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1. CHARITIES ACT 2006

The Charities Act 2006 finally achieved Royal Assent in late 2006 when the
Charities Bill 2005, which replaced the 2004 Bill lost for the General Election was
passed. The Act will be implemented over the next 1 to 2 years, and effects a
number of quite significant changes on the sector.

1.1 New Charitable purposes

The Act includes a new definition of a charity, and a definition in statute for the first
time of charitable purposes, which have previously largely been determined
according to case law. Section 1 of the Act defines a charity as an institution which
is established for charitable purposes only and falls to be subject to the control of
the High Court in the exercise of its jurisdiction with respect to charities. This
definition applies in England and Wales only.

The new range of charitable purposes wider than the existing law — running to 12
specific purposes forms part of the definition of charitable purposes, but is qualified
by the requirement that the purpose is for the public benefit as defined by Section 3
of the Act. Thus, all charities will in future have to satisfy a “public benefit” test,
rather than certain purposes being deemed to be for the benefit of the public as
now.

The new range of purposes is :

(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;

() 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;

() 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;

() the promotion of the efficiency of the armed forces of the Crown, or of the
efficiency of the police, fire and rescue services or the ambulance services.

1.2 The public benefit test

Every purpose listed above must also be tested to ensure that the purpose is for the
public benefit in the way the charity applies it. This means that many existing
charities, which exist for the purposes of
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e The relief of poverty
e The advancement of education or
e The advancement of religion

will no longer automatically be granted charitable status on the basis of their aims
alone. All charities will have to satisfy the public benefit test, and demonstrate the
nature of the benefit and the breadth of likely beneficiaries to achieve charitable
status.

The determination of whether public benefit is satisfied rests with the Charity
Commission, which is required by the Act to produce guidance on the operation of
the public benefit test under Section 4 of the Act. The guidance will thus have
statutory effect, and adequate public consultation is necessary before the final
guidance is issued or revised. Trustees are required by Section 4(6) to have regard
to such guidance when exercising any powers to which the guidance is relevant.

It is clear that some charities are considering whether meeting the public benefit test
is in their best interests and whether, in fact they may lose charitable status and
start to operate as a commercial concern. This particularly applies to some fee
paying schools, who may find it difficult to meet the test.

1.2.1 Guidance on public benefit

Guidance has been issued by the Charity Commission on public benefit, which is
designed to support trustees in meeting the requirements. This guidance has
statutory force, as it is required to be available under the Act. A summary of the key
points follows :

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
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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.
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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.
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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.

1.2.2 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
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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.

1.2.3 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.

1.3 Charity Commission

The Act establishes the Charity Commission as a statutory body, and sets out the
objectives and powers of the Commission. The various statutory duties of the
Commission are described in detail, and a wide range of specific powers that may
be exercised by Charity Commissioners.
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1.4 The Charity Tribunal

The Act also establishes a statutory appeal body called the Charity Tribunal.
Charities may appeal to the Tribunal on a range of issues, and the powers and
operation of the Tribunal are governed by Section 8 of the Act which inserts new
Sections 2A to 2D in the 1993 Act.

Schedules 3 and 4 of the Act set out the matters on which charities may appeal to
the Tribunal, which are essentially the exercise of most of its statutory powers by the
Charity Commission. Most Orders of the Commission and Decision of the
Commission under existing and new charity statute can be appealed to the Charity
Tribunal.

The Tribunal does have the power to award costs, but under new Section 2B(6) and
(7). Generally speaking costs will only be awarded when any party to the
proceedings has acted vexatiously, frivolously or unreasonably. Costs may also be
awarded against the Commission if the decision, direction or order of the
Commission before it is held to be unreasonable.

1.5 Reqistration of charities

The sections in Charities Act 1993 with regard to the registration of charities are
replaced in toto by new sections in the Act, forming Section 9 of this Act, and
replacing Section 3 of the 1993 Act with new Sections 3, 3A and 3B.

