Calculating Financial Reserves
[bookmark: _GoBack]Full report from the NADP Operations Manager following the request of the Financial Planning Standing Committee (June 2019). This report contains all the information in the initial report with some extended financial analysis.
Introduction
There is little information about setting financial reserves in the small not-for-profit sector. However, the Charity Commission publish relevant information. They recommend that mechanisms are developed for ensuring that directors understand the issues involved; they are involved in the decision-making process; and formally agree and record the overall reserves policy.
It may be helpful for the Board of the National Association of Disability Practitioners to view our financial reserves as the funds that NADP can use to ‘buy some time’ in the event of reduced income, unexpected costs or changes in circumstances.
Financial reserves are held by all companies to…
· Fund unexpected expenditure ie unplanned events or over-run of project expenditure or events not meeting target income
· Fund shortfalls in income ie when membership income fails to reach expected levels
· Fund expenditure in advance of expected income.
There are a number of different approaches to developing a reserves policy. Several different methods were researched but many were focused towards large companies and not applicable to a small not-for-profit company such as the National Association of Disability Practitioners. 
The approach recommended by the Operations Manager is that of Andrew Hind’s ‘risk identification’ approach which is outlined in his book: Governance and Management of Charities. The Operations Manager attended the Treasurer’s Association meeting which examined the analysis of financial reserves for small charities. The risk identification approach was recommended by the actuary advising the group.
Analysis of Income
A secure income stream results in less need for high reserve figures and so the reliability of all income streams requires analysis.
A large number of small income sources = low risk
A small number of large income sources = high risk
The relative reliability of income sources can be calculated by multiplying the number of sources by the certainty of the source:
Number of sources of each particular income stream
1 = very many
2 = several
3 = few
4 = one source or funder
How certain is the source of income for the future?
1 = committed for indefinite future
2 = for a fixed period
3 = planning well underway or by implication – e.g. past pattern, verbal
assurance
4 = not certain at all

	NADP Income stream
	Score: Number of Sources
	Score: Certainty
	Relative Reliability Score
	Risk

	Independent membership
	1
	4
	4
	Low

	Educational membership
	1
	3
	3
	Low

	Association
	3
	4
	12
	High

	Sponsorship
	3
	4
	12
	High

	Events
	3
	3
	9
	Medium



Analysis of Expenditure
The ideal pattern is to match the timing of outflows with inflows of income. Reserves are required to fund expenditure in advance of income. For NADP the major expenditure tends to be annual conference deposits and final payments that are required in advance of receiving delegates’ fees. 
Membership and Association fees are received spread out across the year which adds to our financial security and assists to match membership income with fixed NADP expenditure such as office rent and staff costs.
Calculating Financial Reserves
The Corporate Finance Institute recommend that ‘a solid reserve is one that can take care of anywhere from three to six months of the company’s expenses’ ie those expenses required for the functioning of the company. Benchmarking against other, similar, organisations such as NASMA and AMOSSHE suggest that six months of company expenses is generally used in our sector.
In addition to company expenses, account needs to be taken of any high-risk activities. The Operations Manager recommends that measures are employed to counter these risks rather than keep excess money in reserve. Not-for-profit companies may be criticised for keeping high levels of reserves when other measures can be taken to mitigate the risk.
· Total expenditure 2018-19: £189,899
· Event expenditure 2018-19: £101,758
· Other company expenditure 2018-19: £88,141
This equates to holding approx. £44,000 as a base level in the bank for six months reserve of set company expenditure. 
NADP Directors may wish to consider increasing this financial reserve to cover unexpected expenditure such as additional projects. It should be noted that the addition of the costs associated with another member of staff will result in a requirement for increased financial reserves for the 2020-21 financial year. 
General proposals
1. The Operations Manager and Treasurer draw up an official Financial Reserves Policy for approval by the Board
2. The calculation of company expenses should take place on a yearly basis to ensure that financial reserves remain sufficient.
3. The financial reserve level for 2019-20 is set at £50,000 
Proposals to lower risk factors for income streams
1. Review association with NADP to produce more attractive package and encourage more associates – until this is achieved, it would be better to disregard association as a secure income in calculations
2. Review sponsorship in general with the aim of increasing number of sponsors both generally and for annual conference – until this is achieved, a high level of uncertainty should be used when using sponsorship figures to calculate annual conference delegate fees
3. Introduce partnerships with the aim of encouraging more participation in events as well as support for NADP activities in general
4. Further reduce risk for annual conference by taking out event insurance
Proposals to lower risk factors for expenditure
1. Organise events in good time to launch bookings as early as possible to ensure income is starting to be received before main financial outflow starts
2. Conference sponsorship organised as early as possible to attempt to cover initial costs.
Conclusions
The NADP Board of Directors are under a duty to ensure that the company is on a secure financial basis. A not-for-profit organisation needs to have sufficient reserves to cover known liabilities, cover setbacks and take advantage of change and opportunity. However, not-for-profit companies holding reserves that are greater than their needs can be held up for criticism.
A secure reserves policy is the key element of strategic planning – NADP needs to ensure that reserves can cover risk when developing plans for the development of the accreditation scheme; new office staff and equipment etc.
Some of the proposals outlined above are already in progress by sub-groups of the NADP Board. This report gives the rationale for the work required and emphasises their importance of concluding this work as soon as possible.
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