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DISCLAIMER

These notes are not intended to be comprehensive. Legislation is complex so proper professional advice should be taken. No responsibility for loss occasioned by any person’s action or refraining from action as a result of reliance upon any material can be accepted by the speaker or Watts Gregory LLP.

1.
SETTING THE SCENE

Some quotes :
· We do not pay tax because we are a charity

· We are not trading as we are not a commercial body

· The profit can’t be taxable as we are using it for charity

· Charities don’t pay tax as they are “not for profit”

All the above are at worst wrong or at best misleading!!

Charities do pay tax!!

2. 
BASIC EXEMPTIONS FROM TAX

Charities are exempt from tax on :
· Income from land – e.g. rents

· Income assessable under Sch. D Case III – e.g. bank interest

· Dividend income and capital gains

· Certain trading income – e.g. Primary purpose trading or trading mainly carried out by the beneficiaries of the charity

· Small amounts of non primary purpose trading income – to be defined later

· By concession – Income from fundraising activities

All the above exemptions are subject to the overriding requirement that the income derived is “applied solely for charitable purposes”.
3. 
WHAT IS TRADING?
It is usually fairly obvious when a trade is taking place and the default position is that any buying and selling of goods or delivery of services is likely to be a trade. If there is doubt on the matter then you would need to consider what are known as the “badges of trade” and these include :
· Profit seeking motive

· The frequency and number of the transactions

· The intention when buying the goods

· The time gap between sale and purchase

A one off transaction or occasional venture may be treated as a trade.

Trading by charities

Charity law allows charities to carry out 3 types of trading

1. Primary purpose trading – e.g. a religious charity selling bibles, an arts charity charging for admission to performances.

2. Ancillary trading – this is trading ancillary to the main primary purpose. E.g. the provision of accommodation to the students by a college, the sale of refreshments by a theatre charity to those attending a performance.

3. Non primary purpose trading that does not involve the charity in significant risk.

The basic rule is that 1&2 are tax exempt but 3 is taxable subject to some further exemptions for lotteries, fundraising events and small scale trades.
New rules for accounting periods beginning post 22/3/06 - Apportionments between primary purpose and non primary purpose activities may be needed e.g. shops selling donated and bought in goods.

Examples of trading activities

	Activity
	Tax treatment



	Sponsorship
	Could be tax free if basically a donation but if in return for advertising could be trading. If trading could then be primary purpose income – e.g. sponsorship of theatre production

	Lotteries
	Tax free if carried out in accordance with sect. 3&5 of the Lotteries and Amusements Act 1976

	Charity shops
	The sale of donated goods is tax free but the sale of bought in goods is not – apportionment may be needed.

	Christmas cards
	Taxable trading

	Payments for use of a charity logo
	Probably trading

	Rental income
	Tax free unless additional services provided – e.g. food and office services


4. 
PRIMARY PURPOSE TRADING 
This is trading that contributes directly to one or more of the objects of the charity as set out in its governing document. Typical examples would be :
· A school charging fees would be fulfilling the primary purpose of education.

· A religious charity selling religious books, tapes etc.

· A museum or art gallery charging admission fees

· A hospital charging for healthcare services

· A hostel for the homeless charging for accommodation

4.1 
Trades where the work is carried out by the beneficiaries

Examples would include :
· Sale of works produced by disabled people

· Farm operated by students of an Agricultural College

· Restaurant operated by students at a Catering College

5. 
ANCILLARY TRADING

Activities that do not fall within the “primary purpose” definition but which are so closely linked as to fall within the exemption. Examples would be :
· The sale of text books to students by a College
· The sale of refreshments by a theatre charity to those attending a performance

· The sale of confectionery, toiletries and flowers to patients and visitors by a hospital
· The provision of accommodation to the students by a College

NB there is also by concession a peripheral activity exemption for small in absolute terms and < 10% of the income of that trade – e.g. museum shop selling mugs / T shirts.

6. 
EXEMPTIONS FOR SMALL TRADES
This exemption applies where :
· Total turnover from all non primary purpose activities does not exceed the annual limit
· If the turnover exceeds the limit the charity had a reasonable expectation that it would not do so

· The profits are used solely for the charity

The annual limit is :
· £5000, or

· If turnover is greater than £5000, 25% of the charity’s gross income (all income from all sources – grants, donations, trading income etc.) subject to an overall limit of £50,000.

