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What you signed up for!!

Charity accounts and tax update
WCVA, Baltic House, Cardiff Bay
This half day seminar will give trustees and finance staff an update on latest developments in the charity sector and a review of some of the areas that cause real problems for charities. We will look at the Top 10 accounting problems, related governance and tax issues such as charitable trading and the setting up of trading companies.
 
The seminar will involve practical case studies, and the opportunity to interact and discuss practical issues with the day’s experts and fellow delegates.
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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.
GENERAL UPDATE - CHARITIES ACT 2006 
This received Royal Assent on 8/11/06 but is to be implemented in 4 stages.

The first stage has an effective date of 27/2/07 subject to specific provisions in the order.

STAGE 1

Charity Commission

Increased independence from central government and greater powers to intervene in the running of charities – 

· Suspension or removal of trustees and others from membership

· Directing trustees to take specific actions to protect the charity.

· Entering premises.

Such powers should only to be used in exceptional circumstances.

Mortgaging charity property

No longer need Commission approval but do need to take professional advice.

Audit thresholds

Unincorporated charity – 

· Income > £500K or




]

· Income over £100K and assets > £2.8mill.

]

Companies

· Income > £500K or

· Assets > £2.8mill.

Independent examinations for unincorporated charity – 

· Professionally qualified examiner if income > £250K and < £500K

· “Experienced” examiner if income < £250K

Accountant’s reports for charitable companies.

· Required if income < £500K

Above limits apply for periods beginning after 27/2/07 so in the main this affects 31/3/08 year ends.

There will be further change in due course (probably 2008/9) so that independent examinations apply for both unincorporated and incorporated charities.

Trustees personal liability

If trustees act prudently, lawfully and in accordance with their governing document any liabilities incurred can be met out of charity’s resources. In addition TII insurance can be taken out to cover such liabilities unless prohibited in the governing document.
Charities and Public Benefit: Summary Guidance for Charity Trustees

(January 2008)
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Introduction

All charities must have charitable purposes or ‘aims’ that are for the public benefit. This is known as the ‘public benefit requirement’. Although all charities already have to meet this requirement, the Charities Act 2006 highlights it by explicitly including public benefit in the definition of a charitable purpose. We expect these changes to take effect from 1 April 2008. From that point, all organisations wishing to be recognised as charities must demonstrate, explicitly, that their aims are for the public benefit. Previously the law presumed this to be the case for charities that advance education or religion or relieve poverty. The Charity Commission has to ensure all charities meet the public benefit requirement and provide guidance on what the requirement means. Charity trustees will be required to have regard to the Commission’s public benefit guidance and to report on their charity’s public benefit.

This summary covers the key principles of our general guidance to charities about public benefit. The full version of this guidance can be found on our website under ‘About charities’ and hard copies are available by calling Charity Commission Direct on 0845 300 0218

Charitable Purposes

Charitable purposes (or aims) are those that fall within the various descriptions of charitable purposes in the Charities Act 2006, set out below, and any new charitable purposes that might be recognised in the future.

a) the prevention or relief of poverty;
b) the advancement of education;
c) the advancement of religion;
d) the advancement of health or the saving of lives;
e) the advancement of citizenship or community development;
f) the advancement of the arts, culture, heritage or science;
g) the advancement of amateur sport;
h) the advancement of human rights, conflict resolution or reconciliation or the promotion of religious or racial harmony or equality and diversity;
i) the advancement of environmental protection or improvement;
j) the relief of those in need, by reason of youth, age, ill-health, disability, financial hardship or other disadvantage;
k) the advancement of animal welfare;
l) the promotion of the efficiency of the armed forces of the Crown, or of the efficiency of the police, fire and rescue services or ambulance services;
m) other purposes currently recognised as charitable and any new charitable purposes which are similar to another charitable purpose.
You can find out more about charitable purposes in our Commentary on the Descriptions of Charitable Purposes in the Charities Act.