The exemption allowing small charities not to be registered if they so choose is
extended to charities with gross income of less than £5,000. The present
requirement that such a charity does not have the use or occupation of land is
dropped. The sum set may be revised by Order designed to reflect inflation, or to
extend the exemption. It is also possible for the original legislation to reflect the new
limit by Order before the commencement of this part of the Act. This measure is
already in force applying to charities seeking registration with effect from 23 April
2007.

1.6 Exempt charities

The Act changes the list of exempt charities in Schedule 2 of the 1993 Act, but more
importantly introduces additional regulation on exempt charities through Schedule 5
to the 2006 Act. This Schedule largely extends to exempt charities some of the
powers of the Commission to act for the protection of charities in existing law (the
1993 Act). Certain powers, such as the power to call for documents in Section 9 of
the 1993 Act specifically exclude exempt charities. The following powers in the 1993
Act are amended so that they apply in full or in part to exempt charities for the first
time :

e Power to require change of name under Section 6
e Power to institute enquiries
e Power to call for documents
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e Concurrent jurisdiction of the Commission with the High Court under Section
16

e Power to act for the protection of charities under Section 18

e Powers to give directions about dormant bank accounts under section 28

e Other powers under Section 33 (proceedings by persons other than the
Commissioners) and 74 (power to order disqualified persons to repay sums
received from the charity).

However, the Charity Commission must consult the principal regulator of the exempt
charity before exercising any power in relation to an exempt charity. The Act places
a statutory obligation on the principal regulator to do all that it can reasonably do to
promote the compliance objective (set out in Section 13(3) of the 2006 Act.

The compliance objective is to promote compliance by the charity trustees with their
legal obligations in exercising control and management of the administration of the
charity.

1.7 Audit and Independent Examination

The Act provides for changes to the requirements for audit or examination of the
accounts of charities which are not companies as follows :

(a) The audit threshold rises to gross income of £500,000, and the test is
performed on a single year basis. There will also be a mandatory audit if the
income is below £500,000 but over the accounts threshold (previously
£100,000) and the gross assets of the charity exceed £2.8 million.

(b) The requirement for accounts to be examined by an independent examiner
remains where the charity’s gross income in the year exceeds £10,000;

(c) Independent examiners for charities with gross income of over £250,000 will
have to be an independent person who is a member of a body specified in
Section 249D(3) of the Companies Act 1985 as a reporting accountant, or a
member of CIPFA, or a fellow of the Association of Charity Independent
Examiners.

The Act also amends the requirements on charitable companies regarding audit or
reporting accountant’s report in Section 32 as follows :

(a) The requirement for an accountant’s report will apply to companies with
turnover below £500,000 but over £90,000, and the balance sheet total test
has been revised from £1.4 million to £2.8 million.

(b) Section 33 of the Act inserts a “whistle blowing” obligation for auditors of
charities which are companies. This imports the requirements detailed below,
which now form Section 44A of the 1993 Act into the company environment.
There is no such requirement to report for reporting accountants under
Section 249B.

These new limits are already in force having come into effect for accounting
periods commencing on or after 27 February 2007.
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1.8 Reporting obligations : auditors and examiners

Anyone reporting under Section 43 of the 1993 Act as either an auditor or
independent examiner under that section, has an obligation to report certain matters
to the Commission. This new section 44A supplements the requirements of the 1993
Act with regard to what is commonly known as “whistleblowing”.

If in the course of acting in his capacity as auditor or independent examiner the
person becomes aware of any matter :

(a) which relates to the activities or affairs of the charity or of any connected
institution or body, and

(b) which he has reasonable cause to believe is likely to be of material
significance for the purposes of the exercise by the Commission of its
functions under Sections 8 or 18 ,

he must immediately make a written report on the matter to the Commission.

