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PRELIMINARIES

These notes are intended to cover the main areas of the SORP changes as they impact on charities. They cannot be comprehensive.

I have tried to cover areas that affect most charities. I have glossed over or totally omitted areas of limited application. 
The SORP : 

· Runs to 104 pages

· Has 449 paragraphs

· 6 Appendices

· 11 Tables

The SORP should be consulted on all issues arising, NOT these notes. You must get a copy!
Useful resources include

· Charity commission website   www.charity-commission.gov.uk
· Preparing Charity Accounts
CCH
· Charities Industry and Accounting Guide
CCH
· Tolley’s Charities Manual
Lexis
· Example reports and accounts – CC website
· Watts Gregory LLP - Free Helpline
Please feel free to ask questions as we go through. If I can answer them quickly I will. If not we will “bank” them and try and pick them up at the end or over coffee. This will give Julia time to research them while I continue to speak.
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.
INTRODUCTION
The new SORP was issued on 4 March 2005 and is mandatory for periods beginning after 1/4/05.  It was therefore effective for 31/3/06 year ends.  Early adoption was encouraged.

In its final form the SORP has taken on board a lot of comment made during consultation and is regarded as “much improved” on the ED issued in 6/04.  It is clear and crisp!

The introduction in the SORP is well worth a read.  It highlights certain important points : 

· Numbers are not enough!  A set of accounts without explanation and narrative is of limited value.  Hence the importance of the Trustees Report. Most now running to 7+ pages.
· Users of accounts want to understand the activities and achievements of the charity.  This cannot be communicated solely by numerical information.

· Charities have a duty of public accountability and stewardship.  The preparation of the Trustees Report is one of the means by which the trustees discharge this duty and explain their objectives, strategies, activities and achievements.
· Aim is not to have a “bare minimum” annual report with real communication being done by other means.
2.
SO HOW DID SORP 2005 CHANGE THINGS?

· It substantially changed the Trustees report and increased the disclosures needed. It has become bigger and, hopefully, better. There has been much more focus on the analysis and reporting of objectives and achievements.
· It focuses the financial information on the activities undertaken by a charity. This in the main impacts on the SOFA and related notes. These should link income with the related cost categories.

· It tidied up and clarified aspects of the old SORP and took on board changes in accounting practice over the last 5 years.
3. 
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


3.1
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.

3.2
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.
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.

3.3
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.
3.4
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.
3.5
Financial review

Little change here. Need to review the results and balance sheet position and link this to :
· Statement of the reserves policy. 

· 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.

3.6
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!
3.7
Funds held as custodian trustee on behalf of others

No real change here.

4. 
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.
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.

For examples of the disclosure implications of this see the appendices showing extracts of accounts for – 

· Priory of England and the Islands (St John’s Ambulance)

· Arts Theatre Trust Ltd
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.
5. 
OTHER MATTERS
5.1
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.
5.2
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!
5.3
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.
5.4
Reserves

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

This will be covered in section 7 below.
5.5
Changes not covered

· Heritage assets – omission from balance sheet

· Programme related investments – non commercial, charitable investments must be shown separately in the accounts.

· FRS17 – Retirement benefits

6. 
ACTION POINTS
Trustees – enhancing the words
· The Trustees report is YOUR report. Do not rely on the auditors.
· Think in advance of what you want to say to make it meaningful and helpful to those who will read it :
· Are you clear on the charity’s aims and objectives?
· Can you state these succinctly?
· What are the key activity areas to report on and analyse?
· Do you have trustee induction procedures?
· Do you have suitable risk management procedures?
· When did you last review your reserves policy? Are reserves adequate, inadequate and why?
· Can you explain the need for and quantum of designated funds?
· Can you quantify and explain the contribution of volunteers?
Finance managers – presenting the numbers

· Are you clear on the activities to report on and how to get the information?

· How will you define and allocate support costs?

· Are you clear on income recognition issues? Have you reviewed the nature of grant income for performance related conditions?

· Are all accounting policies clearly explained in the accounts?

If there are issues please address them early with us as it is very time consuming and costly amending accounts after they have been drafted.

7. 
PRACTICAL PROBLEMS IN APPLYING THE SORP

In the main it is our experience that compliance with the SORP is pretty good but there are some problem areas and it has to be said that there are a few organisations and auditors who seem to be unaware of the new rules. 
The areas that we will address are :
· Reserves policies

· Activity based reporting

· Cost allocations
7.1
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.

Case study - Beckham School of football
The school Balance Sheet can be summarised as :

[image: image3.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
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.


[image: image4.emf]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


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.

	
	


7.2
ACTIVITY BASED REPORTING

A feature of SORP 2005 is the emphasis on activity based reporting. The implications are that :
· The Trustees report should clearly state the main activities of the charity within the section “objectives and activities”

· The SOFA or the related SOFA notes should analyse income and expenditure by activity.

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.


[image: image5.emf]Correct analysis

Other

Cost of charitable activities Staff  direct Grants Support Total

Activity 1

Activity 2

Activity 3



[image: image6.emf]Incorrect analysis This Last

year year

Project salaries

Admin salaries

Rent

Rates

Travel

etc


Similar problems arise with the analysis of income in that it is being analysed by donor/funder not by activity.


[image: image7.emf]Correct analysis

Incoming resources from charitable activities This Last

year year

Activity 1

Activity 2

Activity 3



[image: image8.emf]Incorrect analysis This Last

year year

Welsh Assembly Government

Arts Council for Wales

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.

Other similar issues

· 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 project). There is no need to disclose project income / expenditure in the accounts, merely activity detail. 

7.3 
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
	
	


8.
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
	
	
	
	10
	

	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).

Whatever you do BE CONSISTENT
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