Public Benefit

There are two key principles of public benefit and, within each principle there are some important factors that must be considered in all cases. These are:

Principle 1: 
There must be an identifiable benefit or benefits
Principle 1a 
It must be clear what the benefits are

Principle 1b 
The benefits must be related to the aims

Principle 1c 
Benefits must be balanced against any detriment or harm

Principle 2: 
Benefit must be to the public, or section of the public
Principle 2a 
The beneficiaries must be appropriate to the aims

Principle 2b 
Where benefit is to a section of the public, the opportunity to benefit must not be unreasonably restricted:

· by geographical or other restrictions; or 

· by ability to pay any fees charged

Principle 2c 
People in poverty must not be excluded from the opportunity to benefit

Principle 2d 
Any private benefits must be incidental

The principles of public benefit apply to all charities, whatever their aims. Each charity must be able to demonstrate that its aims are for the public benefit. Public benefit decisions are about whether an individual organisation is a charity and not about whether particular types of charity or groups of charities, as a whole, are for the public benefit.

Principles of Public Benefit

Principle 1: 
There must be an identifiable benefit or benefits
Principle 1a 
It must be clear what the benefits are
It must be clear what benefits to the public arise from carrying out a charity’s aims. Examples of different sorts of benefit include providing housing for the homeless or giving medical care to the sick. It should be possible to identify and describe the benefits provided but that doesn’t mean they must be able to be quantified or measured; non-quantifiable benefits will be taken in account as long as it is clear what they are.

Most benefits are self evident but sometimes we may need evidence depending on the type of benefit provided. Sometimes benefit can be shown by a consensus of objective and informed opinion. In some cases we may ask for evidence of independent, expert opinion from someone suitably qualified. It will usually be for the organisation’s trustees to provide evidence that their organisation’s aims are for the public benefit but we may sometimes need to check evidence from other sources.

Principle 1b 
The benefits must be related to the aims
Benefits must be related to the charity’s aims, so benefits which arise from the charity’s work that are not related to its aims will not be taken into account. Where a charity has more than one aim, each of those aims has to meet the public benefit requirement; it will not be enough if only some do.

Principle 1c 
Benefits must be balanced against any detriment or harm
Finally, benefits must be balanced against any detriment or harm which arises. Examples of detriment or harm could include something that is damaging to the environment or mental or physical health or encourages hatred towards others. In judging whether this detriment occurs, we would need to see real evidence; we will not just assume it. Where there is more detriment than benefit, or where the organisation has aims that are illegal or is a sham, it would not be charitable.

Principle 2: 
Benefit must be to the public, or section of the public
Principle 2a 
The beneficiaries must be appropriate to the aims
While this sounds like a statement of the obvious, who constitutes the ‘public’ or ‘a section of the public’ varies according to the charitable aims. Sometimes a charity’s aims are intended to benefit the public generally, sometimes a specific section of it. Who benefits, and how, will depend on the organisation’s aims. Considering who the charity’s aims are mainly intended to benefit is important when deciding whether the public benefit requirement is met.

It is not a simple matter of numbers, but the number of people who can potentially benefit must not be insignificant. The ‘class’ of people who can benefit must be sufficiently large or open given the charitable aim being carried out. The actual number of people who can benefit at any one time can be quite small as long as anyone who could qualify for the benefit is eligible. So, for example, it is fine to offer only a small number of rooms in a care home as long as anyone who is eligible to apply can be considered for those limited places.

It is important that the opportunity to benefit is not unreasonably restricted given the nature of the charity’s aims and the resources it has. If the benefit is to a ‘section of the public’, rather than the public generally, then the restrictions must be reasonable and relevant to the charity’s aims. If they are not, this will affect public benefit.

Principle 2b 
Where benefit is to a section of the public, the opportunity to benefit must not be unreasonably restricted:
· by geographical or other restrictions; or 

· by ability to pay any fees charged
Ways in which restrictions might apply to the ‘class’ of people who can benefit include geographical restrictions, those involving charitable need, such as poverty, age or ill-health, and those involving personal characteristics, such as gender, race or religion for example. We will consider the circumstances in each case when deciding whether that restriction is reasonable. At the extreme, charities must not be seen as ‘exclusive clubs’ that only a few can join. So, where the aims of a charity are more closed, inward-looking and exclusive, greater justification for the restriction may need to be provided.

Many different sorts of charities can, and do, charge for their services or facilities. Charities can charge fees that more than cover the cost of those services or facilities, provided that the charges are reasonable and necessary to carry out the charity’s aims, for example, in maintaining or developing the service provided. However, where, in practice, the charging restricts the benefits only to people who can afford to pay the fees charged, this may result in the benefits not being available to a sufficient section of the public.