If such a person, in the course of acting in his capacity above becomes aware of any
matter :
(a) which does not appear to him to be one that he is required to report as
above, but
(b) which he has reasonable cause to believe is likely to be relevant for the
purpose of the exercise by the Commission of any of its functions

he may make a report of the matter to the Commission.
The requirement or power to report does not cease when the auditor or examiner
ceases to act, provided the matter came to his attention in the course of exercising

his duties while still engaged.

1.9 Group Accounts

Schedule 6 of the Act sets out requirements as regards group accounts, introducing
new Schedule 5A into the 1993 Act. This is expected to commence later in 2007.

Paragraph 3 of the Schedule requires the preparation of group accounts by the
trustees of any charity which is a parent charity as defined. A parent charity is one
which would be treated as a parent undertaking by company law (specifically section
258 of and Schedule 10A to the Companies Act 1985), were it a company, but is not
a company. Thus the schedule requires the preparation of group accounts by
unincorporated charities.
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Group accounts are defined by paragraph 3(3) as consolidated accounts relating to
the group and complying with such requirements as to form and content as are
specified in Regulations which are yet to be issued. Group accounts will be required
in addition to accounts of the parent charity as an entity, and accounts comprising
receipts and payments accounts and a statement of assets and liabilities will not be
acceptable for a parent charity, irrespective of the amount of gross income of that
charity.

Paragraph 4(2), however permits there to be an exemption from the preparation of
group accounts for a charity when the aggregate gross income of the group does
not exceed a specified sum (as yet not determined). Regulations will also prescribe
circumstances in which a subsidiary undertaking may or must be excluded from the
group accounts so prepared.

Regulations will set gross aggregate income limits which will require the audit of
group accounts of charities. An audit of the group accounts will also be required if
the gross income of the parent charity exceeds the individual charity audit threshold,
irrespective of the amount of the aggregate gross income and the threshold applying
to this amount. Where there is a group accounts audit requirement, this will in turn
trigger a requirement for the parent charity accounts to be audited, even where the
is no such requirement by reference to the gross income of the parent charity.
Group accounts auditors have the same reporting responsibilities as the charity
auditors or examiners.

1.10 Charitable Incorporated Organisations

This new entity is to be known as a CIO, and is dealt with by Schedule 7 of the Act.
The idea is to allow for an alternative method of incorporation, rather than
registering as a company under the Companies Acts. Companies registered under
the Companies Acts, and Registered Industrial and Provident societies will be able
to convert to CIO status by going through and application process. Currently
registered charities will also be able to change status, by transferring their property
to a ClO.

1.11 Remuneration of trustees

For the first time the Act includes statutory powers to permit the payment of trustees
who provide services to a charity. Section 36 inserts Section 73A into the 1993 Act,
controlling payment under these circumstances. This requires remuneration paid to
a charity trustee or person connected to a charity trustee to meet four conditions, A
toD:

A The amount or maximum amount of the remuneration
(a) is set out in an agreement in writing between the charity or its trustees
and the relevant person, under which the relevant person is to provide the
services in question to or on behalf of the charity, and
(b) does not exceed what is reasonable in the circumstances for the provision
by that person of the services in question.
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B Before entering into the agreement the charity trustees decided that it would
be in the best interests of the charity for the services to be provided by the
relevant person to or on behalf of the charity for the amount or maximum
amount of remuneration set out in the agreement.

C If immediately after the agreement is entered into there is in the case of the
charity more than one trustee, and is
(a) a person in respect of whom such an agreement is in force, or
(b) a person who is entitled to receive remuneration from the charity other
than under such an agreement, or
(c) a person connected with such a person

then the total number of them constitute a minority of the persons holding
office as a trustee of the charity at that time.

D The trusts of the charity do not contain any express provision that prohibits
the relevant person receiving the remuneration.

Trustees covered by such an agreement may note vote on or otherwise act in
respect of any decision in relation to the agreement. Essentially the above is
intended to create a statutory basis for a professional charging clause or similar,
rather than charities having to seek individual approval from the Commission to
make such provision in their Governing Document. This provision, in particular,
cannot be used to pay trustees remuneration as employees of the charity.

