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B DISCLAIMER

This Guide is an overview only, which is intended to help social entrepreneurs to select the
most appropriate legal structure for their social venture. This Guide reflects the law in force
in England and Wales as at 1July 2016. The Guide is general in nature and may not apply to
the particular factual or legal circumstances which a social venture faces, and we therefore
recommend that independent legal advice is sought. The Guide does not constitute legal

advice and should not be relied on as such.

Copyright © 2012-2016 Morrison & Foerster (UK) LLP. All rights reserved. All copyright and other intellectual property rights in all
text and other materials in this Guide are owned by Morrison & Foerster (UK) LLP or are included with permission of the relevant
owner. You are permitted to browse the electronic version of this Guide and to print or download a copy to a hard disk. You are not
permitted to reproduce, sell or distribute any part of this Guide for commercial purposes, nor shall it be modified or incorporated in
any other work, publication or site. No other licence or right is granted.
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The Thomson Reuters Foundation acts to promote socio-economic progress
and the rule of law worldwide. The organisation runs initiatives that inform,
connect and ultimately empower people around the world: access to free legal
assistance, media development and training, editorial coverage of the world’s

under-reported stories, and the Trust Women conference.

TrustLaw, the global pro bono programme of the Thomson Reuters Foundation,
supports over 800 social entrepreneurs across 175 countries with access to
free legal assistance. In 2016, in partnership with Deutsche Bank and UnLtd,
the Foundation released a high-impact poll ranking ‘The Best Places to be a
Social Entrepreneur’. The poll - the very first of its kind - surveyed almost 900
experts in the world’s 45 biggest economies to establish trends, opportunities

and challenges related to social entrepreneurship.

www.trust.org

UnLtd is the leading provider of support to social entrepreneurs in the UK and

offers the largest such network in the world. It resources hundreds of individuals
each year through its core Awards programme and operates a unique model by
investing directly in individuals and offering a complete package of resources;

from awards of funding to ongoing advice, networking and practical support.

www.unltd.org.uk
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B FOREWORD

Around the world, social entrepreneurship is thriving. This is particularly the
case in the UK, where the government has played an active role in the sector’s
evolution; investment continues to blossom; and supporters are diversifying

their offerings to help more social entrepreneurs.

As a consequence, the sector has moved well beyond the dichotomy of for-profit
and not-for-profit legal structures. For many social entrepreneurs, generating
revenue and profit from their enterprises is a key driver, ensuring financial
sustainability, generating returns for investors and avoiding the need to rely
on charitable donations or grants. However, at the heart of their work, social
entrepreneurs are focused on creating and measuring social impact. The legal
structure they choose for their organisation can have a significant bearing on

their pursuit of this dual mission.

As the lines between ‘doing good” and running a commercial business continue
to blur, new and innovative ways of structuring social ventures are now
common practice in the UK, however the multitude of options available can
make identifying the most appropriate entity a bewildering task. This Guide is
designed to help social entrepreneurs navigate their way through the different
options available to them, and to act as a resource for lawyers and other advisers

to social entrepreneurs.

Encompassing the dynamic nature of the social entrepreneurship space, the
Guide covers recent changes including reforms to the Community Interest
Company, the introduction of Social Investment Tax Relief, and the launch of
B corps in the UK. It also reflects the increasing use of the private company
limited by shares structure, and describes ways social ventures can embed and

protect their social mission.

We hope the Guide acts as a valuable tool to support social entrepreneurs across
the UK who are shaping the future of the social impact space. We also wish
to acknowledge the outstanding effort and extensive resources that Morrison
& Foerster provided in preparing this Guide, and the social entrepreneurs who

kindly agreed to be featured.

Monique Villa Mark Norbury
CEO CEO
Thomson Reuters Foundation UnLtd
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B INTRODUCTION

This Guide gives an overview of the range of legal structures that are available
to social entrepreneurs when establishing a social venture, and the advantages
and disadvantages associated with each.

Social ventures are businesses or other organisations which are established
with the primary purpose of a social cause, rather than maximising profits for

investors as is the case with a commercial venture.

