Trading
1ISSues

Introduction 3

1
Non-trading income 4

2
What is trading? 6

3
Further exemptions 10

4
When you need a
trading subsidiary 12

5

@ Conclusion 14

References and

sayervincent further information 15

consultants and auditors




sayervincent

consultants and auditors

Acknowledgements

This guide was produced with help from the partners and staff at Sayer
Vincent, as well as support from staff and trustees of CFDG.

CFDG (Charity Finance Directors’ Group) is the professional body for finance
directors within the sector, and has over 1,400 members. CFDG provides
assistance to charities on a range of issues, such as accounting, taxation,
audit and other finance-related functions. CFDG’s mission is to deliver
services that are valued by members and enable those with financial
responsibility in the charity sector to develop and adopt best practice.

For more information go to www.cfdg.org.uk

Sayer Vincent only works with charities and not-for-profit organisations.
We have built up a wealth of sector experience as business consultants in
the voluntary sector over the last 20 years. Working with a diverse portfolio
of charities, we deliver rapid insights into your issues and problems and
help you to find effective solutions to them.

We are keen to help charities find more effective ways of working;
collaborating with other charities, sharing back-office functions and
outsourcing are some of the options. We can help with each stage of the
process, from feasibility through implementation to evaluation of performance.

For more information, go to www.sayervincent.co.uk

Published by CFDG

First published 2008

Copyright © CFDG and Sayer Vincent
All rights reserved

No part of this book may be reproduced by any means, or transmitted,
or translated into a machine language without prior permission in
writing from the publisher. Full acknowledgement of the author and
source must be given.

CFDG and Sayer Vincent shall not be liable for loss or damage arising
out of or in connection with the use of this publication. This is a
comprehensive limitation of liability that applies to all damages of any
kind, including, (without limitation), compensatory, direct, indirect or
consequential damages, loss of data, income or profit, loss of or
damage to property and claims of third parties.



To obtain charity registration and the benefits of charitable status, an
organisation must be established for charitable purposes only and all
its activities must fall within its charitable objects. Many charities will
seek to achieve their charitable objects by raising donated funds and
providing services to beneficiaries free of charge. If donations are gift
aided they are within the scope but exempt. However, many charities
provide a service in return for a fee and this may amount to trading,
although it may be permitted trading within a charity. If charities
undertake trading activities, they need to take care that they stay
within the tax exemptions for charities or set up appropriate structures

for the trading activities.

A key benefit of charitable status is the tax relief available to charities.
Charities are exempt from income tax, corporation tax and capital gains
tax on most types of income applied for charitable purposes.
Additionally, charities do not pay stamp duty land tax on the purchase
of property, nor stamp duty reserve tax on the transfer of shares.
Charities also receive 80% mandatory relief on business rates for the
premises occupied by the charity, which may be extended to 100%
relief at the discretion of the local authority. Charities may also reclaim

tax on gifts and obtain some relief from VAT.

These tax reliefs will be forfeited if the charity is in breach of the
special conditions attached to them. Certainly charities which trade
will need to consider how they should structure their activities to
avoid loss of valuable tax reliefs and to minimise the cost of tax on

potentially taxable activities.
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Charities are exempt from paying corporation tax, income tax or
capital gains tax on most types of non-trading income provided the
income is applied for charitable purposes. Certain sources of income
are not taxable, such as:

donations

grants

legacies

donated goods and services

donated shares.

Sale of donated goods

The sale of donated goods by a charity is generally not regarded as a
trade for tax purposes, but as the realisation of the value of a gift.
This is so even where the donated items are sorted, cleaned and given
minor repairs. If the goods are subjected to significant refurbishment
or to any process which brings them into a different condition for sale
purposes than that in which they were donated, the sale proceeds
may be regarded as trading income. Note that this applies in various
situations such as auctions as well as charity shops.

Letting out premises

Rental income from property is exempt from tax for charities providing
the profits arising are applied for charitable purposes. However, if
services are provided along with the use of the land or buildings (for
example, provision of a caretaker, food or laundry), these services in
themselves might amount to trading. A charity renting out some spare
space in its own premises is not considered to be trading provided it

does not provide substantial additional services.