1.12 Commencement dates

The Charity Commission has released an implementation timetable for the main
provisions of the Act, as follows :

First Commencement Order — early 2007
The main provisions that will be commenced by this Order will be:

e The new Charity Commission, its objectives, functions and duties (sections 6
& 7, schedules 1 & 2).

e The requirement for the Commission to develop guidance and consult on the
public benefit test (section 4).

e Interim changes to the registration threshold for small charities — which will be
followed by an order to increase the threshold to £5,000 annual income
(section 10).

e The relaxation of publicity requirements relating to schemes (section 22).

e The participation of Scottish and Northern Irish charities in Common
Investment and Deposit Funds (section 23).

e Changes to the audit thresholds for unincorporated and incorporated
charities (sections 28 & 32).

e The power for the Commission to determine the membership of a charity, and
the power for the Commission to enter premises and seize documents under
a warrant (sections 25 & 26).
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Changes to the restrictions on mortgages of charity land (section 27).

Waiver of trustee’s disqualification and the power for the Commission to
relieve trustees and auditors from liability for breach or trust or duty (sections
35 & 38).

The ability for charities to purchase trustee indemnity insurance (section 39).
The power for unincorporated charities to modify powers or procedures
(section 42).

The reserve power to control fundraising by charitable institutions (section
69).

Powers for Secretaries of State, the Minister for the Cabinet Office, and the
National Assembly for Wales to give financial assistance to charitable,
philanthropic or benevolent organisations (sections 70 & 71).

Second Commencement Order — second half of 2007

The main provisions that will be commenced by this Order will be:

Provisions relating to mergers of charities (section 44).

Statements indicating benefits for charitable institutions, professional
fundraisers, and commercial participators (sections 67 & 68).

Provisions relating to audit and accounting for charities, including group
accounts and changes to the accounting regime for small charitable
companies (sections 29, 30, 31, 33, and an order under section 77, and
schedule 6).

Third Commencement Order — early 2008

The main provisions that will be commenced by this Order will be:

The new definition of charity and the public benefit requirement (sections 1,
2,

3, and 5).

The Charity Tribunal (section 8 and schedules 3 & 4).

New powers for the Charity Commission — to remove or suspend trustees
from membership of a charity, to give specific directions for the protection of
charity property, to direct the application of charity property, and to give
advice and guidance (sections 19, 20, 21 and 24).

Remuneration of trustees providing services to a charity (sections 36 & 37).
Powers for unincorporated charities to transfer all property, to replace
purposes or to spend capital (sections 40, 41 & 43).

The Charitable Incorporated Organisation (section 34 and schedule 7).
Changes to Cy Pres occasions and Schemes (sections 15 to 18).
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Exempt and Excepted Charities

Provisions relating to the registration of certain ‘excepted’ charities, and provisions
relating to ‘exempt’ charities, are not expected to come into force before 2008. This
will enable those charities, the proposed principal regulators of exempt charities,
and the Charity Commission, time to prepare for the changes (parts of section 9,
sections 11 to 14, and schedule 5).

While the Charity Commission is registering the large numbers of formerly excepted
and exempt charities that it will have to register, the current law which enables the
Charity Commission to exercise its discretion in relation to applications for voluntary
registration will continue in force. Once those excepted and exempt charities that
are required to register have been registered, the provision in the Act requiring the
Commission to register charities that apply for voluntary registration will be
commenced.