There are many considerations which will inform the choice of legal structure for
a social venture, including:

* the size of the social venture and its planned growth trajectory;

* the planned ownership or membership of the social venture;

* set-up costs and ongoing reporting and compliance requirements;

* how the social venture is intended to be financed;

* how the profits generated by the social venture be used;

* whether the social venture is a trading business or employs people; and
* the tax implications of the structure.

This Guide is divided into three parts:
* Part1is a decision tree/flowchart which is intended to be a starting point
to assist social entrepreneurs in selecting the most appropriate legal
structures for further consideration;

* Part2describes each legal structure in more detail, including advantages
and disadvantages with that structure, case studies, and details about
liabilities, tax treatment, ongoing regulatory obligations and possible
implications for financing and fundraising; and

* Part 3 sets out details of hybrid structures, that is to say two or more
structures used for the benefits more particularly described in that
section.

Please note that the regulation of charities is not covered by this Guide.
Charitable status is a designation sometimes sought by social ventures due to
their tax benefits where the venture has a charitable purpose. They are, however,
subject to extensive regulation as they are governed not only by the Companies
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Act 2006 (the ‘Companies Act’), but also the Charities Act 2006 and the Finance Act 2010
and are regulated by the Charity Commission. In determining which type of legal structure
is right for a social venture, if your social venture has a charitable purpose, then we suggest
that you refer to the UK government’s guidance on ‘setting up a charity’ on their website'
or the material on the Charity Commission’s dedicated website? in conjunction with this
Guide.

This Guide is an overview only, which is intended to help social entrepreneurs to select
the most appropriate legal structure for their social venture. This Guide reflects the law
in force in England and Wales as at 1 July 2016. The Guide is general in nature and may
not apply to the particular factual or legal circumstances which a social venture faces, and
we therefore recommend that independent legal advice is sought. The Guide does not
constitute legal advice and should not be relied on as such.

1. Please see the UK Government'’s website: https://www.gov.uk/setting-up-charity/set-up-a-charity

2. Please see the Charity Commission’s website: https://www.gov.uk/government/organisations/charity-commission
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B 1. WHICH TYPE OF LEGAL STRUCTURE IS
RIGHT FOR MY SOCIAL VENTURE?

Will the social venture be non-profit, or

reinvest the majority of its profits for
social, charitable or community benefit?

Will the venture have exclusively
charitable purposes?

Consider establishing a company limited
by shares or a limited liability partnership

Do you want the ability to raise finance by
issuing shares to private investors?

Consider establishing a charitable
incorporated association or acompany
limited by guarantee

Is the venture intended to provide
services for the benefit of its members
rather than the wider community?

Consider a company limited by guarantee
or a co-operative society

Consider acommunity interest company
limited by guarantee, a company limited by

Consider establishing a company limited
guarantee, or acommunity benefit society by shares

Do you want the social venture to be a

separate legal entity?

Don’t mind

Do you accept the requirement to publicly
file certain information about your
venture (including financial information)?

Will the social venture be non-profit, or
reinvest the majority of its profits for
social, charitable or community benefit?

Will the venture have exclusively
charitable purposes?

Do you want the ability to raise finance by

issuing shares to private investors?

Is the venture intended to provide
services for the benefit of its members
rather than the wider community?

Will the social venture be non-profit, or

reinvest the majority of its profits for
charitable, social or community benefit?

Yes No

Consider establishing as an
unincorporated association

Consider establishing as a sole trader (if

there is one owner) or a partnership (if
there are two or more owners)

Consider establishing as a sole trader, a
partnership, a company limited by shares
or alimited liability partnership

Consider establishing as an unincorporated
association, charitable incorporated association
or acompany limited by guarantee

Is an asset lock acceptable?