Principle 2c 
People in poverty must not be excluded from the opportunity to benefit
The fact that the services will be charged for and therefore provided mainly to people who can afford to pay does not necessarily mean the organisation’s aims are not for the public benefit. However, if an organisation excluded people from the opportunity to benefit because they could not pay the fees, then its aims would not be for the public benefit. In particular, people in poverty must not be excluded from the opportunity to benefit. So it would not, for example, be enough to reduce very high fees slightly to enable more ‘middle income’ people to benefit, if people in poverty were still excluded from the opportunity to benefit.

In general, the lower the fees that are charged, the greater the opportunity there is likely to be for most people to have the opportunity to benefit. But where the fees charged are, of necessity perhaps, very high, then trustees of those charities will have to think about other ways in which people who cannot afford those fees can benefit in some material way related to their charity’s aims. This does not mean charities have to offer services for free, or offer concessions on fees, although clearly that would help. There could be other ways of benefiting people who cannot afford the fees in a way that is related to the aims. For example, one way of doing this might be an independent school working in partnership with a local state school, or an arts charity might broadcast concerts or operatic performances via TV or radio to a wider audience. What matters is that people unable to pay are not excluded from the opportunity to benefit, whether or not they actually choose to take up the opportunity.

Principle 2d 
Any private benefits must be incidental
Where people or organisations benefit from a charity, other than as a beneficiary, then those sorts of ‘private’ benefits must be incidental, which means they are a necessary result, or by-product, of carrying out the charity’s aims. Where private benefits are more than incidental this might mean the organisation is set up for private, rather then public, benefit and so might not be charitable.

Reporting on your charity’s public benefit

Charity trustees have a new duty to report in their Trustees’ Annual Report on their charity’s public benefit. The level of detail you will need to provide in your public benefit report will depend on whether your charity is above or below the audit threshold. An audit is required when a charity’s gross income in the year exceeds £500,000, or where income exceeds £100,000 and the aggregate value of its assets exceeds £2.8 million. Most charities already explain their activities in their Trustees’ Annual Report and so this information now needs to be set in the context of the charity’s aims to show how in practice the aims have been carried out for the public benefit.

Trustees will also need to confirm that they have had regard to our public benefit guidance where relevant

For smaller charities, below the audit threshold, trustees are required to include a brief summary in their Trustees’ Annual Report of the main activities undertaken in order to carry out the charity’s aims for the public benefit. Trustees can, of course, provide fuller public benefit statements if they wish.

For larger charities, above the audit threshold, trustees are required to provide a fuller explanation in their Trustees’ Annual Report of the significant activities undertaken in order to carry out the charity’s aims for the public benefit, as well as their aims and strategies. They are required to explain the charity’s achievements, measured by reference to the charity’s aims and to the objectives set by the trustees. It is up to the charity’s trustees to decide how much detail they want to provide to clearly illustrate what their charity has done in the reporting year to meet the requirement; the Commission will not be prescriptive about the number of words or pages needed. But a charity that said nothing on public benefit in its Trustees’ Annual Report, or produced only the briefest statement with no detail, would be in breach of the public benefit reporting requirement.

Assessing public benefit

The Charity Commission will assess whether the aims of all organisations applying to register as charities are for the public benefit. Charities that are already registered have to continue to meet the public benefit requirement. We will do this by carrying out research studies on the extent to which different types of charity are meeting the requirement and by working with representative professional and umbrella bodies and with users of those charities.

In some cases we may need to carry out detailed assessment of individual charities. Where that needs to happen we will advise the trustees on what needs to change in order to meet the public benefit requirement, and give clear reasons and advice on what happens next where it is not possible for the organisation to meet the requirement. No charity will be expected to make changes overnight and we will take reasonable account of how much time and resources might be needed by a charity that needs to make changes in order to meet the requirement. A charity or anyone affected by one of our public benefit decisions, that disagrees with it, can seek a review of that decision using our internal decision review procedures and, if they consider it necessary, can make a further appeal to the new Charity Tribunal and, ultimately, to the courts. However, by working constructively with charity trustees and undertaking extensive public consultation on our public benefit guidance, we would hope such circumstances would be rare.