This can be shown in the following table :
	Total gross income of charity
	Max permitted sales turnover



	Under £20,000
	£5,000

	£20,000 - £200,000
	25% of total gross income

	Over £200,000
	£50,000


7. 
EXEMPTION FOR FUNDRAISING EVENTS
The rule now is that if such events are VAT exempt under Group 12 Sch.9 then they are also tax free. They should be VAT exempt if they are organised for a charitable purpose by a charity with the primary purpose of raising money for the charity and that they are promoted as being primarily for the purpose of raising money.
This covers a long list of possible events :
· Balls, dances, discos

· Concerts, performances

· Films, fetes, fairs, festivals

· Exhibitions, bazaars, jumble sales, car boot sales

· Sponsored walks, swims etc

· Etc etc etc

Eligible events are restricted to 15 events of the same kind in any one location by a charity in a year.

All events where the gross take is <£1000 are excluded from this 15 event limit.
8. 
CALCULATING TRADING PROFITS

If a charity has traded and the above exemptions do not apply then tax will be payable on the profit. Profit is, in the main, calculated on the same basis as for any other business i.e.

· Sales

· Less direct costs

· Less indirect costs

· Less notional cost of goods or services provided free or below market value
· Equals profit

Indirect costs would include a reasonable proportion of general overheads – admin salaries, rent, insurances, light and heat, phone, audit, accountancy, admin.

Notional cost rules would apply for volunteer labour, premises supplied free of charge or below market value and donated goods. Be realistic in the values you attribute.
Case study
The Theatre Royal is a registered charity set up to promote the theatre and the arts. It puts on a wide variety of performances for which it charges an admission fee. The foyer is large enough to hold art exhibitions. There is a bar/restaurant that is open for performances and at lunchtimes – the theatre is in a busy city centre so the lunchtime trade is excellent. It receives sponsorship from businesses in exchange for publicity in programmes. Individuals help to fund the theatre by sponsoring a seat – this allows them to have their name on the seat but gives no other rights. The theatre also has space to hold conferences which it is hoped could be very profitable. 
What is the tax treatment of the various income sources?

	Activity
	Exempt?
	Reasons



	Theatre ticket sales


	
	

	Bar and restaurant trade


	
	

	Conference facilities for 3rd parties


	
	

	Running conferences on arts related topics


	
	

	Sponsorship of seats

	
	

	Corporate sponsorship

	
	


9. 
SETTING UP A COMPANY
You may want to set up a trading company if :
· You are likely to generate taxable profits and the tax implications are material.

· You want to protect the charity from the risks of trading – these risks could apply to both taxable and non taxable (e.g. primary purpose) trades.

Leaving aside the issue of risk you do need to consider the cost of setting up and running a company. There is little point saving £1000 of tax on trading profits if it costs you £1500/ year to run the company. Costs include :
· Initial set up

· Annual audit / accountancy fees

· Additional admin (cost and time) associated with having 2 not 1 entities to run

How does it work?

· Taxable trading activities are put into trading company
· Trading company is wholly owned by the charity

· Company makes profits which are taxable at say 20% because charity exemptions do not apply
· Company pays its profits to the charity by way of Gift Aid thereby reducing or eliminating the taxable profits

Funding the company

Companies are normally funded by :
· Share capital – provided by the parent charity

· Loan capital – provided by the parent charity

· Outside loan funding – e.g. bank overdraft

However there are issues here : 

· Share capital is risk investment and the trustees must be responsible

· Outside funding is ideal but may not be forthcoming

· Loan capital sounds fine but how can it be repaid if the trading company never retains a penny of profit?

The risk issue

The charity trustees have a legal duty to protect the assets of the charity. This means that any investment in a trading company needs to be considered carefully. Share capital is risk capital and loan capital should be made on commercial terms and with the prospect of a return. The CC and HMRC do not like interest free loans!
Trustees are therefore well advised to think carefully before setting up and funding a trading subsidiary particularly if the company will be involved in non primary purpose trading. The following steps should be considered :
· Ensure that you have the power to do this – is there anything in the governing document that prevents this?

· You are making an investment decision: is it reasonable? 
· Take professional advice

· Make an objective assessment of the financial viability of the proposed investment. Consider risk and reward and compare with other possible investments

· Prepare a business plan and financial projections

· If you make a loan do it on commercial terms – security if possible and a commercial rate of interest. Repayment terms
· Consider possibility of external funding

· Transactions between charity and trading subsidiary should be at “arms length” e.g. use of charity property and secondment of charity staff
· Beware of conflicts of interest – could be difficult if charity trustees and company directors are same. Best advice is to have at least one person who is a trustee but not a director and vice versa.
· Ensure that any investments in the trading subsidiary are not treated as “non charitable expenditure”. CC35. D12

If as trustees you do not act reasonably in this you could be personally liable for any losses suffered by the charity!!

10. 
THE CHARITY AS AN EMPLOYER

There is a popular but erroneous view that because charities may be exempt from tax on their own income they are also outside the scope of other requirements.

