Endowments
Nonprofit endowment funds have always been at risk of  being 
“underwater.” Whipsawing markets can 
easily turn a $10 million endowment 
into a $9.2 million endowment. 
Traditionally, that $800,000 loss in 
value would have hit your unrestricted 
net assets. Under the new accounting 
standard, the underwater portion will 
be classified as “net assets with donor 
restrictions.” Keep in mind that this 
change may cause a restatement or 
reclassification of  beginning net assets 
upon adoption that should be treated as 
a change in accounting principle.

Similar to the presentation on the 
Statement of  Financial Position, a nonprofit 
organization will show revenues and 
expenses on the Statement of  Activities as 
either with or without donor restrictions. 
For an example of  the Statement of  
Activities showing revenue and expenses 
as either with or without donor 
restrictions, visit armanino.co/ 
CalCPA-FASB-Ex3.

Most nonprofit organizations 
maintain their net assets in their general 
ledger and subsidiary ledgers under the 
current model, which is unrestricted, 
temporarily restricted and permanently 
restricted net assets. At this point, there 
is no need to change that practice. 
If  a nonprofit has any beginning of  the period restatements due to 
the adoption of  the standard, those reclassifications should be made, 
otherwise, the recommendation is that nonprofits keep their internal 
chart of  accounts structure consistent. 

A nonprofit organization will still have fiduciary responsibility over 
those net assets, so it is a good idea to keep them separated internally.

The example Statement of  Activities in Example 3 is referred to as a 
multi-column statement, which can have more utility for comparative 
presentation purposes. Nonprofit organizations also can choose to show 
a single column presentation on their Statement of  Activities, which is 

seen often in the health care industry. Nonprofit organizations can also 
have a multiple statement presentation where they show a Statement of  
Revenues, Expenses and Other Changes in Net Assets without Donor Restrictions 
and a Statement of  Changes in Net Assets. The new standard provides 
examples of  both formats. 

Net Asset Classification: Disclosures
Disclosure requirements in current GAAP—including information 
about the nature and amounts of  donor-imposed restrictions,  
such as time, purpose and perpetuity—are still required under the  
new standard.

Figure 1 is an example of  disclosure of  time, purpose and 
perpetuity restrictions on net assets with donor restrictions:
Quasi-endowments are funds earmarked by the board—rather than by 

donors—to act like permanently restricted funds from which income 
is available for general operations (e.g., a “rainy day fund”) or certain 
specific purposes. Accordingly, these funds will be reported as “without 
donor restrictions.” 

The new standard will require a nonprofit organization to  
disclose the amount and purpose of  any board-designated net  
assets either on the face of  the financial statements or in the  
notes. Nonprofit organizations should formalize any internal  
resolutions regarding treatment of  internally designated funds if   
not done so already. 

figure 1
Note B
Net assets with donor restrictions
Subject to expenditure for specified purpose:
Capital purchases or improvements $ 1,500,000

Purpose A   750,000
Purpose B   500,000
Purpose C   250,000
   3,000,000

Subject to the passage of time:
For periods after June 30, 20X1  2,200,000

Subject to NFP spending policy and appropriation:
Investment in perpetuity (including amounts above original gift amounts)
which, once appropriated, is expendable to support:  

Purpose A   2,200,000
Purpose B   2,100,000
Purpose C   1,100,000
General endowment  1,700,000
   7,100,000

Total net assets with donor restrictions  12,3000,000
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Nonprofit boards and management should consider whether 
establishing a formal reserve is appropriate. Additionally, the new 
standard gives more authority to the management of  an organization 
in determining whether reserves are appropriate. Boards may delegate 
that responsibility to management and there is no requirement for 
boards to formally approve reserve funds. 

Figure 2 is an example disclosure of  board designations without 
donor restrictions:

Endowment disclosures in existing GAAP are still applicable—
including endowment spending policies, investment policies, disclosure 
of  the board of  the organization’s interpretation of  the California 
UPMIFA law, and disclosure of  amounts related to donor and non-
donor restricted endowments. Under the new standard, there will be 
additional endowment disclosure requirements, including:
• The board’s interpretation of  ability to spend from underwater funds.
• Underwater endowment funds must be reported within those net 

assets with donor restrictions (will cause a prior period restatement 
to the earliest period presented in the financial statements upon 
adoption for some organizations).

• The endowment spending policy required to include specifics on 
continued appropriations from underwater endowments.

• Investment return must be reported net of  external and direct 
internal expenses and no longer needs to be broken out between 
interest and change in value of  investment.

• For underwater endowment funds, both those with and without 
donor restriction:
•	The fair value of  underwater endowment funds.
•	Original endowment gift amount or level required to be 

maintained by donor stipulations or by law that extends  
donor restrictions.

•	The amount of  deficiencies of  the underwater endowment 
funds.