For more information go to www.charitycommission.gov.uk/publicbenefit/default.asp
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Exempt and excepted charities
Current excepted charities (mainly religious charities, independent churches, scouts and guides) will in due course have to register.

· Initially this will apply to those with income > £100K

· Eventually it will apply to all.

Exempt charities can continue to be exempt if they have an approved regulator. If not they will also have to register. This applies to further education corporations, foundation and voluntary aided schools, most universities and some museums.

Trustee payments

Previously – no payments allowed unless express legal authority in either the governing document or via approval for charity commission or Court.
Now - Charities will be able to pay their trustees for providing goods or services as long as:

· the terms are set out in a written agreement;
· the amount is reasonable given the services provided by that person;
· the trustees are satisfied that the arrangement is in the best interests of the charity – this will usually mean that it will save the charity money or provide a better quality service;
· if more than one trustee is being paid, the benefiting trustees are a minority of the charity’s trustees;
· the governing documents of the charity do not contain anything that might prohibit the relevant person from receiving that pay; and
· trustees who stand to benefit take no part in any decision about the agreement.
Spending Permanent Endowment Funds

Smaller unincorporated charities (those with an annual income of £1,000 or less, or an endowment with a market value of £10,000 or less) will find it easier to spend permanent endowment that is not land held on trusts for specific uses. Larger unincorporated charities, however, will only be able to do so in particular circumstances and must have the Commission’s agreement.
2. SORP 2005 AND ACCOUNTING ISSUES
THE TRUSTEES REPORT

The paragraphs relating to the Trustees report have been completely rewritten. There are 7 sections to the new report.

	SORP 2005



	1.   Reference and administrative details of the charity, its trustees and advisers

	2.   Structure, governance and management

	3.   Objectives and activities

	4.   Achievements and performance

	5.   Financial review

	6.   Plans for future periods

	7.   Funds held as a custodian trustee on behalf of others


Reference and administrative details

Largely the same as the old Legal and Admin section BUT a new requirement to state the name of the Chief Executive Officer or other senior staff members to whom the day to day management of the charity is delegated.
Issue 1 – this gets omitted.

Structure, governance and management

This again contains much that was previously included under the old Legal and Admin section but a new requirement to state the policies and procedures adopted for the induction and training of new trustees. The objective here is to show that trustees have a good mix of skills and an understanding of charity’s objectives and those served by it.
Issue 2 – this gets omitted

In our experience this has resulted in organisations giving some serious thought to the training and equipping of their trustees.

The risk management statement should also be included in this section.

Objectives and activities - what you aim to do and how you aim to do it
This section is largely new and requires not only a statement of the charity’s aims and objectives but also the strategies and activities undertaken to achieve them. Where appropriate they should also disclose – 

· Grant making policies

· Programme related investment policy (non commercial charitable investments)

· More information to enable the reader to understand the contribution and role of volunteers. This information is NOT included in the SOFA but some measurement is helpful. This can be by means of an estimate of man/hours and an indicative value of the contribution. For most of our clients this has highlighted the enormous contribution of volunteers which I take as a real positive.
Issue 3 – volunteer information forgotten
Achievements and performance – how you got on
The report should contain a review of performance against objectives and is likely to contain both qualitative and quantitative information. “It may be helpful to identify any indicators, milestones and benchmarks against which the achievement of objectives is assessed by the charity.” E.g. tickets sold, people helped, seminars run.
Financial review

Little change here. Need to review the results and balance sheet position and link this to :
· Statement of the reserves policy. See later.
· Explanation of designated funds
· Explanation of funds in deficit and proposed action.
· Principal funding sources
· If investments are material state Investment policy with reference to ethical, social and environmental considerations.
Plans for future periods

Explain the plans for the future including the aims and key objectives it has set for future periods together with details of any activities planned to achieve them”

Don’t forget that one year on you must measure performance against this! Beware of being too bullish!
Funds held as custodian trustee on behalf of others
No real change here.

