Enough Accounting
Summary
This is a note regarding the use of reserves and the question of how much reserves are needed in the balance sheet, it draws comparisons between Private Sector reserves Policy and the Third  not –for –profit Sector, there are key differences in the way these sectors view their balance sheet reserves and what they are there for. This article attempts to ask why and when do you decide you have ‘enough ‘ reserves. 

Intro
The pursuit of profit in the Private sector leads to periodic reviews of balance sheets and distributable reserves and assessing the Shareholders desire for a return on their investment and a ‘sustainable’ balance sheet. The reader will be familiar with listed companies’ policies as they juggle with the constant demands of shareholders and the Capital gain/income trade off. The traditional economic theory of the firm stresses the primacy of shareholders and the introduction of other stakeholders has meant building longer term relationships and introducing the notion of Corporate Social Responsibility.
 Life in the Third Sector is similar, there is still the notion of efficiency and the delivery of services in a cost effective manner. What is different is the longer term creation of wealth and the amount of ‘reserves’ required to fund the organisation. There are some moral values at work in the Third Sector that put more constraints into the question of how much reserves should be carried in the balance sheet .  There are some comparisons and contrasts between Private and Third sector thinking. 
Timeliness
This is deeply philosophical. The traditional 12 monthly reporting cycle and annual audit is common to both sectors. The notion of Stewardship and having to count for the business processes is a tried and tested routine.
However, consider the following
Whatever year end date is chosen, the underlying business processes go on irrespective of the balance sheet date. There are a series of business and service level deliverables that will take place because there are processes that make sure the organisation operates in an effective manner. Taking stock on an annual basis or indeed on a monthly basis is no bad discipline and provided there is time for reflection and adjustment of periodic performance then such exercises will benefit any business.
What matters in  any periodic performance review is a grounded narrative and analysis tailored to the stakeholders in question and a transparent review of the Stewardship of the resources of the business.
The whole business of producing accounts is an informative process for the benefit of those people who have committed resources into the hands of Stewards , be they Trustees or board of Directors.
The Third sector has income and expenditure like everyone else, and the resource allocation decisions within this sector are very similar to the Private Sector.
Charitable organisations tend to be similar to the original single venture business and that perhaps the more appropriate measurement of performance should wait until the whole opera, or cycle of operations was complete, the notion of restricted funds and the fact that certain monies must be put aside for one particular purpose sits comfortably with this concept. This ‘matching’ concept is sometimes taken to extremes in Charity accounts when sums of money are donated in one year to be used in the next, this ‘lumpiness’ can sometimes distort the cash position. Such ‘incompleteness’ of many transactions when the periodic review takes place creates issues around fund allocation and the correct treatment of non cash assets.
Accounting Philosophy
There is a fundamental difference between Private Sector and Public Sector financial statements which reflect the distinct characteristics of the two types of organisation.
Private sector organisations tend to focus on profit, charitable organisations focus on the receipt and application of income/ donations and the protection of these funds for the purpose to which they were intended. This is to deliver the charitable objective, not simply to make profit. In short Third Sector organisations must show how it administers the monies it receives. If such organisations cannot spend these monies in the manner intended by the donors, then the  money must be returned, in short, it will have had enough funds for it’s purpose.
 Within the Third sector there is therefore more of a focus on flow of money rather than the input/output model of the private sector. The accounting philosophy is therefore to take a snapshot at two periods (a balance sheet) and show the movement of the funds between the two (the Statement of Financial Activity). Now this is not to say that the Private Sector ignores this approach, but it does ignore a more detailed analysis of the balance sheet and an exploration of the funds flow approach to stewardship accounting. What is now happening in the Private Sector  is an acknowledgement that costing systems should be more based on  type of activity rather than  traditional full cost or absorption costing models and so therefore this Private Sector philosophy is  becoming more in line with Charitable organisations than it realises, especially when it starts reporting on segments of it’s business as a separate disclosure item. However it does not go far enough.
 Surplus ( Profit and Loss) reserves in the private sector tend to be non specific. The bottom half of the Third Sector balance sheet tends to show a balance of what income has been received but not yet spent and categorised in terms of what the donor wishes with whatever restrictions have been applied.
Reserve Accounting
Fund balances therefore are therefore only retained if they are consistent with the view of the Donor, if this is not possible then the funds should be returned- there will have been ‘enough’ donations to satisfy the original purpose.
The key questions trustees or boards of directors should ask is why are such ‘surplus’ funds retained. Broadly speaking they hold reserves for the following reasons
1 to protect the continuity of the organisations work, ( given that future income/donations may not be certain
· In this respect there is an element of funds management that seeks to maintain reserves to cover costs of administration
2 Safeguard Assets
· Some cushion against market forces and falls in diminution of non cash assets may be prudent, especially where there have been Endowment funds given ( e.g property)
3 Provide for future expansion
· It will require funds to finance activities for income generation
4 Provide funds for replacement assets