Other commitments

There were several other commitments made during the passage of the Charities
Bill:

e Preparation of a plain English guide to the Act, aimed particularly at small
charities. We are working closely with the Charity Commission to produce
this, and expect to publish it early in 2007.

e Consolidation of charity law will be a matter for the Law Commission. While
we can’t speak for the Commission we understand that it has accepted into its
work programme the consolidation of charity statute law. We anticipate that
much of the preparatory work will be done during the current session of
Parliament but that the consolidation Act or Acts probably won't be enacted
until the next session.

e A review of the financial thresholds in the Charities Acts, to take place within
a year of Royal Assent. The aim of the review will be to determine what scope
there is for raising or simplifying existing thresholds. The thresholds can be
changed by an order made by the Minister.

e A review of existing Secondary Legislation under the Charities Acts 1992,
and 1993, with a view to identifying whether any existing regulations can be
simplified.

e A review of the impact of the public benefit requirement within three years of
the public benefit requirement coming into force.

e An evaluation of the impact of the Charities Act 2006 within five years of
Royal Assent is required by section 73. Ministers would appoint the person to
undertake the review, which would report to Parliament on the impact of the
Act.
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2. CHARITY ACCOUNTS - REFRESHER — LEGISLATIVE BACKGROUND

2.1 Leqislative provisions

The law regulating accounting and audit of charities is contained in Sections 41 to
49 of the Charities Act 1993 (as modified by the 2006 Act). These sections were
amended almost on the introduction of the 1993 Act, by some deregulatory changes;
these are noted in the text below. Most of this law does not apply to charitable
companies (details below) and exempt charities are not subject to the standard
accounting and reporting regime.

The detailed Regulations in this area are The Charities (Accounts and Reports)
Regulations 2005 (SI 2005 No 572) which give more information on form and
content of accounts, appointment and removal of auditors and wording of the audit
report.

2.2 Annual accounts (S42)

The trustees are required to prepare an annual statement of accounts in respect of
each financial year of the charity, and this statement of accounts must comply with
the form and content requirements included in regulations. This requirement is
contained in Section 42(1), and these accounts are often referred to by this
statutory reference. For the purposes of this course these accounts will be referred
to as “full accounts”, to distinguish them from “cash accounts” described in the next
paragraph.

Trustees of small charities with gross income in a financial year of less than
£100,000 may alternatively elect to prepare :

(@) areceipts and payments account, and
(b)  a statement of assets and liabilities,

rather than full accounts as required by the regulations. These accounts will need
to comply with the Charity SORP in principle, but there is good guidance explaining
how the SORP should be applied in these cases, with a separate publication
available to assist. As regards legal “form and content” there is none, other than
the wording set out above : the regulations do not deal with accounts in this form at
all. Compliance with the law for charities preparing accounts under Section 42(3) is
therefore a matter of being entitled to and then preparing the statements required.
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2.3 Audit of accounts (S43)

2.3.1 Accounting periods commencing before 27 February 2007

The accounts of a charity must be audited if the charity exceeds the income and
expenditure thresholds in any of the current or the two preceding financial years.

The thresholds are described as "gross income or total expenditure”, and the
threshold is £250,000. The audit must be carried out by a person who is authorised
as a company auditor (that is, a registered auditor), but regulations may also
specify holders of alternative qualifications eligible to act as charity auditors.

Where a smaller charity is outside the income and expenditure thresholds, the
trustees may elect for the accounts to undergo an independent examination rather
than an audit. In such a circumstance the examiner must be "...an independent
person who is reasonably believed by the trustees to have the requisite ability and
practical experience to carry out a competent examination of the accounts.” It is
important to note that the requirement for audit applies irrespective of the financial
limits, but trustees of smaller charities may “opt out” of audit by deciding to go for
independent examination. Thus charities which are below the legal requirement for
audit but are still audited (whether as a requirement of their governing document or
otherwise) are audited on the same terms as larger charities. There are therefore
very few non statutory audits of unincorporated charitable bodies.

The Charity Commissioners may require accounts of a smaller charity to be audited
if they consider it desirable, and may appoint auditors if the trustees fail to do so, in
which case the trustees become personally liable for their fees.