THE SOFA AND RELATED NOTES

The main change is to reinforce the principle that the SOFA should report incoming resources and expended resources by activity. The format is as follows :
	SORP 2005

	Incoming resources

	Incoming resources from generated funds – (enabling activities)
· Voluntary income

· Activities for generating funds

· Investment income



	

	Incoming resources from charitable activities – (actual charitable activities)
· Activity 1

· Activity 2

· Activity 3



	

	Other incoming resources – e.g. profit on sale of investments


	Total incoming resources



	Resources expended

	Costs of generating funds

· Costs of generating voluntary income

· Fundraising trading: cost of goods sold and other costs

· Investment Management costs



	Charitable activities

· Activity 1

· Activity 2

· Activity 3



	Governance costs

	Total resources expended


Income analysis 
· Note the distinction between income from activities to generate funds to enable charitable activities and those receivable from charitable activities.

· Also note split of voluntary and trading income in the heading “Incoming resources from generated funds”.

Practical note

· Grants for core funding or those in response to an appeal are voluntary income.
· Grants for services rendered are incoming resources from charitable activities. This would include project grants.

· Capital grants should be included in Incoming resources not deferred
Expenses analysis

Costs are now linked to activities so :
· Support costs are no longer to be shown separately but allocated to the relevant activity. They should be disclosed in the notes to the accounts together with an explanation of the basis of allocation.

· Management and administration costs are gone and replaced by Governance costs.

Practical note

Support costs note could look like – 

	
	Fund raising
	Fund raising
trading
	Activity 1
	Activity 2
	Basis of
allocation

	Management
	
	
	
	
	Text

	Finance
	
	
	
	
	Text

	IT
	
	
	
	
	Text

	Staff
	
	
	
	
	Text

	Property
	
	
	
	
	Text

	Total
	
	
	
	
	


Costs can be allocated by staff time, staff numbers, office space or any other reasonable method. BE CONSISTENT.

Governance costs are much narrower than Management and administration and comprise internal and external audit, legal fees for trustee advice, costs of trustee meetings and preparing statutory accounts.

ACTIVITY BASED REPORTING

What we have in the SORP is this clear focus on activity reporting :
· It starts in the Trustees report where the separate activities are referred to in the section on “objectives and activities”.

· It continues with the analysis of income by activity either in the SOFA or in the notes.

· It concludes with the analysis of expenses by activity either in the SOFA or in the notes.

There are also changes to the notes to give an analysis of the costs of each activity analysed as to :
· Grants paid – showing the split between grants to individuals and institutions

· Direct costs

· Support costs

The note could look like :
	
	
	Activities undertaken directly
	Grant funding
	Support
	Total

	Activity 1
	
	
	
	
	

	Activity 2
	
	
	
	
	

	Activity 3
	
	
	
	
	


Or

	
	Staff costs
	Other direct costs
	Grants to institutions
	Grants to individuals
	Support costs
	Total

	Activity 1
	
	
	
	
	
	

	Activity 2
	
	
	
	
	
	

	Activity 3
	
	
	
	
	
	


You can be flexible here as to the layout as long as all disclosures are made either in a table or a supplementary note.

Issue 4 – income to be analysed by activity not funder.
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year year
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Activity 3
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Cardiff City Council

Lottery

Europe

Sales


NB
While there is no requirement to analyse income by funder in the notes to the accounts many will want to do this in the interests of transparency and to support the disclosures that ARE required in the Trustees Report to disclose principal funding sources. However this analysis must be IN ADDITION to the analysis by activity.

Issue 5 – expenditure to be analysed by activity not according to expenditure type (rent, rates, insurances etc)

In our experience some charities are struggling to get to grips with this. Typical problems are :
· No clear link between TR and accounts. Sometimes the TR will do a good job of explaining what the activities are but the SOFA will not analyse income and expenses for those activities.

· Analysis is given of costs by their “natural” classification NOT according to the relevant activity.
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Issue 6 – cost allocation

Costs are to be allocated as follows – 

· Direct charitable activities

· Fund raising

· Support – and once quantified the support costs must then be allocated on a reasonable basis to the various activities, to fund raising or governance

· Governance – typically audit fees, legal advice for trustees, costs of trustee meetings and other costs associated with strategic management

Support costs – those costs which while necessary to deliver an activity do not of themselves constitute the output of the charitable activity. Typically central office costs, general management, IT, HR, finance, payroll. 