Figures 3 & 4 are example endowment disclosures under the  
new standard.

Functional Expenses
Under current GAAP, only those nonprofits classified as voluntary 
health and welfare organizations are required to present a full Statement 
of  Functional Expenses. All other organizations are required to present a 
summary of  functional expense totals within the Statement of  Activities 
or within the notes. The new standard will have a requirement for 
all nonprofit organizations to present expenses by both natural and 
functional classification in their external financial statements. There are 
multiple reporting and presentation options available to accomplish this 
including reporting expenses by both their nature and function in the 
Statement of  Activities, in a separate Statement of  Functional Expenses or in a 
footnote disclosure. 

In preparation for this new requirement, it’s a good time for 
nonprofit organizations to revisit their internal chart of  accounts and 

ensure that the structure is capturing expenditures by department 
(i.e., program salaries are separate from management salaries). Also, 
nonprofit organizations will want to establish a top-side reallocation 
approach for any indirect/shared expenses for functional presentation. 
These types of  expenses usually consist of  depreciation, interest, shared 
salary costs and facilities. 

Additionally, material-direct internal and external investment 
expenses should now be netted with investment return and should  
not be included as part of  the functional and natural presentation.  
For example, compensation costs for employees who spend a  

material portion of  their time  
managing investments would not  
appear in the functional expense  
analysis because that time would offset 
against investment income.

The standard also recommends 
organizations keep the aggregation of  
natural categories as simple as possible 
with a focus on natural expenditures that 
provide the most significant return on 

programmatic investment. For most organizations these will most likely 
be expenditures such as salaries and related, professional and consulting 
fees and services, and facilities costs. However, this may vary depending 
upon the organization’s mission. For an example of  a functional 
and natural presentation in a footnote disclosure, see Example 4 at 
armanino.co/CalCPA-FASB-Ex4. 

Cash Flow
Under the new standard a nonprofit will continue to have a choice of  
whether it wants to present either a direct or indirect method. If  the 
direct method is the preferred choice, then the nonprofit will not be 
required to have an indirect reconciliation. Direct-method cash flow 
statements are more time consuming to prepare and may be costlier 
for organizations that are paying for audit preparation services, even 
though they are more intuitive to a cash basis reader or user. 

Reporting Expirations of Restrictions on Long-Lived Assets
Under current GAAP there’s an option for a nonprofit organization 
to release donor-imposed restrictions on gifts of  long-lived assets 
(buildings, etc.) over the estimated useful life of  the acquired assets. 
Under the new guidance, this option is no longer available. In the 
absence of  any explicit donor stipulations, a nonprofit should use the 
placed-in-service approach for reporting expirations of  restrictions on 
long-lived assets. 

Upon adoption of  this method, a nonprofit would have to reclassify 
any amount within net assets with donor restrictions to net assets 
without donor restrictions for long-lived assets that have been placed in 
service at the beginning of  the period of  adoption resulting in a prior 
period restatement. 

Liquidity and Funds Available
The section of  the standard covering liquidity and funds available 
represents new GAAP guidance that does not exist in current standards. 
The key objective of  this part of  the standard is to improve the 
quality of  information users have to assess liquidity and how nonprofit 
organizations manage their exposure to liquidity risk, including 
limitations on the use of  financial assets, which would make them 
unavailable to satisfy general obligations of  the organization within one 
year from the reporting date. 

A key challenge associated with the new liquidity disclosures is their 
focus on financial management issues. This information differs from the 

figure 2
Not-for-Profit Entity A’s governing board has designated, from net assets, without donor restrictiions, net assets 
for the following purposes as of June 30, 20XX.

Board desinated endowment  4,000,,000
Reserve for renewal and replacement  1,100,000
Total   5,100,000
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data-related analysis and disclosures many financial statement  
users are accustomed to making decisions with. Examples of  such 
limitations include: 
1. External Limits: Donor, Contractual and Legal 
Restrictions
 •  Endowment corpus;
 •  Financial assets restricted for program purposes beyond one year;
 •  Assets set aside as collateral for debt; and
 •  Self-insurance or state required annuity reserves.
2. Nature: Financial Assets that Can’t be Converted to Cash
 •  Contributions and accounts receivable due in more than one year;
 •  Invested assets with lockups and restrictions beyond one year     
     (Level 3 type investments); and
 •  Irrevocable trusts, such as charitable remainder trusts.
3. Internal Limitations: Assets Designated by the Board for 
Long-term Use
 •  Quasi endowments;
 •  Deferred maintenance projects; and
 •  Scholarship funds.

The standard requires nonprofit 
organizations to include qualitative 
and quantitative information in a 
disclosure in the footnotes to the 
financial statements, which will 
communicate how a nonprofit 
manages liquid resources available to 
meet cash needs and the availability 
of  the organization’s financial assets 
for general expenditure within one 
year of  the date of  the statement of  
financial position. 

