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Using Classes in QuickBooks® to Track Activities

by Christine L. Manor, CPA

QuickBooks® is an off-the-shelf accounting software program that is used by many not-for-profit organizations (NFPOs) because of its relatively low cost and its ease of use. Even though it was not designed with NFPOs in mind, it is well-suited for a great many organizations. One feature that is especially useful is a transaction coding field called Class that is best used to implement activity-based costing (ABC).
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Figure 1 - Custom summary report showing total expenses by class and percentage of total expenses for each class.
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Figure 2 - Functional Expenses report for the program classes.
Activities can be added during the year, so classes can be added. In a perfect world, the budget passed four months before the beginning of the fiscal year would have everything in it. In a real world, conditions change and opportunities arise throughout the year.
Activity-Based Costing

Activity-based costing is an approach to recording your financial activity that has many similarities to traditional cost or managerial accounting. While there is no official requirement that we take this approach, it provides an ideal method for both tracking the real costs of program and supporting activities – a valuable tool for management decision-making – and for meeting external reporting requirements. Many organizations are required to provide audited financial statements to their lenders, funding sources, and boards and private or government funders prepared in accordance with Generally Accepted Accounting Principles (GAAP). GAAP requires a breakdown of expenses by major program function. The IRS Form 990 also requires that you identify how money is spent by the broad functions of Program, Management, and Fundraising (Part II) and that you break out the Program expenditures into four main accomplishments (Part III). Some watchdog and grant-making groups then take these numbers and evaluate organizations on their ratios of program to non-program expenditures. Funding sources often want to know how much the entire program costs, not just their portion of it. 

To meet these reporting needs, the well-managed organization identifies all the direct costs associated with each major activity and fairly allocates all common (indirect) costs associated with maintaining the activities. Activity-based costing is how you meet these needs with one set of accounting books.

Transaction Coding in QuickBooks®

QuickBooks® provides us with three account number segments plus the memo field:

1. Accounts. Accounts are also referred to as natural or object classifications or line items. Accounts are generic and could be used by any organization or program. They include the Balance Sheet accounts – assets (cash, equipment, receivables), liabilities (payables, deferred income, loans), and equity (known to not-for-profit organizations as net assets) – as well as the Income Statement accounts – income (contributions, dues, grants, program fees) and expense (salaries, postage, travel) These accounts give no evidence of what activity/program/function will be affected by the transaction or what funding source is affected. 
The Unified Chart of Accounts (UCOA), a joint project of the National Center for Charitable Statistics (NCCS) and the California Association of Nonprofits (CAN), with assistance from the Greater Washington [DC] Society of CPAs and the California Society of CPAs, provides one tool for making sure that your organization has all the necessary accounts for efficiently tracking numbers required on IRS, OMB, and United Way reporting forms. No organization will need every account in the UCOA. Use only the accounts that you need, knowing that you have access to the others when you need them. You can download the UCOA as an Excel spreadsheet or as a QuickBooks template from http://nccs.urban.org or http://www.canonprofits.org//financial/990web.html. 

2. Classes. Classes are the activities, programs, and functions of your organization. The last page of the UCOA provides a suggested framework for numbering and organizing your activities. At a minimum, every organization has program, management, and fundraising Classes. These activities, or functions, which must be identified on your Form 990 for the IRS and on your audited financial statements, appear as columns on your income statement (Statement of Financial Activities) with the UCOA accounts as the lines – a spreadsheet or grid. 
3. Customer:Job. Your funding sources are treated as customers and individual grants as jobs in QuickBooks® terminology. Code every expense transaction to a Customer:Job (“unrestricted” can be set up as a Customer for non-grant expenses) so that you can maximize your reporting capability.
4. Memo. While not an account number segment, the memo field can be used to sort transactions in transaction detail reports and to filter reports. You can develop conventions for the information in memos to provide information not provided by the Account, Class, and Customer:Job fields.
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Figure 3 - Program printing expenses sorted by memo showing all flyer expenses together.
A Word about Terminology
English is a wonderful language, but it can lead to confusion when a single word has more than one definition. Unfortunately, accounting provides many opportunities for this confusion. The best defense against confusion is to choose a single definition for each word within your organization. It helps if the definition you choose is widely used 
Income/Revenue/Support/Gains 

Income is the term that QuickBooks uses to identify sources of new cash. Some organizations don’t like that word and prefer to say revenue. Others distinguish between earned income (also referred to as revenue from exchange transactions) and donated income by calling the earned cash “income” and donated cash “revenue.” Still others call the donated revenue/income “support” and the earned income “revenue.” Gains (and looses) result from peripheral activities such as the change (realized or unrealized) in the value of securities or proceeds from the sales of assets.
UCOA presents income in three sections – 4000s Contribution, Support; 5000s Earned revenues; and 6000s Other revenue.