Case study – A charity runs a number of hostels for the homeless and has a counselling service. They have a modest office from where the charity is run and in which 2 rooms are set aside for the counselling service. How would you allocate the costs (show % splits) set out on the following page.
You estimate that 75% of the support costs are dedicated to the hostel activity, 5% to fundraising and the balance to counselling. 
	COST
	Activity 1 - hostels
	Activity 2 - counselling
	Support
	Govn.
	Fund raising

	Salaries and related costs of hostel staff
	
	
	
	
	

	Hostel repairs, rent and insurance
	
	
	
	
	

	Salary cost of project worker who splits time 50/50 between hostels and counselling
	
	
	
	
	

	Office rent and rates, assuming that counselling uses 25% of the office space.


	
	
	
	
	

	Audit costs
	
	
	
	
	

	Office IT
	
	
	
	
	

	General printing and stationery
	
	
	
	
	

	Fliers promoting the counselling service
	
	
	
	
	

	Salary of chief exec who spends 10% of his time counselling, 10% on strategic issues / attending trustee meetings etc, 50% supporting and training the hostel staff and the rest on admin.
	
	
	
	
	

	Costs of running supporters database.
	
	
	
	
	

	
	
	
	
	
	

	Total support costs
	
	
	XXX
	
	

	Support costs allocated 
	
	
	-XXX
	
	

	
	
	
	
	
	

	Grand total
	
	
	NIL
	
	


OTHER MATTERS

Balance sheets

Little change other than to suggest a columnar approach analysing by type of fund – unrestricted, restricted and endowment). This is not mandatory but if not done the disclosures will be required in the notes.

Income and expenditure recognition

The basic rule is that for income to be recognised there must be : 

· Entitlement – normally arises when receivable or when the charity’s right becomes  enforceable

· Certainty – reasonable certainty of receipt

· Measurement – monetary value can be easily measured

However there is more detailed guidance in a few areas.

Multi year grants payable

If there is an annual review process and there is a right to terminate then only recognise one year’s commitment. If there is no review process then bring in the liability for all years.

Performance related grants received
If the grant contains specific performance conditions then it is akin to a contract. Income should only be recognised to the extent that the services have been performed. If however the grant is more akin to a donation then immediate recognition is required.

In addition such performance related grants would most likely be treated as unrestricted income if any surplus can be kept – App 3.2 of SORP!

Small charity exemptions

Guidance is contained in Appendix 5 of the SORP. For those charities preparing accruals accounts but under the £250K income threshold there are reduced requirements which in summary mean :
· A natural not activity based classification of expenses can be used in the SOFA and related notes.
· The detail required in the Trustees report can be reduced to a minimum and covered by a more general summary approach. See Table 11 of the SORP.
However, full compliance is still encouraged.
Reserves Policies

The definition of reserves in SORP 2000 and CC19 has been changed slightly to introduce a little flexibility. 

The basic definition of what is commonly known as “free reserves” is “that part of the charity’s income funds that is freely available.” This definition used to exclude – 

· Permanent endowment funds

· Expendable endowment funds

· Restricted funds

· Designated funds

· Income funds that could only be realised by disposing of fixed assets held for charity 

SORP 2005 changes the above in that designated funds can (not must) be regarded as part of free reserves and charities may (not must) be able to view expendable endowment funds as part of reserves. The emphasis now is on flexibility and a consideration of the charity’s circumstances.

Guidance on this can be found on the CC website in CC19, RS3 and RS13. Links to NCVO publications and other sources can be explored.

What are reserves?

“..Income funds that are generally available” i.e. free reserves.

Issue 7 – Incorrect statement and calculation of free reserves

Case study - Beckham School of football

The school Balance Sheet can be summarised as :

[image: image5.emf]Fixed assets - new stadium 5,000,000

Bank balance 200,000

Other net current assets 100,000

5,300,000

Unrestricted funds 5,250,000

Restricted funds 50,000

5,300,000


Q1 – How much are the “free reserves”?

Q2 – You are told that every 5 years the stadium roof requires a major overhaul the cost of which is estimated to be £100,000. You are also told that Mr Beckham has agreed to cover all normal running costs for the next 5 years but the trustees are committed to 2 one off projects in the next year which could cost £50,000 in total. In the light of this further information how would you now calculate the free reserves and what designated funds might you set up?