Investment income

Investment income such as dividends and bank interest is
considered to be income derived from the charity’s assets, but not
trading and so exempt from tax. Royalties may also be in this
category if they are an annual payment and so pure profit

i.e. the charity has done nothing to earn it.

Cause-related marketing

A company may wish to link its name to that of a charity and may
undertake to make donations to the charity. This type of commercial
participation arrangement will often allow for the charity to receive
a percentage of takings for a day, or £10 per holiday booked or
some similar arrangement. This is still considered a donation

provided the charity does nothing to promote the arrangement.

Company donations

Company donations received by charities will be non-trading income
providing the charity does not provide goods or services in return
for the payment. This also applies to sponsorship income as long as
they are in substance donations and the company receives no more

than a mere acknowledgement.

Membership

Some membership subscriptions confer no benefits other than the
right to be part of a movement and are really supporter schemes.
The charity may provide information about the charity’s work, but
no concrete benefits. The subscription therefore amounts to a

donation and is not considered trading.

Lotteries
Raffles and prize draws are exempt from taxation and are seen as

fundraising activities when undertaken by charities.



Trading is the exchange of goods or services for a fee. For tax, the
law does not specifically define trading, but case law has built up to
create a set of indicators or ‘badges’ of trade. The main points to
look for are:
repetition — where the trading is regular rather than a one-off
event
profit motive — generally the profit motive should be present for
trading to exist, even though a profit is not always actually made
mechanism for selling — the existence of a shop or catalogue or
other means for the sale of the goods or services indicates the
existence of a trade
acquisition of items for re-sale — buying goods with the intention
of reselling them rather than consuming them will indicate a

trade.

HM Revenue & Customs (‘HMRC’) could decide that a trade is being
undertaken even if only one of the above criteria is fulfilled. It is
unwise to rely on your own interpretation of the facts to decide that
your organisation is not trading and therefore will not be liable to

tax.

Trading within the charitable objects

A charity may trade in the course of carrying out the main objects of

the charity. This is known as primary purpose trading. For example:
the provision of educational services by a school or college in
return for course fees
the holding of an exhibition by an art gallery or museum in

return for admission fees



the sale of tickets for a theatrical production staged by a theatre
the provision of healthcare services by a hospital in return for
payment

the provision of serviced residential accommodation by a
residential care home in return for payment

the sale of certain educational goods by an art gallery or

museum.

If a trade is partly primary purpose and partly non-primary purpose
then it is said to be a mixed trade. For example, the sale by a
gallery of educational goods in a gallery shop together with

commemorative goods such as mugs and tea towels.

Trading undertaken mainly by the charity’s beneficiaries
The profits of a trade are exempt where the work in connection with
the trade is mainly carried out by beneficiaries of the charity. This
often applies where the work carried out by the beneficiaries has a
therapeutic, remedial or educational value. The trade itself need not
be a primary purpose trade and the beneficiaries can be paid or
unpaid. Examples include:

a farm operated by students of an agricultural college

a restaurant operated by students as part of a catering course at

a further education college

the sale of goods manufactured by disabled people who are

beneficiaries of a disability charity

Mainly means that at least 50% of the work connected with the
trade must be undertaken by the beneficiaries. In practice, HMRC
have usually taken a pragmatic approach when assessing whether
the work is mainly undertaken by the beneficiaries though case law
has tended to be less lenient. If the beneficiaries carry out less than
50% of the work then it is a mixed trade.



Ancillary trading
Trading which is ancillary to a primary purpose is also exempt.
Ancillary means that the trade is undertaken in the course of carrying
out a primary purpose. HMRC quote the following examples:
the sale of relevant goods or provision of services, for the benefit
of students by a school or college (text books, for example)
the provision of a créche for the children of students by a school
or college in return for payment
the sale of food and drink in a cafeteria to visitors to exhibits by
an art gallery or museum
the sale of food and drink in a restaurant or bar to members of
the audience by a theatre
the sale of confectionery, toiletries and flowers to patients and
their visitors by a hospital.

However, if the trade deals in a range of goods or services only
some of which are within, or ancillary to, a primary purpose or if the
trade deals with some customers who cannot properly be regarded

as beneficiaries of the charity, the trade is not ancillary, but mixed.