2.3.2 Accounting periods commencing on or after 27 February 2007

The amended provisions of the Charities Act 2006 have been implemented. This
means that and audit is required if :

e Gross income exceeds £500,000, or
e Gross assets exceed £2.8 million and gross income exceeds £100,000.

The test is performed on a single period basis, unlike the position before the
change.

If no audit is required then the accounts may alternatively be examined, but when
the gross income exceeds £250,000 this must be done by a professional accountant
(see details above).

2.4 Annual report (S45)

The trustees must prepare and file with the Charity Commissioners an annual
report in respect of each financial year of the charity. This must be filed within 10
months of the year end.
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The report must contain :

"(@) such a report by the trustees on the activities of the charity during the year,
and
(b) such other information relating to the charity, to its trustees or officers,

as may be prescribed by regulations..”

The annual report must have attached to it the statements of accounts prepared
under section 42 (whichever option is followed), together with an auditors report on
the accounts or statements, if they have been audited, or the report of the
independent examiner on those statements.

Charitable companies must include accounts prepared under the Companies Act
1985 and the report of the auditor on those accounts in place of accounts prepared
and audited or examined under the Charities Act.

2.5 Exemptions and exceptions

2.5.1 Exempt Charities (S46)

Exempt charities are not required to comply with any of the above. Section 46
requires that the trustees "..keep proper books of account with respect to the affairs
of a charity."

If not required by any other authority, trustees of exempt charities must prepare
consecutive statements of account consisting on each occasion of an income and
expenditure account relating to a period of not more than 15 months and a balance
sheet relating to the end of that period.

2.5.2 Excepted charities

Charities excepted from registration by S3(5) of the 1993 Act and not registered
need not prepare and file an annual report unless directed to do so by the Charity
Commissioners.

2.5.3 Very small charities

Under a deregulatory measure introduced after the Act was finalised, charities with
income and expenditure below £10,000 need not be audited or examined, nor need
they prepare a full annual report. No accounts are filed with the Charity
Commission unless these are requested. Small charities should, however prepare
accounts, and follow the necessary guidance issued by the Charity Commission on
Receipts and Payments accounts. From 27 February 2007 (accounting periods
commencing), Charities Act 2006 amended this exemption to apply only to income
of £10,000. So charities with income below £10,000 in any period will not need to
file accounts.
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2.5.4 Charitable Companies

Charities which are registered as companies under the Companies Act 1985 are
subject to company law instead of most of the foregoing. The only extra requirement
on companies over and above the requirements of company law is the filing of the
annual report with the Charity Commission, as required by Section 45 of the
Charities Act 1993.

For accounting periods starting on or after 1 April 2008, charitable companies can
instead choose to be subject to independent examination. Charitable companies are
only subject to audit under company law if they exceed the Companies Act
thresholds. Instead the scrutiny rules applying to charities apply to companies under
the audit threshold in the Companies Acts. So a company charity will need an audit
under charity law if it exceeds the charity law thresholds of :

e Gross income over £500,000, or
e Gross assets over £2.8m and gross income over £100,000.

Where an audit is not required under the Companies Act the directors must provide
a specific statement that says that the company is exempt from the requirements for
a Companies Act audit. Companies House offers guidance about the format the
statement should follow.

Unless the Articles of Association specifically require an audit, charitable companies
may have an independent examination instead of an audit for accounting periods
beginning on or after 1 April 2008 where:

e gross income does not exceed £500,000; and
« Wwhere gross income exceeds £100,000, the charity’s gross assets do not
exceed £2.8m.

The Companies Act 2006 introduced provisions that harmonise the accounting and
independent examination regimes for company and non-company charities. In
particular, small charitable companies and groups, as defined by the Companies Act
2006, are subject to the external scrutiny provisions of the 1993 Act for accounting
periods beginning on or after 1 April 2008.

Charitable companies which have either charitable or non-charitable subsidiaries
must prepare group accounts under the 1993 Act where the aggregate income of
the group, after the elimination of all group transactions from income for the year
exceeds £500,000 and those group accounts will be subject to audit under charity
law. Where the group income exceeds the small company thresholds, group
accounts must prepared and audited under company law.