Why are reserves needed?

· To fund working capital

· To fund unexpected expenditure arising out of e.g. project deficits, unplanned events, emergencies

· To fund income shortfalls

· To develop new functions / projects

· To underpin long term commitments

One way of thinking about reserves is to see them as being there to “buy some time” in the event of reduced income or changes in circumstances. Another way is to see them as protection in the “what if” types of scenario : 

What if : 

· My grant is 3 months late in arriving

· The roof needs replacing

· I want to embark on a new project

· Project 1 has cost overruns

· Etc etc 

2 approaches that are NOT recommended

· The Status Quo approach.  Look at the current level of reserves and create a policy to justify them. Often used if reserves are on the high side.
· The Armageddon approach.  Assume that the worst will happen and calculate the reserves needed to fund closure of all activities, redundancy for all staff, settlement of lease commitments etc.
A better approach

It is better to adopt a risk based approach and consider the following : 

· Where are we now?  Analyse existing funds / resources

· Could my income stop or drop?  Review all major income streams and assess their reliability.

· Can I control my expenditure?  Are any one off costs around the corner? How good have we been in the past at sticking to budget?

· What other risks / commitments do we have?  What new projects do we have to get going and what costs are likely to be involved?

What should the policy contain?

· WHY – the reasons why the charity needs reserves
· HOW MUCH – the level or range of reserves the trustees believe are needed
· HOW – the steps to be taken to attain this level (or maintain it) including an explanation of current reserve levels and designated funds
· REVIEW – arrangements for monitoring and review
Issue 8 – Lack of clear reserves policy, explaining why needed, how much needed and how it will be attained.
Case study – Gazza’s drop in Centre

Reserves policy – In accordance with Charity Commission guidance the trustees believe that the Centre should have reserves of £500,000 being equivalent to 12 months running costs plus the total of unexpired lease obligations. Current reserves are £240,000.
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Balance sheet

Fixed assets - property 300,000

Debtors 20,000

Bank balance 100,000

Creditors -30,000

Property loan -150,000

240,000

Unrestricted funds 190,000

Restricted funds 50,000

240,000


In what ways is the above reserves policy deficient? Use the following reserves policy checklist to help you.

	Question
	Yes / No
	Comment



	Clear explanation of why reserves are needed?


	
	

	A statement as to the level of needed reserves?


	
	

	Explanation of current reserve levels based on the accounts including comment on those funds that have been designated


	
	

	If there is a difference between current reserves and desired reserves, an explanation of how the gap is to be bridged and on what timescale


	
	

	Explanation of plans to review the policy.


	
	


Issue 9 – Various errors to do with funds
· Failure to explain the nature and purpose of each restricted fund. As well as listing the fund balances some narrative is needed as well!!
· Q. When does the restriction cease?  A. When the terms of the restriction are fulfilled. If funds are provided to buy a minibus then once the minibus is acquired then the restriction is fulfilled and the fund can be transferred to unrestricted. However if the funds were to both buy a minibus and use it on the Elder Care project then the restriction continues after acquisition and until the minibus “dies”.
· Confusing funds with activities. Funds and activities are not the same. A restricted fund may arise within an activity or it may straddle activities.  E.g. a donation could be made to cover the costs of a particular project being just one of a number of projects being run as part of a main activity. 

· Confusing projects with activities. Activities represent broad areas of operation within which many projects are undertaken. E.g. A charity may run counselling services (the activity) but these activities may take place in a number of locations (the projects). There is no need to disclose project income / expenditure in the accounts, merely activity detail. 
Issue 10 – Bad spelling!!

· Principal activities

· Principal funders

· Governing principles

ANSWERS TO CASE STUDIES

Beckham School of Football

Q.1 – The free reserves are calculated as to Unrestricted funds (£5250K) less fixed assets (£5000K) – i.e. £250K.