Activities/ Functions/Programs/Purposes
Form 990 refers to functions in Part II Statement of Functional Expenses where you are required to show expenses by the three functions of Program, Management, and Fundraising. In audited (prepared according to GAAP) financial statements, there is also a Statement of Functional Expenses. This statement has two main headings – Program Services and Supporting Services – with further breakdowns into the significant functions of each. Supporting Services are broken down into Management, Membership Development, and Fundraising while Program Services are broken down in whatever way best presents the activities of the organization. The fact that the Statement of Functional Expenses provides detail for the Statement of Activities and that both use the same program descriptions indicates that even GAAP thinks that the terms are interchangeable. Other words that are used to mean the same thing are Programs, Purposes, Cost Centers, and Service Efforts. In QuickBooks we call it Class and Sub-Class.
Program Services 
Program services are the activities that relate to your mission and that result in the delivery of goods or services to your beneficiaries. The more mission-related activities your organization has the more classes and sub-classes you will have in the Program Services sections of your Statements of Activities and of Functional Expenses. UCOA suggests identifying the four major functions of the organization (corresponding to Part III of Form 990 and the GAAP Statement of Functional Expenses) with specific activities of each function as sub-classes. An example would be an organization with major program functions of Education and Research. Within the Education class, it could have age-group sub-classes (pre-school, primary, and secondary), subject sub-classes (science, humanities, and engineering), or location sub-classes (downtown, uptown, and suburban). Our sample organization has two activities within the education function – student and teacher education. 

If your organization does any lobbying, you will need to track the two kinds of lobbying – direct lobbying and grass-roots lobbying.

Supporting Services 
Supporting services are those activities of your organization that are not program services. Indispensable as they are to the existence of an organization that is able to deliver mission-related program services, they are not directly or indirectly related to those program services. There are three major categories of supporting services – management & general/governance (M&G), membership development, and fundraising.

M&G


Management & general/governance services are those that relate to the overall direction of the organization. They include such activities as:

1. Office management

2. Human resource management

3. Annual report preparation

4. Legal services

5. Auditing and accounting services

6. Board and committee meetings

7. Material acquisition and distribution

8. Organizational planning

9. Exchange transaction solicitation

10. Reception, mailroom, & switchboard 

If you have government grants, you will need to track certain other supporting service activities (if you have them) as Unallowable M&G because OMB Circular A-122 defines them as unallowable for both reimbursement and in calculating your indirect rate. Of particular interest are:

1. Investment management,

2. Labor relations, 

3. Public relations, and

4. Other unallowable M&G.

Membership Development

Membership Development activities relate to the solicitation and retention of members. This would include activities such as member database maintenance, dues collection, and other member relation activity. Members are those who receive some significant benefit or acquire duties as a result of their membership. If there are no significant benefits or duties related to membership, then the activity is actually fundraising.  For example, the $30 contribution you might make to become a “member” of your local public radio station is, for most accounting and IRS purposes, treated as a contribution, not as membership dues, and any associated costs are treated as fundraising expenses.

Fundraising

Fundraising activities are those related to the solicitation of contributions, grants, and services. 

A special kind of fundraising is a special event which has two components to track – production of the event and promotion of the event. The costs of production are also referred to as the cost of direct benefits to the donors (such as the cost of a dinner). These are costs of an exchange transaction (M&G) 
not fundraising costs, and are netted against the exchange portion of the revenue on Form 990 (line 9). The costs of conducting and promoting the event are fundraising costs.

Cost Pools 

As a practical matter, some costs need to be pooled together before they are assigned or allocated to your organization’s activities. The most common cost pools are:

1. Salaries and related expenses

2. Facilities expenses

3. Central service centers like the IT department

These classes are used to collect expenses during the period (usually month), then are emptied by dispersing them line by line at the end of the period to the activities. The allocations are done on some reasonable basis - timesheets for salaries – and result in a zero balance in the class.

Restricted and Reserved Funds Classes

One of the limits of QuickBooks® is that it can close the income statement to only one equity account. It does not have a built-in mechanism for increasing or decreasing the multiple net asset (equity) accounts required by organizations that receive grants (temporarily restricted), maintain endowments (permanently restricted), or create reserves (board-designated). Part of the mechanism for working around this limitation is to create classes through which to pass all restricted or reserved revenues and subsequent releases of revenues. You will need a separate class for each equity account in addition to the Unrestricted net assets (retained earnings) account.

Classes in QuickBooks®


Classes are at the heart of activity-based costing, and the hardest part of setting up your QuickBooks® file, especially if your organization has been primarily focused on grants instead of activities. However your activities are structured, they need to reflect the actual accomplishments of your organization, as well as your staffing and physical structures. The accounting structure does not stand on its own. It is a reflection of the organization and it exists to support the furtherance of the organization’s mission.  Be prepared to involve the entire staff in developing the Class list. You will need everyone’s understanding and cooperation because this list then becomes the basis for your timesheet which is the basis for most cost pool allocations. 

Setup
You will find the “Class List” under the “Lists” menu item at the top of the screen. If you have restored the UCOA Version 3.qbb file, you will see the following list.
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Figure 4 - Class list as suggested by the UCOA.
Select Class at the bottom of the window to add to, edit, or make inactive the classes as listed. 