These points should be considered every time such reserves are accounted for, what is different in the Third Sector is the fact that there is public accountability of such reserves, and that there are constraints on certain types of reserves ( restricted/endowment) that mean the use of unrestricted funds must be carefully considered
In determining what size of Reserves to hold there are two risks
Points 1 and 2 are down to market risk,
Points 3 and 4 are more internal risks     

Under SORP 2005 there is a specific requirement for  Trustees  to explain there thinking on Reserves and to justify the levels held . This is different from the Private Sector , there is no such obligation for a Corporate entity to explain how much is ‘enough’
Enough Funds? 
A reserve Policy should underpin the Organisations attitude to risk, It will explain how and when reserves will be spent and not necessarily just for accumulation purposes or longer term capital gain.
Enough Funds should be enumerated , according to the Charity Commission to
· Give confidence to funders by demonstrating good stewardship and financial management
· Demonstrate  the charity’s sustainability and capacity to manage unforeseen difficulties
· Give voluntary funders such as grantmakers and understanding of why funding is needed to undertake a particular project or activity
· Give assurance to lenders or  creditors that the charity can meet it’s financial commitments
· Manage the risks to a Charity’s reputation  from holding a substantial unspent funds at the year end without explanation.

Quite often  Third Sector reserves are expressed in relation to anticipated expenditure be it on overheads or future projects, sometimes the reserves are specifically allocated to either free  (unrestricted) use or designated , or indeed restricted This is why the matching of income and expenditure is crucial in a Charity to better understand the  Accounts. 
Oxfam , for example, analyse their funds by Region and Appeals, where funds are in deficit they also disclose the reasons why. In Oxfam’s case there is the added burden of managing market Risk in terms of natural disasters and taking a cautious approach to holding stocks of aid around the world for the next (predicted?) natural disaster. By fully disclosing the respective unrestricted, restricted , designated and endowment funds the reader is fully aware of the income and expenditure on each line of appeal. BP, for example don’t do the same level of analysis, their stewardship approach goes only so far as analysing geographical or segmental reporting of Revenues and operating margins, like many  companies they don’t fully analyse their balance sheet reserves in quite the same way as the Third Sector. However, there are some similarities because BP, for example does have a programme of share re purchase where it feels some reserves can afford to return value to it’s shareholders.
Within the Private Sector there are corporations who are taking these issues on board and explaining their reserving policy, albeit in a roundabout way, this is a lesson they could usefully learn from the Third Sector and employ a ‘funds flow’ approach to reviewing the level of reserves.
Further down the Private Sector , at the SME level, CEO’s quite often run the reserves low because of dividend policies or losses, in these cases there may be insufficient reserves to cope with the 4 factors mentioned above, in which case , there should be serious consideration to the going concern aspect , especially where there are other stakeholders, again , transparency is the key 
Having a reserve policy note will at least assist the reader in understanding how the company manages (or ignores) such risks
Conclusion
The answer to the question of how much is enough depends on the ability of the stewards to manage all risks accordingly. Shell will show scenario plans and cost these out, what they don’t do is allocate specific funds within the balance sheet for such scenarios and disclose the potential impact on the balance sheet assets.
Whilst both sectors manage risk using the latest techniques, it is only the Third Sector that feels it has a moral obligation to quantify those risks to the providers of Capital ( donors) and actually specify the amount of money set aside to cope with such events. The Corporate sector could learn something from this. What is BP/Shell to do with all those reserves and who is to say how much is enough?
The Issue therefore is about transparency, what are the Stewards doing with the funds and does a stakeholder trust their judgement. How much is enough can only be appreciated through proper stewardship accounting.
Whilst no two firms in the private sector are directly comparable, they sector could learn that a further analysis of funds flow, or indeed a better understanding of their ‘reserving’ policy would help stakeholders understand the risk better to be able to understand whether ‘enough’ is ‘enough’