Unless the charitable company or charitable group is subject to the small companies
regime, the charity must also prepare a business review as required by company
law as part of its director's report.
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3. THE CHARITY SORP 2005

3.1 Introduction

The SORP was finalised in March 2005 after an exposure period lasting 10 months.
The SORP is affective for accounting periods beginning on or after 1 April 2005.

3.2 Application of the SORP

The accounting recommendations of the SORP apply to all charities in the United
Kingdom that prepare accounts on the accruals basis to give a true and fair view of
a charity’s financial activities and financial position regardless of their size,
constitution or complexity. (Para 3)

The SORP applies to all charities unless a more specialised SORP applies.
Departures from the SORP should be disclosed and explained, both in the notes to
the accounts and the Trustees’ Report, although the SORP dispenses with the need
to disclose departures on a true and fair override in the Trustees Report and
requires only disclosure in the accounting policy notes. The Charity Commissioners
may use non-compliance with the SORP as grounds for commencing an
investigation into the charity. In addition they warn that non-compliance may be
taken into account in assessing the trustees' responsibilities in subsequent
difficulties.

As far as company charities are concerned, although these are governed by the
Companies Act 1985, the SORP provides guidance on how to interpret “true and
fair’ in the charity sector, and therefore is supplemental to the Companies Act
requirements. Paragraphs 419 — 429 of the SORP give detailed guidance on the
application of the SORP in relation to charitable companies and this is considered in
detail in below.

The SORP now makes clear that the 2005 version does not provide any guidance
on the preparation of cash based (receipts and payments) accounts. (Para 6) It
suggests that the “activity based” approach could be adopted in cash based
accounts. The concessions available to smaller charities are summarised as
Appendix 5.
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3.3 Content of Accounts

Charity accruals accounts prepared following the SORP should comprise (Scottish
charities differ): (Para 30)

(a) A statement of Financial Activities (SOFA) for the year;

(b) A separate summary Income and Expenditure Account only where this is a
legal requirement. The SORP makes this clear that this will apply to Scottish
charities and to certain charitable companies. It further clarifies that in many
cases the SOFA will meet the legal requirements for the Income and
Expenditure account and in this case they should be combined and the
heading amended appropriately. Paragraphs 423 - 427 of the SORP provide
specific guidance on this subject;

(©) A Balance Sheet;

(d) A cashflow statement where required in accordance with accounting or
reporting standards, and

(e) Notes to the Accounts.

Corresponding figures will also be required, as will the duration of the current and
previous accounting periods. Items (a) to (d) above are all described by the SORP
(para 32) as primary statements. These must be given equal prominence and none
of them relegated to the notes.
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4. TRUSTEES' ANNUAL REPORT

4.1 Form of report for a charitable company

Where a charity is also a company registered under the Companies Act 1985 it will
need to file a directors' report at Companies House in addition to the Trustees'
annual report. The SORP indicates that only one report should be prepared
showing the information required under both sets of requirements. Companies must
therefore adopt suitable titles to deal with this situation, and ensure that any
compliance checklists used to check completeness of the directors’ report also
covers the requirements of the SORP for a charity.

4.2 Distribution of annual report

The Trustees' annual report must be attached whenever a full set of accounts of
the charity are distributed.

4.3 Timing of preparation

The trustees annual report must be completed before the audit or examination of
the accounts can be concluded, as in both cases, where full accounts have been
prepared, the auditor or examiner must consider whether there are any material
inconsistencies between the accounts and the trustees' report.