[image: image5.png][-[OIx]
Closs o [ SRR o

IV Subdass of Cancel

nactive





Figure 5 - Choose Edit Class to change the name or make it inactive.
Note that Classes have just one name field to accommodate both the number and the name, and that there is no additional information that you can add about the classes other than its status as active or inactive. You cannot delete a Class that has any activity in it, nor would you want to. If an activity is no longer carried out by your organization, make it inactive by placing a check in the Class is inactive box. The inactive Class will not appear on the drop-down lists in transaction forms, but will appear on any reports that include dates when the Class was active.

Also note that the header, or parent, Class names are much abbreviated. I recommend making these header names no more than 3 or 4 characters long so that you will be able to see which class you have selected for a transaction in both the transaction form and on transaction detail reports. Although QuickBooks will allow you to have more than two levels of Class and sub-class, you can see below that a third level would be almost impossible to see on transaction forms and very difficult to see on reports. Keep this limitation in mind if you are tempted to make you Class list more complex than two levels.
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Figure 6 - Sales receipt.
The Class fields in transaction forms are very short. The only way to make them wider is to make the whole form wider. Depending on the size of your monitor and how tiny you are willing to make the type, making the form wide enough to get sufficient information in the Class field may or may not be possible. 

With reports, you can modify the width of columns by clicking and dragging the small diamonds between the column names. You can also delete unwanted (default) columns such as Split that usually appears by default. With reports, you are limited more by the width of your paper than your monitor.
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Figure 7 - Transaction detail report, modified.
Class is not a default column on most reports. You will have to select Modify Report and place a check next to Class on the Columns list for it to appear.
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Figure 8 - Modify report to remove undesired and include desired columns.
Reports 
Use the class field every time you use an Income Statement account (income or expense) in a transaction. Nothing is hurt or added if you use them with Balance Sheet accounts (assets, liabilities, or equity). You can check to see if you have missed using the class field by producing a Profit & Loss by Class report. Scroll all the way to the right of the report to look for a column labeled Unclassified. If that column appears, you have not used the Class field in some transaction. Scroll to the bottom of the report and double-click on the Net Income amount to produce a list of unclassified transactions. Even voided checks should be coded to a Class (510 Management, usually) so that the unclassified column is not generated.
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Figure 9 - Profit & Loss by Class report showing Unclassified column.
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Figure 10 - Transaction detail of Unclassifed column.
Once you have created Sub-Classes, you must always code transactions to the subs and never to the header. Coding to the header Class may be an indication that you need another Class, such as Program Management. You can discover if you have made this mistake by looking at the other columns of the Profit & Loss by Class report. You are looking for a column with the name of the header Class followed by “- Other.”
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Figure 11 - Profit & Loss by Class report showing column for transactions coded to a header class.
Double-click on the transaction to change the Class coding to a Sub-Class.
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Figure 12 - Credit memo needing a corrected Class code.
Check for and fix these “illegal” classes before taking a good look at or printing the Profit & Loss by Class report. Once these problems are fixed, you may want to examine the individual columns for reasonableness and accuracy. When you double-click on an amount in the report, you will see a Transaction Detail by Account report that lists every transaction. From here, you can double-click on the individual transactions to see the source document and to make changes as needed.

The Profit & Loss by Class report is almost the equivalent of the Functional Expense Statement. Unlike the Functional Expense Statement, it contains income information in addition to expense information and it contains greater detail of activities than is usually reported on audited financial statements. To reduce the level of detail, you will have to export the report to Excel and hide the detail (Sub-Class) columns. Be sure to hide, not delete, the sub-classes. Deleting will alter the formulas of the total columns. You may also want to rename the column headings to that they are easier to understand than the abbreviations you had to use in transaction entry.
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Figure 13 - Profit & Loss by Class report as it appears in QuickBooks®
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Figure 14 - Profit & Loss by Class report as modified in Excel ®.
You can also create reports that shed more light on your grant-funded activities. Most programs are funded by more than source. Start with a Profit & Loss by Class report. Modify the report by filtering the Class to just one. Change the columns from Class to Customer:Job. Now you can see the true picture of how a program is funded – some from grants and some from general funds. Again, to remove any unwanted columns – “Total HHS” in this case, export the report to Excel and hide the unwanted column.
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Figure 15 - Profit & Loss report for one Class with Customer:Job as the columns.
If you have a grant that pays for more than one program, you can create the opposite report by starting with a Profit & Loss by Job report. Filter to one Customer:Job and change the columns to Class.

Conclusion

Classes are a powerful tool in QuickBooks. As an essential element of the three-part transaction coding (account, class, customer:job), it helps you to focus on what it is that you do to fulfill your mission without sacrificing information on who funds your efforts. You can extract a great deal of information by carefully thinking through what information you need to get out of your accounting books, and then consistently using the available tools. You may be well-served to obtain professional counsel as you work through the seemingly conflicting reporting needs of your various stakeholders. Once an accounting structure has been established and procedures are in order, you should be able to maintain accurate and complete accounting records that you can access as needed.

�Might be more useful, but is not in accordance with IRS or GAAP rules.





Page 1 of 15
Page 15 of 15