Consider a community interest company
limited by shares

Consider an unincorporated association,

company limited by guarantee or a co-
operative society

Consider an unincorporated association,
community interest company limited by
guarantee, a company limited by guarantee,
or a community benefit society

Important: This is a high level flowchart, which is intended to help social entrepreneurs identify the possible legal structures which may be
suitable for their social ventures. However, this flowchart is not exhaustive, does not consider the factual circumstances that may be relevant to
an individual social venture, and should be reviewed in conjunction with the remainder of this Guide.




STRUGTURES

bE T

kil

.5:

“REUTERS/JOHN NAZCA ~ —

-4
"

AL

s

|

- F ey



oC
Ll
s
T
o
 —
Ll
—
o
WD




12 SOCIAL VENTURES: WHICH LEGAL STRUCTURE SHOULD | CHOOSE?

[ SOLE TRADER

AT A GLANCE

SUMMARY

A sole trader is one person carrying on a business on their own
without any separate legal identity.

ADVANTAGES

Y Easy to start up: no formal set-up is required

N4 Very flexible structure: the individual can decide if profits are retained by
them or reinvested in the business/social purpose

0 public reporting requirements: information/accounts are not made
v No publi i i inf ion/ d
publicly available

DISADVANTAGES

No limited liability for the individual: if the business fails, the individual is
responsible for the debts and other obligations of the business

Risk of losing ‘goodwill” in business name as the business name is not
registered at Companies House

Difficult to raise finance: unsuitable for equity finance, and difficult for
large loans

IZl Other legal structures may be more immediately identifiable as social
ventures (such as a ClO, CIC or cooperative and community benefit society)
and gain the commercial benefit such identification brings more readily
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CASE STUDY

WELL GROUNDED

Well Grounded is a social enterprise established by UnlLtd Award Winner, Eve Wagg,
which provides unemployed young people with a career in the coffee industry, training
them as baristas and finding permanent work within the hospitality industry. Building on
the success of a pilot scheme, Well Grounded is rolling out a 12-week Speciality Barista
programme in September 2016 to provide more young people with the opportunity to gain

a career in one of the fastest growing markets in the world.

Eve initially ran Well Grounded as a sole trader, as she wanted to test the concept and value
proposition of the business quickly, in order to identify demand from her target customer

base before incorporating.

After the pilot, Eve decided to incorporate Well Grounded as a CIC in January 2016 as she
had found that operating as a sole trader was restricting the funding and investment she

could obtain.

Eve chose the CIC model as she wanted the legal structure to make the venture’s social
impact very explicit, while still developing a commercially viable business. Further, Eve feels
that being a CIC provides entry into a wider movement and community that is committed

to proving that business can be social.

She considered charity status too, which would have enabled her to access a number of
other funding grants and gift aid, but ultimately decided that charity status is not consistent

with Well Grounded'’s long term business model.
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SOLE TRADER

a. OVERVIEW

A sole trader is one person carrying on a business on their own, with complete control over
its operations. There is no separate legal entity for the business. A sole trader can employ
other people in their business, but generally speaking, sole trader businesses are small in

scale, with low turnovers, and few (if any) employees.

Being a sole trader is one of the most straightforward ways to establish a business. It does
not require any documents to set up the business, nor payment of any registration fees,
and there are no formal requirements for business accounts, so the sole trader can decide
how sophisticated these will be (subject to HMRC's requirement that proper records are
maintained and kept for a certain period). All profits generated by the business belong to

the sole trader personally.

If choosing at the outset between forming a company and running your business as a
sole trader, you will need to carefully weigh (i) the cost of establishing and administering
a company and (i) the benefits inherent in company structures, such as limited liability,
which are discussed in section 2.4(c) ‘Liabilities’ in the section relating to private companies
limited by guarantee and section 2.5(c) ‘Liabilities’ in the section relating to private

companies limited by shares.

b. ESTABLISHMENT COSTS AND DOCUMENTATION

Unlike companies, sole traders do not need to prepare any documents to establish their
business, and do not register their business with Companies House. Sole traders can simply

start trading or carrying out their business activities immediately.