Q.2 – 
Designated fund re roof - £20K set aside each year for 5 years 

£20K


Designated funds re projects needing subsidy



£50K


Designated fund re property





£5000K


Restricted funds






£50K


Balance being “free reserves”





£180K

Gazza’s drop in Centre

· No explanation of why reserves needed – e.g. to fund unexpected decreases in income or increases in costs, timing issues re grant funding etc.
· A statement is made as to the required level but the CC do not suggest 12 months running costs. Little thought seems to have gone into this!
· Current reserves not explained. Total reserves are £240K but “free reserves” are £40K; being unrestricted funds (£190K) less equity in property (£150K).
· No undertaking to review policy
Cost allocation – hostels for homeless

	COST
	Activity 1 - hostels
	Activity 2 couns’ing
	Support
	Govn.
	Fund raising

	Salaries and related costs of hostel staff
	100
	
	
	
	

	Hostel repairs, rent and insurance
	100
	
	
	
	

	Salary cost of project worker who splits time 50/50 between hostels and counselling
	50
	50


	
	
	

	Office rent and rates, assuming that counselling uses 25% of the office space.
	
	25
	75
	
	

	Audit costs
	
	
	
	100
	

	Office IT
	
	
	100
	
	

	General printing and stationery
	
	
	100
	
	

	Fliers promoting the counselling service
	
	100
	
	
	

	Salary of chief exec who spends 10% of his time counselling, 10% on strategic issues / attending trustee meetings etc, 50% supporting and training the hostel staff and the rest on admin.
	
	10
	80**
	10
	

	Costs of running supporters database.
	
	
	
	
	100

	Total support costs
	
	
	xxx
	
	

	Support costs allocated
	75
	20
	-100
	
	5

	
	
	
	
	
	

	Grand total
	
	
	Nil
	
	


** Some may have allocated 50% to hostels but I take the view that the support and training of hostel staff is a support not direct cost. It is not a “front end” cost to do with delivering the output to the beneficiaries. However the allocation of support costs must reflect the CE’s time spent on this support / training of hostel staff.

A similar issue may arise with a Head teacher whose time could be split as to delivering lessons (direct), presenting the public face of the school to parents / pupils (assemblies, concerts etc.) (direct), pastoral support of teachers (support).

DO MY ACCOUNTS COMPLY WITH THE SORP?

TEN POINT CHECK OF OWN ACCOUNTS
	PART OF ACCOUNTS

	SECTION
	QUESTION – Have you disclosed?
	YES/ NO



	Trustees report
	Reference and admin
	Details of Chief Exec officer or senior management team


	

	
	Structure, governance and management


	Policy for induction and training of new trustees
	

	
	Objectives and activities
	Information on contribution and role of volunteers – number of man hours / value


	

	
	Financial review
	Clear reserves policy. Explaining why needed, how much needed and how it will be attained.


	

	
	
	Correct statement and calculation of “free” reserves within reserves policy


	

	SOFA & notes
	Income note
	Income analysed by activity not just by who provided funds


	

	
	Expenditure note
	Expenditure analysed by activity not according to expenditure type (rent, rates etc)


	

	
	Expenditure note
	Analysis of support costs and explanation of how allocated to activities


	

	
	Funds note
	Explained nature and purpose of each restricted fund


	

	Trustees report
	Financial review
	Correctly spelt principal (not principle) in analysis of principal funding sources 


	


TAX UPDATE

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
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 Donation 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 - Stephen
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!!

11. GIFT AID AND TAX RATES
For 2008/9 the basic rate of tax reduced from 22% to 20%. This had a potentially serious affect on gift aid recoveries.


[image: image7.emf]Old New

Net donation 10000 10000

Gross equivalent 12821 12500

Gift aid tax recovery 2821 2500

% drop in tax recovery 11.4%

Higher rate relief for higher rate taxpayer 2308 2500

Net cost of gift to higher rate taxpayer 7692 7500

Saving for higher rate taxpayer 192


BUT

Transitional relief applies for 3 years to 5/4/2011.

The effect of the relief is to put the charity in the same position as if the tax rate were 22% not 20%.
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		Fixed assets - new stadium														5,000,000

		Bank balance														200,000

		Other net current assets														100,000

																5,300,000

		Unrestricted funds														5,250,000

		Restricted funds														50,000

																5,300,000
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		Gazza's drop in Centre

		Balance sheet

		Fixed assets - property												300,000

		Debtors												20,000

		Bank balance												100,000

		Creditors												-30,000

		Property loan												-150,000

														240,000

		Unrestricted funds												190,000

		Restricted funds												50,000

														240,000