4.4 SORP 2005 requirements - Trustees Report

Paragraphs 35 to 59 of SORP 2005 outline the responsibilities for preparing the
Annual Report and the importance of the report to readers, and provide detail about
preparation and approval of the report. Paragraphs 41 to 59 then set out the
required content of the Trustees’ Annual Report as follows :

4.4.1 Reference and Administrative Details of the Chatrity, its Trustees and Advisers

The report should provide the following reference and administrative information
about the charity, its trustees and advisers:

(a) The name of the charity, which in the case of a registered charity means the
name by which it is registered. Any other name by which a charity makes
itself known should also be provided.

(b) The charity registration number (in Scotland the Scottish Charity Number)
and, if applicable, the company registration number.

(c) The address of the principal office of the charity.

(d) The names of all of those who were the charity's trustees on the date the
report was approved or the names of at least 50 of those trustees (including
all the officers of the charity, e.g. chair, treasurer etc and custodian trustees)
where there are more than 50 trustees; where the charity trustees are
incorporated this should include the name of the corporate body.
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(e) The name of any other persons who served as charity trustees or custodian
trustees in the financial year in question; where the charity trustee is a
company or corporate body, the names of its current directors or other
persons managing it.

() The name of any Chief Executive Officer or other senior staff member(s) to
whom day to day management of the charity is delegated by the charity
trustees.

(g) The names and addresses of any other relevant organisations or persons.
This should include the names and addresses of those acting as bankers,
solicitors, auditor (or independent examiner or reporting accountant) and
investment or other principal advisers.

Where the disclosure of the names of any charity trustees, or senior staff member,
or persons with the power of appointment, or of the charity's principal address could
lead to that person being placed in personal danger the trustees may dispense with
the disclosure provided that (for charities in England and Wales) the Charity
Commission has given the trustees the authority to do so. It is recommended that
the reasons for such non-disclosure should be given in the report. The directors of
charitable companies should note that there is no corresponding dispensation in
relation to the disclosure requirements for the statutory Directors' Report.

Charities which are not subject to statutory audit may omit the disclosures in
paragraphs (f) and (g) above, but disclosure is encouraged as a matter of good
practice.

4.4.2 Structure, Governance and Management

The report should provide the reader with an understanding of how the charity is
constituted, how its trustees are recruited and trained and how the charity's
decision-making processes operate. In particular, the report should explain:

(a) The nature of the governing document (e.g. trust deed; memorandum and
articles of association; Charity Commission Scheme; Royal Charter; etc) and
how the charity is (or its trustees are) constituted (e.g. limited company;
unincorporated association; trustees incorporated as a body; etc).

(b) The methods adopted for the recruitment and appointment of new trustees,
including details of any constitutional provisions relating to appointments, for
example, election to post. Where any other person or body external to the
charity is entitled to appoint one or more of the charity trustees this should be
explained together with the name of that person or body (subject to an
exclusion where disclosure of a person's name could lead to personal
danger).

(c) The policies and procedures adopted for the induction and training of
trustees.

(d) The organisational structure of the charity and how decisions are made. For
example, which types of decisions are taken by the trustees and which are
delegated to staff.

East Midlands CIOT February 2009
Page 23



Charity Update — SORP 2005, Charities Act 2006 and tax update

(e) Where the charity is part of a wider network then the relationship involved
should also be explained where this impacts on the operating policies
adopted by the charity.

(f) The relationships between the charity and related parties, including its
subsidiaries and with any other charities and organisations with which it co-
operates in the pursuit of its charitable objectives.

A statement should be provided confirming that the major risks to which the charity
is exposed, as identified by the trustees, have been reviewed and systems or
procedures have been established to manage those risks.

Charities that fall below the audit threshold may limit their disclosures within this
section to those set out in subparagraphs (a) and (b) above only. The additional
disclosures of this section are encouraged as a matter of good practice.

4.4.3 Objectives and Activities

The report should help the reader understand the charity's objectives, strategies and
activities undertaken to achieve them. Where activities are undertaken through
subsidiary undertakings, details should be provided in the report. In particular the
report should provide:

(a) A summary of the objects of the charity as set out in its governing document.

(b) An explanation of the charity's aims including the changes 