As a result, far too many charities appear before employment tribunals and HMRC have rich pickings recovering underpaid PAYE and NIC from charities.

The basic rule is that if you employ someone then you must operate PAYE.

Part timers and casuals may well be employed!

Employed or self employed?

This is often not easy to determine but there is quite a body of case law on the subject which has led to certain guidelines being available. I have also attached IR56 to these notes which is HMRC view on the matter. It is of interest but some regard it as biased!
In summary : 

· Self employed - in business on your own account, bearing responsibility for its success or failure.

· Employed  - working under the control of someone else and not running risks of business.

Important factors to consider are : 

	Control
	Does the charity control how and where the work is done and in what manner? If so this suggests employment.


	Right of substitution
	Can the person send a substitute to do the work? If so he is probably self employed.


	Provision of equipment
	A self employed person would normally provide their own equipment.


	Financial risk
	If the worker can profit by his efficiency then this suggests self employment eg, he quotes a fixed price so bears risk of time overruns


	Basis of payment
	Is it a fixed rate paid weekly / monthly or is it related to job completion? The latter suggests self employment


	Employee rights
	Is the worker entitled to holiday pay, sick pay, pensions etc.


	Mutuality of obligation
	Is the employer obliged to provide work and the worker obliged to take it? The absence of this suggests self employment.


	
	


Case study

Facts – A charity runs an annual Arts festival based around live performances at an external location that has to be built each year. Substantial sponsorship is needed. Stephen the fundraiser had the task of getting corporate sponsorship and he did this annually. He had an agreement with the charity that he was the sole fundraiser and the charity was his only client. He received a basic fee and a bonus if he raised sponsorship in excess of a certain sum. He operated from home, contacting potential sponsors and would follow up calls with visits to the sponsor’s premises. He also paid some visits to the offices of the charity. He produced accounts each year and claimed for his expenses (primarily travelling).

HMRC Employer Compliance officer view – Stephen is employed.

Reasons : 

· Control – Stephen was under directions to raise a specific sum of money

· Financial risk – no risk as fee agreed

· Equipment – none supplied by Stephen

· Other – this was Stephen’s only client so he was not really in business

This view was appealed by the charity. What would be your basis of appeal if you were taking this appeal on? Consider the various factors (e.g. control, risk, equipment etc) and bullet point your response below. Who do you think won the day??

Further points on status – 

· Don’t be afraid to challenge an assessment raised after a compliance visit. HMRC like to re-categorise people as employees – it is a good money spinner! They frequently get it wrong as they did with Stephen. If you do challenge it do use your accountant or tax adviser.
· Don’t think that if a person states in writing that he is self employed or has a note from his accountant saying he is self employed that this really matters a jot. It is for you as employer to decide the status.

· Don’t duck the issue. If you are in doubt about status then get a ruling. There may be a feeling that HMRC are biased but if you duck it now you could get a big bill years down the line.

· Use HMRC on line status indicator http://www.hmrc.gov.uk/calcs/esi.htm. This is a bit limited and some regard it as biased. Useful if it gives you the answer you want in which case print out and retain results. Take advice if not. The result is not legally binding.

Case study - The Theatre Royal – answer

	Activity
	Exempt?
	Reasons



	Theatre ticket sales


	Yes
	Primary purpose trading

	Bar and restaurant trade


	Probably not
	Not primary purpose and probably not ancillary due to the level of the lunchtime trade. If there was no lunchtime trade or it was fairly low then might be exempt as ancillary.

	Conference facilities for 3rd parties


	Probably not
	Neither primary purpose or ancillary. Could consider peripheral trade exemption but unlikely to succeed as business is significant


	Running conferences on arts related topics


	Yes
	Primary purpose

	Sponsorship of seats


	Yes
	Non taxable donations. No right to occupy a seat.

	Corporate sponsorship


	Yes
	Only benefit received is a mention in the programme. If instead the sponsor had their logo used in their publicity and specific mention of services provided in mailshots or access to a mailing list then could become taxable.



Case study – Stephen – Answer
The appeal against the compliance officer decision went to the Status Officer who concluded : 

Control – there was no control over the hours of work or when and where they were carried out. 

Control – most of the work was carried out from his home and at the premises of the sponsors.

Control – he was left to his own devices in deciding how to get the sponsorship and from whom.

Risk – there was risk and the ability to profit from the engagement. Firstly there was a bonus possibility and secondly there was ability to profit from efficiency in doing the job quickly.
Equipment – not relevant. A fund raiser employed on the company premises would not have needed any either.

Conclusion – self employed. Victory for the charity!!
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