Mixed trades

Where a trade is not entirely primary purpose or ancillary to the
primary purposes and is not mainly carried out by the charity’s
beneficiaries, then the trade is said to be mixed. The two
components (within the exemption and not covered by the

exemption) are deemed to be two separate trades.

HMRC quote the following examples:
a shop in an art gallery or museum which sells a range of goods,
some of which are related to a primary purpose of the charity
(e.g. direct reproductions of exhibits and catalogues which
supports the primary purpose of education and preservation of
property for the public benefit ), and some of which are not (e.g.
promotional pens, mugs, tea towels, stamps, etc)



the letting of serviced accommodation for students in term-time
(primary purpose), and for tourists out of term (non primary
purpose), by a school or college

the sale of food and drink in a theatre restaurant or bar both to
members of the audience (beneficiaries of the charity) and the

general public (non-beneficiaries).

The trade within the exemption is exempt, as long as its profits are
used for charitable purposes. The non-primary purpose deemed
trade is taxable, although the exemption for small trading (see
below) can apply to this trade.

You will need to calculate the taxable profits of the non-primary
purpose trading if you go over the small trades exemption. HMRC
guidance requires a ‘reasonable apportionment of expenses and
receipts’. This takes into account direct expenditure and a
reasonable proportion of indirect expenditure such as overheads,
whether or not these were originally incurred for charitable
purposes. Usually a columnar format for an income and expenditure
account of the activity will provide the basis of the corporation tax
computation. You will need to complete a corporation tax return
CT600 and submit this with the supplementary return for charities
CT600E and your computations.

Losses from trading within the charitable objects of a charity are
charitable expenditure. However, losses from non-primary purpose
trading are non-charitable expenditure. The consequence of this is
that an equivalent amount of charitable income will lose its exempt
status. The profit on that activity is then liable to tax. Note that a
company has to pay over corporation tax nine months after the end of

the financial year and file a corporation tax return within 12 months.



Small-scale trading exemption
Non-charitable trading activities are allowed within charities up to
specified limits:

if turnover from that activity is less than £5,000 in the year

if the turnover from all non-charitable trading activity is less than

25% of the gross income subject to an upper limit of £50,000.

This means that charities with a small trading operation selling
Christmas cards or similar will be allowed to undertake the trading
activity through the charity.

Profits may still be exempt if the charity can show that, at the start
of the relevant accounting period, it was reasonable for it to expect
that the turnover would not exceed the limit. This might be
because:
the charity expected the turnover to be lower than it turned out
to be, or
the charity expected that its total incoming resources would be
higher than they turned out to be.

HMRC Charities will consider any evidence the charity may have to
satisfy the reasonable expectation test. The charity will need to
provide evidence to demonstrate the levels of turnover and
incoming resources which were expected, for example minutes of
meetings at which such matters were discussed, copies of cash flow

forecasts, business plans and previous years’ accounts.
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Qualifying fundraising events

There is a general exemption from tax and VAT for fundraising
events. Charities may have up to 15 events of the same kind in
the same location in one financial year. Events may be held by the
charity or its trading subsidiary, but the limit of 15 would apply to
them jointly. Once you have 16 events, then you have lost the
exemption altogether. Events can be widely interpreted, so that it
can include an event on the internet or participatory events such
as golf days.

Events do have to be organised by charities or their subsidiaries
with a clear fundraising purpose, which should be made known to
the public. Any events which create a distortion of competition
and place a commercial enterprise at a disadvantage will not be

exempt fundraising events.

Small-scale events can be ignored, as long as the aggregate gross
takings from events of that type in that location do not exceed
f1,000 in a week. This means that jumble sales and coffee

mornings are not included when counting up the number of events.
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If the activities you are planning do not fall within the exemptions
and the activities are not fulfilling the primary purpose of the
charity, then the activity may be undertaken within a trading
subsidiary owned by the charity. The Charity Commission advise
trustees to consider the risks involved in the trading and to channel
risk-bearing activities and trading to generate income through a
trading subsidiary. In particular, the trustees should not put the
charity’s assets at risk through its trading activities.