A sole trader can trade using their own name, or under a business name of their choosing. If
a sole trader uses a business name of their choosing, there are restrictions on what names
may be used, and requirements as to what information the sole trader must be displayed at
its place of business and in correspondence. For further information, visit https://www.gov.

uk/choose-company-name.

A disadvantage to non-registration is that sole traders are not able to register their business
name with Companies House. Therefore they run the risk that their business name may be

registered by another entity. Further, it is not possible to reserve names at Companies House.
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It should be noted that in the absence of protection by way of a company name registered
at Companies House, a sole trader may wish to consider trade marking or protecting
the copyright of any names/logos used in the business. This can, however, be expensive
and in these circumstances the sole trader should obtain specific legal advice. For more
information on establishing a sole trader business, visit https://www.gov.uk/set-up-sole-

trader.

c. LIABILITIES

As asole trader does not have a separate legal entity for their business, the sole trader does
not benefit from limited liability. The sole trader will be personally liable for all of the debts
and obligations of their business. This means that a sole trader’s home and other personal
assets can be seized to satisfy business debts. This is one of the biggest disadvantages of
operating as a sole trader in comparison to corporate forms which offer limited liability,
such as a private limited company. Please see section 2.4(c) ‘Liabilities’ in the section
relating to private companies limited by guarantee and section 2.5(c) ‘Liabilities’ in the
section relating to private companies limited by shares for more information on limited
liability.

d. TAXTREATMENT

Sole traders should register with HM Revenue & Customs (‘(HMRC') as soon as possible
after starting business. At the latest, sole traders should register by 5 October of the
business’s second tax year or face a penalty. As sole traders are self-employed, profits
are taxed as personal income and should be included in the sole trader’s personal self-
assessment tax return each year. To register for self-assessment, visit https://www.gov.uk/

register-for-self-assessment.

Sole traders may be required to register for value added tax ('VAT'). If taxable supplies
made by the sole trader’s business in the previous 12 calendar months exceed the threshold
for registration (currently £83,000), then the sole trader must register for VAT. If the sole
trader’s taxable supplies are below the threshold, they may nevertheless voluntarily
register for VAT.

Sole traders can hire employees, in which case they are responsible for deducting income
tax from salaries paid to employees and accounting to HMRC for both employer’s and

employee’s national insurance contributions.
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For further information on the taxation of sole traders, please visit: https://www.gov.uk/

working-for-yourself and https://www.gov.uk/business-legal-structures/sole-trader.

Individuals who sell their business may be eligible to claim entrepreneurs’ relief on the
disposal proceeds if they sold ‘qualifying assets’, which has the effect of applying a reduced
rate of capital gains tax (currently 10%) to the qualifying gains.! Where a sole trader disposes
of the whole or part of their business ‘as a going concern’, that is, all of the business assets
are acquired by a third party who intends to use those assets in the continuation of that
business, the sole trader may qualify for entrepreneurs’ relief on the capital gains made.?

You should seek further tax advice if you believe you might qualify for the relief.

e. ONGOING GOVERNANCE AND
REGULATORY OBLIGATIONS

One of the main advantages of being a sole trader is that the administrative requirements
are less burdensome than corporate structures. In particular, the business of the sole
trader is not required to file a confirmation statement or annual accounts with Companies
House. However, this does not mean that the sole trader does not have to keep any records;
the sole trader must ensure that complete and proper records of the income and expenses

of the business are kept.

f. CORPORATE STRUCTURE

A sole trader’s business does not have a separate legal personality from the sole trader. In
other words, the sole trader is the business. This means that the sole trader is personally
liable for the liabilities of the business, as discussed in section 2.1(c) ‘Liabilities’ above.

Contracts and applications for loans must be made in the personal name of the sole trader.

g. FINANCE AND FUNDRAISING

Financing opportunities for sole traders are limited. Generally, sole traders raise money
for the business out of their own assets and/or through loans from banks or other lenders
(often using their personal assets as security or giving personal guarantees). Sole traders
may also seek funding from friends and family, normally through small informal loans.