For most nonprofit organizations, 
financial assets will consist of  items 
where there is a market to transact 
for those instruments such as cash 
equivalents, investments, pledges 
and accounts receivable. Financial 
assets would not include items such 
as prepaid expenses, property, plant 
and equipment or certain other 
types of  assets. The standard is 
focused on the analysis of  financial 
assets, so there is no need for a 
nonprofit organization to consider 
financial liabilities in the qualitative 
and quantitative analysis. 

Below are examples of  the 
qualitative and quantitative 
information required:

Qualitative Information
• Unusual circumstances, such as special borrowing arrangements for 

cash to be held in separate accounts.
• Known liquidity problems.
• Situations in which the organization has not maintained appropriate 

levels of  cash and cash equivalents to comply with donor-imposed 
restrictions and limitations resulting from contractual agreements.

Quantitative Information
• Nature of  limitations and restrictions.
• External limits imposed by donors, laws, and contracts with others.

• Internal limits imposed by governing board decisions.
It should be noted that the line items and amounts in the 

quantitative portion of  the liquidity disclosure, specifically the listing 
of  financial assets should easily tie back to the Statement of  Financial 
Position. The amounts noted as not being available should tie back to the 
Statement of  Financial Position where applicable and to the narrative in the 
qualitative analysis. 

To see an example of  the qualitative and quantitative disclosure 
requirements, see Example 5 at armanino.co/CalCPA-FASB-Ex5. 

The new standard is effective for fiscal years beginning after Dec. 
15, 2017, with early implementation permitted. If  a nonprofit chooses 
to early implement, then it must early implement all key aspects 
of  the standard at the same time. The standard should be applied 
retrospectively in the year the update is first applied.

As mentioned above, if  presenting comparative periods, a nonprofit 
will have the option to omit the following information for any periods 
presented before the period of  adoption:
• Analysis of  expenses by both natural and functional classification. 

However, nonprofits that were previously required to present a 
functional expense analysis will not have the option to omit, but 

they may present the comparative period information in any of  the 
formats permitted in the standard consistent with the presentation 
in the period of  adoption.

• Disclosures about liquidity and availability of  resources. 
A second phase of  the project is expected to address how the 

term “operations” is defined and align a measure of  operations in the 
statement of  activities to a measure of  operations in the cash flow. This 
project is part of  the FASB’s future work agenda and may be coupled 
with other future FASB projects. 

Nonprofit Grant & Contribution Revenue Recognition
On June 21, the FASB issued Accounting Standard Update (ASU) No. 
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figure 3

figure 4

Board-designated endowment funds
Donor-restricted endowment funds
 Donor corpus restricted in perpetuity
 Unappropriated endowment earnings
                               Total funds

$ 4,000,000 $ – $ – $ – $ 4,000,000

 –  –  6,650,000  6,650,000  6,650,000 
 –  450,000  –  450,000  450,000
$ 4,000,000 $ 450,000 $ 6,650,000 $ 7,100,000 $ 11,100,000

Endowment net assets, beginning of year
Investment return, net
Contributions
Appropriation of endowment assets for       
     expenditure
Board Designations

Endowment net assets, end of year

$ 4,100,000 $ 500,000 $ 6,450,000 $ 6,950,000 $ 11,050,000 
 300,000  280,000  –  280,000  580,000 
 –  –  200,000  200,000  200,000 
 (500,000)  (330,000)  –  (330,000)  (830,000)

 100,000  –  –  –  100,000
$ 4,000,000 $ 450,000 $ 6,650,000 $ 7,100,000 $ 11,100,000

 Without Accumulated Original Total With
 Donor Restrictions Gains (Losses) Gift Amount Donor Restrictions Total

 Without Accumulated Original Total With
 Donor Restriction Gains (Losses) Gift Amount Donor Restriction Total

With Donor Restr ic t ions

With Donor Restr ic t ions
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2018-08 to clarify the scope and accounting guidance for contributions 
received and contributions made. Many stakeholders have noted 
difficulty in characterizing grants and similar contracts with resource 
providers as either exchange transactions or contributions, and further 
whether a contribution is a conditional or restricted contribution under 
current GAAP. This has resulted in diversity in practice.

As nonprofit accounting professionals know, that determination is 
not always so simple. 

For nonprofits that rely on government grants, accounting for the 
grant money has historically been a matter of  interpretation since the 
FASB has not provided definitive guidance. Additionally, the issuance 
of  the revenue recognition guidance for contracts with customers under 
Topic 606 raised questions as to whether grants and contracts are 
within scope of  that guidance as being reciprocal or nonreciprocal. 

The recently issued standard provides nonprofits with a robust 
framework for evaluating and determining if  a transaction should be 
accounted for as a contribution or an exchange transaction as well 
as providing guidelines for distinguishing between conditional and 
restricted contributions.