However, a trading subsidiary will not solve all the potential
problems associated with trading risk. A trading subsidiary
operating at a loss may still need support from the parent charity
and so the financial risk is still borne by the charity. Therefore
charity trustees need to carefully consider the risks inherent in the
trading activity itself and ensure that it is appropriate for the
trading subsidiary to undertake the activity.

If the charity lends funds or buys share capital in the trading
subsidiary, this is an investment by the charity and should be in the
best interests of the charity and its beneficiaries. It therefore must be
assessed in accordance with the charity’s normal investment policy,
security should be obtained where possible, interest charged at a
commercial rate and a repayment schedule set out. If investments or
loans are made that do not meet the requirements to be charitable
investments then this is classified as non-charitable expenditure. As
a consequence, an equivalent amount of charitable income will lose
its exempt status. You then have to calculate the profit or loss on
the activity and tax is payable where there is a profit.
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Charities also use trading subsidiaries to help manage tax liabilities.
The profits in the trading subsidiary can be transferred to the
charity under gift aid and thus are not liable to tax. Similarly, it may
suit the charity to channel all activity liable to VAT through a trading
subsidiary. The charity may then remain unregistered for VAT.

There may also be good management reasons for operating a
separate company. For example, if the charity is taking over
activities from another entity and staff will be transferred, it may be
more suitable to manage the activity in a separate company. There
may be other reasons in connection with the management structure,
managing commercial risk or a different set of objectives for the
activity. Providing the charity assesses the activity as an investment,
it may set up a subsidiary to handle activities for any reason.

Advantages of a separate trading subsidiary
Protects charity from tax liability
Clarifies objectives for each part of organisation
Limited liability status for separate trading company may protect
charitable funds in the event of a mistake
Allows you to undertake certain activities which a registered
charity may not

May be convenient for VAT planning

Disadvantages of a separate trading subsidiary
A more complex structure with added costs e.g. incorporation,
audit, professional advice
Knowledge of very specific tax rules needed
Company must operate at ‘an arm’s length’ to the charity
There may have to be management charges between company
and charity
Rate relief may be lost for activities undertaken in the subsidiary
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In order to plan your charity’s activities properly, you need to consider

how each activity would be classified from a legal and tax perspective.

Exchange of money for No Activity can be
goods or services? undertaken in charity
Yes

Fulfilling the primary
purpose of the charity or
trading by beneficiaries?

Yes Activity can be
undertaken in charity

No

Small-scale activity — below
25% of total income or less
than £50,0007

Yes Activity can be
undertaken in charity

No

Qualify as a fundraising Yes Activity can be

event or lottery? undertaken in charity
No

Activity should be undertaken
in a trading subsidiary

Charities with many creative ideas for raising funds and earning
income need to be alert to the legal and tax implications of their
efforts. Good communication between different departments within
the charity is essential to ensure that clearance for any new activity

is obtained before it begins.
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CC35 Trustees, trading and tax — How charities may lawfully trade
(April 2007)
Charity Commission

www.charitycommission.gov.uk

Detailed Guidance Notes for Charities
H M Revenue & Customs

www.hmrc.gov.uk

Charities Trading and the Law

Stephen Lloyd and Alice Faure Walker

Published by Jordans

ISBN 978 1 84661 106 3 (new edition June 2008)

A Practical Guide to Financial Management for Charities and
Voluntary Organisations

Kate Sayer

Published by the Directory of Social Change

ISBN 1 903991 72 2 (third edition 2007)

A Practical Guide to VAT for Charities
Kate Sayer and Alastair Hardman
Published by the Directory of Social Change (new edition May 2008)
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guides

Made Simple guides are aimed at finance professionals working
in charities. They cover technical areas such as risk assessment,
accounting, tax and VAT treatments and aim to provide practical

guidance to busy accountants in charities.

The content of guides is correct at the time of going to print, but
inevitably legal changes, case law and new financial reporting
standards will change. You are therefore advised to check any
particular actions you plan to take with the appropriate authority
before committing yourself. No responsibility is accepted by the
authors for reliance placed on the content of this guide.

Where the text refers to a book or other reference material, the
name of the publication is highlighted like this and listed at the
end in Reference and Further Information. The names and
contact details of organisations from whom the publications and

further information can be obtained are also listed.
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