Recent years have also seen the successful use of crowdfunding as a means to raise capital

1. Currently applies to a lifetime limit of £10 million of qualifying capital gains. Please see Chapter 3 of Part 5 of the Taxation of
Chargeable Gains Act 1992.

2. The sole trader must own the business for the period of one year ending with the date of disposal.
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for starting a business. Sole traders can raise funds through donations-based and rewards-
based crowdfunding. However, as sole traders do not have shares that can be issued to
investors in return for cash, equity-based crowdfunding is not an option. Loan-based
crowdfunding may be difficult as the obligation to repay a loan is a substantial liability and

many lenders will insist on incorporation and may require security for that loan.







19 SOCIAL VENTURES: WHICH LEGAL STRUCTURE SHOULD | CHOOSE?

UNINCORPORATED ASSOCIATION

AT A GLANCE

SUMMARY

An unincorporated association is a group of people who have

formed for a particular purpose. Social clubs and voluntary
associations are typical examples of unincorporated associations.

ADVANTAGES

EASY TO SET UP AND LOW ESTABLISHMENT COSTS

N4 Very flexible structure, as the association is governed by its own rules or
bylaws

N Relatively straightforward to run, and administrative requirements are low

v/ Can have more than one person involved in the day-to-day running of the
business

N Capable of being registered as a charity where appropriate

DISADVANTAGES

No separate legal identity from the individuals who are members of the
association, so no limited liability for entrepreneur

Generally unsuitable for borrowing money or seeking investment

Generally only suitable for clubs and associations, and less appropriate for
organisations which intend to trade or earn significant revenue from their
activities
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CASE STUDY

MAPESBURY DELL TRUST

Mapesbury Dell Trust (the ‘Trust’) is an unincorporated association which runs a community-
led public park called Mapesbury Dell, located in North West London near Cricklewood
Broadway. The Trust is governed by a formal constitution and run by trustees who are elected

by its members each year. There are approximately 400 members of the Trust.

The land of Mapesbury Dell is legally owned by Brent Council (‘Brent’). As landowner, Brent
retains responsibility for all health and safety issues and must also fulfil its statutory duties
as a local authority in relation to Mapesbury Dell as a public park. However, there is a
formal ‘partnership’ agreement between Brent and the Trust under which Brent is required
to ensure that Mapesbury Dell remains an open space available to the public at large and
the Trust and Brent each assume responsibility for specific tasks for the maintenance of
Mapesbury Dell. The members of an unincorporated association are personally liable for
the debts and other obligations of the association; however, the Trust has obtained various

protections from liability under its agreement with Brent.

Mapesbury Dellis governed by a Steering Committee of six people. Half of the Steering Committee
is chosen by the trustees and the other half is chosen by Brent. The Steering Committee has
the final say on what happens in Mapesbury Dell with the exception of the implementation of
health and safety regulations, the fulfilment of Brent’s statutory duties as a local authority and
any expenditure by Brent. In the event of a deadlock between the members of the Steering

Committee from Brent and the Trust, the Trust members have the casting vote.
The constitution of the Trust sets out the charitable purpose of the Trust, which is:
the enhancement, maintenance and improvement of open space, within the Mapesbury
Conservation Area known as Mapesbury Dell and Children’s Park for its use:
(a) as a recreational facility for the public at large;
(b) for the advancement of education of children; and

(c) for the conservation of rare and endangered species of wildlife.
As the trust has charitable purposes, it has registered to be able to claim Gift Aid.

The Trust intends to remain an unincorporated association. As an entirely voluntary
organisation, with no paid staff, this structure meets its needs, and reflects its community

and member-led nature.
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UNINCORPORATED ASSOCIATION

a. OVERVIEW

Unincorporated associations are one of the most commonly used vehicles in the social and
voluntary sectors. It is essentially one or more persons (‘members’) who have a common
purpose, and who have agreed to regulate that relationship by contract, generally in the

form of a constitution or rules.

Being ‘unincorporated’ simply means that the founding members have not formed
a separate legal entity for the association. This may be to avoid the administrative
requirements and expenses in operating a legal entity such as a company. Common
examples of unincorporated associations include local sports clubs, investment clubs,

residents’ associations and voluntary organisations.