It also should be known that, although accounting for contributions 
is an issue primarily related to nonprofit organizations, the amendments 
in the standard apply to all entities—including those that receive 
or make contributions of  cash or other assets including promises to 
give. The standard does not apply to government entities involved in 
transfers of  assets to business entities. 

Exchange Transaction vs. Contribution
In determining whether a transfer of  assets is an exchange transaction 
or a contribution, a nonprofit must identify whether the resource 
provider (such as a government agency, private foundation, individual 
donor or other nonprofit) receives something of  commensurate value in 
return for the resources transferred, meaning something of  equal 
measure or amount is given or received. 

The FASB clarified that a benefit received by the general public as a 
result of  a transfer of  assets from a government agency is not equivalent 
to commensurate value received by the resource provider. Additionally, 
execution of  a resource provider’s mission or the positive sentiment 
from acting as a donor does not constitute commensurate value received 
by a resource provider. 

The proposed guidance offers nonprofits some much needed 
clarity on the distinction between “direct” and “indirect” benefit. A 
government agency that bestows a grant often receives an indirect 
benefit in the form of  services provided to the constituents of  that 
government. Under the proposed new rules, such indirect benefit does 
not constitute commensurate value.

Most government grants would be accounted for as contributions 
under the new guidance (and as explained further below, most will be 
conditional contributions). However, there will be some exceptions. 

For example, a research grant might be classified as an exchange 
transaction if  the funding agency retains all rights to the research 
results. Like other exchange transactions, this type of  grant would 
be accounted for under the new revenue recognition standard (FASB 
Codification topic section 606, Revenue from Contracts with Customers).

When considering if  a resource provider is receiving commensurate 
value, the nonprofit must evaluate:
• The resource provider’s mission and purpose for the transfer;
• The express intent of  the institution and the resource provider;
• Which party has discretion in determining the amount of  the grant;
• The penalties to the recipient for nonperformance; and
• Whether the recipient has discretion over how the funds are used.

Conditional vs. Unconditional Contributions 
Once a transaction has been deemed a contribution, the next 
determination is whether that gift comes with strings.

Although grants and similar contracts always have terms that could 
be interpreted as conditions, these terms only create a “conditional” 
contribution if  they introduce barriers that must be overcome by the 
recipient. Also, the donor must have the right of  return of  assets, or a 
right of  release from its obligation to transfer assets. For an example  
of  the types of  barriers a donor could impose, see Example 6 at 
armanino.co/CalCPA-FASB-Ex6.  

Decision Flow Chart
For a diagram of  a process for a nonprofit organization to take to 
determine whether the transfer of  assets to a recipient is a contribution 
or exchange transaction and if  a contribution whether the transaction  
is conditional or unconditional, see Example 7 at armanino.co/
CalCPA-FASB-Ex7. 

Exchange vs. Contribution Examples
For examples of  exchange vs. contribution transactions under the new 
guidance, see Example 8 at armanino.co/CalCPA-FASB-Ex8.  

Conditional vs. Unconditional Contribution Examples
For examples of  conditional vs. unconditional contributions under the 
new guidance, see Example 9 at armanino.co/CalCPA-FASB-Ex9.

(Note that the above two examples were adapted from the FASB 
Accounting Standards Update 2018-08 Not-for-Profit Entities (Topic 
958): Clarifying the Scope and the Accounting Guidance for Contributions Received 
and Contributions Made.)

Effective Date
For resource recipients, the effective date of  the standard would be 
the same date as Topic 606, Contract with Customers. For most nonprofit 
organizations this would be for annual periods beginning after Dec. 15. 
For resource recipients that are considered a public business entity  
or that are conduit debt obligors, the amendments in this update  
will apply to contributions received in annual periods beginning after 
June 15.

For resource providers, the effective date of  the standard would 
apply to annual periods beginning after Dec. 15, 2019. For resource 
providers that are considered a public business entity or that are conduit 
debt obligors, the amendments in this update will apply to contributions 
made in annual periods beginning after Dec. 15, 2019.

For organizations applying the standard on a modified prospective 
basis, the amendments should be applied to agreements that are  
either not completed as of  the effective date or entered into after the 
effective date for the first set of  financial statements following the 
effective date. 

The amendments should apply only the portion of  revenue not 
recognized before the effective date in accordance with the current 
guidance. No prior period results should be restated. 

Under the approach the organization will be required to disclose the 
nature of  and reason for the accounting change, and the explanation 
of  the reasons for significant changes in each financial statement line 
item resulting from applying the amendments instead of  the previous 
guidance. Retrospective application is also permitted. Early adoption is 
permitted for both resource providers and recipients.

Stacie Kowalczyk, CPA is an audit partner at Armanino LLP. You can 
reach her at stacie.kowalczyk@armaninoLLP.com. 
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