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NOTE

As the leading trade body forresidential leasehold management,
TPlis also animportantresource forleaseholders. Our Advice

Notes cover arange of topics on the leasehold system to help
leaseholders understand their rights and responsibilities and
ultimately get the most out of living in their flat.
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SERVICE CHARGE ACCOUNTING —
BEST PRACTICE

BACKGROUND

In2010 the Government pulled back fromintroducingimportant
regulations thatwould have given greater protection to
leaseholders’ service charge money.

Tofillthisvoid TPI, along with the Institute of Chartered Accountants
forEngland and Wales (ICAEW), the Association of Chartered
Certified Accountants (ACCA) and the Royal Institution of Chartered
Surveyors (RICS), worked togethertoissue best practice guidance
onservice charge accounting.

This advice note summarises thatbest practice.
Note: Referencesto Residents’ Management Companies (RMCs)
alsoinclude Right To Manage Companies (RTMs). And references to

landlordsinclude RMCs where they areresponsible for the collection
of service charges.

Summary of best practice

Here’s the summary of best practice

fromthe guidance:

° If thelease ortenancy agreement
setsouthowservice chargesare
tobe accounted for,whoshall
certify orapprove the accounts,

Allleaseholders paying
variable service charges
should receive an annual

statement from their
landlord.

he costs that canberecovered
and the periods of time forwhich accounts should be prepared,
thentheserequirements must be followed.

° Service charge money paid by leaseholdersis trust money
and shouldbe heldinring-fenced designated bank accounts
(underS42 of the Landlord and Tenant Act 1987).

° Landlords and managing agents don’tneed to have separate
bankaccountsforeach property orscheme unless thelease
requires one. But the funds foreach property orscheme must
be separatelyidentifiable. It's abreach of trust to use service
charge money fromone property or scheme to pay the bills of
anotherorof thelandlord.

e Allleaseholderspayingvariable service charges shouldreceive
anannual statement from theirlandlord or RMC within six
months of the end of the accounting year.

° The annual statement shouldinclude anincome and
expenditure accountandabalance sheet. It shouldbe
preparedonanaccruals basis.

e Anindependentaccountant should examine allannual
statements of account before they areissuedtoleaseholders.

° The type of examination willdepend on the terms of the lease
andshould be proportionate to the size and nature of the
property/scheme. The approach should be agreed on by the
accountantandthe clientlandlord, RMC ortheiragent.

° If the service charge statementis prepared onbehalf of an
RMC, thenit should be separate to the annual accounts filed by
the company at Companies House.

Bank accounts for service charge money
Service charge money mustbe heldintrustunder S42 of the

Landlordand TenantAct (1987). The landlord orRMC directors are the
trustees.
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Self-managing RMCs should openabankaccountforservice charge
monies with atitle alongthelines of '[Name of Your Property] RMC
Ltd Trust Account’.

Managing agents acting forRMCs should openone ormore
designated bankaccountforservice charge monies. They should
have the words ‘trust’ or ‘client’ as well as the property namein the
title.

The RICS Service Charge Residential Management Coderequires
managing agents opening these accounts to write to theirbank to
getacknowledgment of thering-fenced status.

There’s no statutory legalrequirement formanaging agents to
openseparate bank accounts foreach scheme. But thismaybe a
requirementunder the terms of the lease.

There’s alsono obligationto putreserve fundsinto separate bank
accounts, unlesstheleaserequiresit. Butthe RICS Code states that
reserve should be placedinaninterestearningaccount.

Because service charges are heldintrust, the RMC directors and
theiragents areunderaduty toinvest the money. They have toinvest
inaccordance with the Trustee Investments Act 1961 (asamended

by the Trustee Act 2000), orthe Service Charge Contributions
(Authorised Investments) Order1988 asamended. The latterenables
service charge moniestobeinvestedinadepositaccount with
certainbanks, orinashare ordepositaccount

with building societies.

Deficits, loans and overdrafts

Acting asatrustee oragentforatrustee meansthatservice charge
accounts shouldnot berunin deficit.

If the funds forseveral developments are keptinthe same bank
account, and amanaging agentuses money from one development
tofund anotherthat’s overdrawn, thisis abreach of trust.

It'salsoabreach of trust forRMC directors oran agent to commit
to expenditureif they are aware that no service charge funds are
available.

If aschemeisforecasttobecome overdrawn, thenthe agent should
discuss the situation withthe RMC directors and take instructions.
Some leases may state that the cost of taking an overdraft against
service chargesisanallowable expense. Butit’'s difficult foranRMC
to obtainanoverdraftifithasnoassets otherthanservice charge
income.

Annual statements of account for service charges
Annual statements should containanincome and expenditure
account, abalance sheet and schedule(s) showingmovementon

reserves. They should be prepared onanaccruals basis.

Anote should explainthe type and nature of the bank account where
service charge moneyis held.
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Should you carry out an audit,
certification oraccountant’s
report?

The first thingyou shoulddois
checkwhat the leaserequiresand
follow that.

If the lease specifies an audit,

then the guidancerecommends
itshouldbe carried out to the
International Standard on Auditing
800 (ISA800). More detail is
includedin Appendix E of the best
practice guidance*.

If thelease doesnot prescribe an
audit thenthe guidance offersan
alternative form of examination,
whichisareportonfactual findings.
Appendix F of the best practice
guidance* sets out the work for
theindependentaccountant
undertaking thisreport.

Inthe endyouneedtodecide
what level of checkingisrequired,
subjecttothetermsof thelease.
RMCs should discuss the choices
available with theiragentsand
externalaccountants.
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Timescale for annual statements of account

There’sno statutory requirement forannual statements to be issued
withinatimescale, although someleases may setthem.

Best practice setoutinthe guidance*isforRMCs and theirmanaging
agentstoissue allannual statements within sixmonths of the end

of the financial year. Inaddition, S20B of the 1985 Act provides for
penaltiesif costs of services are not notified toleaseholders within
18 months of thembeingincurred.

It's not always easy to ensure that annual statements of account
areissued within sixmonths. But where leases are clearabout how
statements should be audited, examined or certified, thenthere’sno
reasonfordelay.

There’s often confusionaboutwho ‘approves’ the annual statement.
This should be statedinthe leases. It’s helpful for RMC directors to
checkthe figures before theyissue them.

Furtherinformation
° The fulltitle of the guidereferred toin this advice noteis:

Accounting For Service Charges Technical Release 03/11: Guidance
OnAccounting And Reporting InRelation Service Charge Accounts
ForResidential Properties OnWhich Variable Service Charges Are
PaidIn Accordance With ALease OrTenancy Agreement.

Youcandownloadit free from TPI’s Leasehold Library at: www.TPl.
org.uk

° The RICS Service Charge Residential Management Code
also coversbest practice forservice charge management.
It’s available tobuy fromRICS at: https://www.rics.org/
profession-standards/rics-standards-and-guidance/
sector-standards/real-estate-standards/service-charge-
residential-management-code
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Note:

Whilstevery efforthasbeenmade to ensure the accuracy of the information containedin this
TPIAdvisory Note, it mustbe emphasised thatbecauseTPlhasno control overthe precise
circumstancesinwhichitwillbeused,TPI, its officers,employees and members canacceptno
liability arising out of its use, whether by members of TPl or otherwise.

The TPIAdvisory Noteis of ageneral nature only and makes no attempt to state orconformtolegal
requirements; compliance withthese mustbe theindividualuser’'s ownresponsibility and therefore
itmay be appropriate to seekindependentadvice.
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