Unincorporated associations may have trading or business objectives, carry on commercial
activities or have a charitable purpose. If an unincorporated association’s purpose is
exclusively charitable and for the public benefit, and it has the minimum amount of funding
required pursuant to the Charity Commission’s rules (currently £5,000)%, then it may wish
to consider applying to the Charity Commission to be registered as a charity. To register an

unincorporated association as a charity, visit https://www.gov.uk/charity-recognition-hmrc.

Unincorporated associations with charitable purposes can also be friendly societies.* The
governing rules for friendly societies are prescribed by statute®, and allow friendly societies
to do things, such as borrow and loan money, make investments, bring legal proceedings
in their own name and hold property (via the trustees) that ordinary unincorporated
associations cannot do. A friendly society aims to assist its members, usually via financial
assistance or the provision of insurance®, during times of sickness, unemployment or at
retirement. All friendly societies must be registered with the FCA’, which keeps records
of filings, memoranda and rules for each of the friendly societies. Regulation of friendly
societies is a specialist area and is outside the scope of this Guide. For further information,

visit https://www.the-fca.org.uk/friendly-societies-introduction.

3. The Charity Commission will require evidence of a minimum funding of £5,000 to register a charity. Please see https://www.gov.
uk/topic/running-charity/setting-up and the Charities Guide for further information.

4 Unincorporated associations wishing to register as a friendly society must now do so under the Friendly Societies Act 1992 (as
amended). Incorporated entities can also be friendly societies.

5. The Friendly Societies Act 1974 or the Friendly Societies Act 1992 (as amended).

6. Often the friendly society will provide life insurance (insurance of a long-term nature) but they can also provide general insurance
as long as it is in relation to accidents, sickness or miscellaneous financial loss. Insurance will be provided to the members of the
friendly society or to persons connected with their members. Friendly societies providing insurance products also require FCA
authorisation under the Financial Services and Markets Act 2000 (as amended).

7. Under the Financial Services and Markets Act 2000 (as amended).
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Unincorporated associations which have literary or scientific interests and wish to change
the objectives set out in their constitutions may require the consent of the Department of

Business Innovation & Skills.®

b. ESTABLISHMENT COSTS

Unincorporated associations are relatively straightforward to establish and run, and there
is no requirement to register at Companies House. A governing document (known as the
association’s ‘constitution’ or ‘rules’) sets out how the unincorporated association will be
run. The rules can be adapted to cover a wide range of issues that the unincorporated
association may wish to make provision for, and may, by way of example, provide for the

election of a management committee to run the organisation on behalf of its members.

c. LIABILITIES

An unincorporated association does not have a legal identity which is separate from that
of its members. It therefore cannot hold assets in its own name, and its members will be
personally liable for the debts and other obligations of the association. For this reason,
much in the same way as sole traders, unincorporated associations are less desirable than
a corporate form from a liability management standpoint. Therefore, if a social venture
intends to employ staff, enter into substantial contracts, acquire property, or there is the
potential for the association to be exposed to liabilities which it could not pay from its own
funds, then an entity with a separate legal identity is likely to be more appropriate for the

social venture.

d. TAXTREATMENT

Generally, only companies are liable to corporation tax on their taxable profits. However,
some members’ clubs, associations, societies, Community Amateur Sports Clubs ((CASCs')
and other unincorporated organisations may also be liable for corporation tax. If the
association is also a charity, it will not be liable to corporation tax. For further information
on the taxation of charities, visit https://www.gov.uk/charities-and-tax or to register as a
CASC, visit https://www.gov.uk/government/publications/charities-community-amateur-

sports-club-registration-form-casc-al.

Where subject to corporation tax, members’ clubs, associations, societies and other
unincorporated associations are generally subject to the same corporation tax deadlines

and requirements as other corporate entities. HMRC may, however, treat some of these

s Under the Literary and Scientific Institutions Act 1854.
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organi