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	INTERNAL AUDIT PROGRAMME GUIDE

SERVICE CHARGES


	Housing Association Internal Audit Forum



Preamble

Service charges are an important income stream for many housing associations.  In setting service charges, housing associations must strike a balance between achieving affordable service charges and the objective of providing good quality and cost-effective services.

A service charge is a payment by a tenant, leaseholder or freeholder towards the cost of services and benefits provided to them at the housing association’s expense beyond the benefit of the actual accommodation itself. There are typically three householder types who may be charged a service charge. We consider all three in this guidance.

	Household type
	Typical Example
	Service Charge examples

	Tenant
	Typically a tenant in a Sheltered Housing Scheme although will also impact on general needs tenants.


	Warden costs, cleaning, lifts. 

	Leaseholder
	Typically flats sold under right to buy or leasehold schemes for the elderly. Shared Ownership properties also fall into this category although not true leaseholders.


	Decoration, maintenance of communal areas, buildings insurance, administration.

	Freeholder
	Owner occupiers.
	Sewerage charge.




This programme guide has been developed to aid Internal Auditors in the review of all of these areas. Service Charges are subject to a complex legislative framework which we cannot possibly fully discuss here. We have provided a list of publications within the guide so that the Internal Auditor can, if required, carry out further background reading on the subject. Auditors should also refer to the Supporting People guide which refers to charges made where a level of support is provided.

In light of this, this guide should be seen as being no more, and no less, than a guide to the Internal Auditor, rather than a comprehensive introduction to service charges. Although Internal Auditors should be aware of the legislative framework relating to service charges, interpretation and implementation of this legislative framework is a job for management.

Types of Service Charges

Service charges may be fixed or variable, according to the provisions of the tenancy agreement. The difference between the two forms of service charge is that the fixed service charge cannot be varied between rent reviews, whereas variable service charges can be changed in accordance with the provisions of the tenancy agreement. Similarly, payment in advance can be sought by the landlord for future predicted costs subject to this being set out in the tenancy agreement.

Variable service charges are subject to sections 18 to 22 of the Landlord and Tenant Act 1985 (LT). This includes such things as:

· the right of appeal by the service charge payer to a Leasehold Valuation Tribunal where it is considered works have not been done to a reasonable standard or costs (including any management or administration charge levied) /payments are unreasonable;

· the right of the service charge payer to be notified of works which are above prescribed limits (Under the LT Act 1985, whichever is the greater of £1,000 per scheme or £50 multiplied by the number of dwellings subject to the charge);

· the requirement of landlords to send a standard notice to all service charge payers setting out such things as a description of the proposed works, an invitation to make comments and allow one month for such comments to be made;

· the right of the service charge payer to request a summary of service charge costs in writing. 

A number of these provisions were strengthened under the Commonhold and Leasehold Reform Act 2002.  This serves to provide more rights and choices to leaseholders so that they can enjoy a greater degree of security and control over their homes as other home owners.  Section 151 of the Act replaces existing detailed requirements of section 20 of the Landlord and Tenant Act 1985 with a framework of detailed consultation to be undertaken by the landlord.  Previously failure to comply with this section means any costs in excess of the prescribed amounts cannot be recovered through service charges, unless a remedy is sort through the county court and the landlord can prove to have acted reasonably in a particular case.   The first phase of provisions of this act came into force on 26th July 2002, the second phase on 30th September 2003 and 31st October 2003.

Existing Tenants

Most tenants in sheltered housing will have to pay a service charge. This normally covers the costs of:

· a warden

· emergency alarm provision; and

· the maintenance and cleaning of communal areas such as corridors, lifts, communal lounge and external grounds.

Those in general needs housing may also pay a service charge, although this is less likely. 

These service charges will normally be collected at the same time as the payment for rent. Many of those who receive these services will be in receipt of housing benefit. The current housing benefit rules cover the costs of these services. It will not, however, cover any heating or fuel costs associated with the tenant’s personal accommodation. 

At the time of the last guide in 2000 the Government was in the process of reviewing housing benefit payments for service charges and was proposing that in the future benefit payments may not cover some service charges such as the warden service.  Since this date the Supporting People regime has been implemented, which has implications for the funding of these services.  The mechanics of these changes and areas to be audited are covered under the specific guide on Supporting People.   In addition since the last guide, the rent restructuring framework has also been implemented, again covered under the rent accounting audit guide.

The Housing Corporation Regulatory Code covers service charges notably under Part 3 – Properly Managed, section 3.1 b “All residents have information about their service charges including costs that their charges cover, how charges are budgeted and increases calculated”.

Service charges may be fixed or variable according to the provisions of the tenancy agreement. Fixed service charges cannot be varied outside of the rent review or fair rent registration. Variable charges change according to the housing association’s actual costs and can be varied between rent reviews in accordance with the tenancy agreement. 

If the agreement allows, the housing association can require the tenant to pay in advance for anticipated future costs, but an adjustment must be made when the actual costs are incurred. Furthermore, tenants/leaseholders have a right to be consulted about proposed service charges where the costs exceed prescribed limits.

Leaseholders 

The majority of the above considerations equally apply to leasehold as to rented accommodation although the Leasehold and Reform Act 2002 has introduced a whole breadth of new rights and responsibilities in this area, which it is not possible to fully consider in this guide.  Therefore we recommend prior to undertaking a specific review of Leaseholder Service Charges, ODPM guidance on this act is consulted. 

housing associations may use depreciation and sinking funds to spread the cost of expenditure which might only be incurred once or twice during the course of a lease, for example the replacement of a lift or a new roof. They are useful because they avoid the necessity for large sums to be collected from the tenants/lessees in the year of replacement.

The main difference between depreciation and sinking funds is that depreciation technically refers to sums being collected for the replacement of capital spent on equipment, whereas a sinking fund refers to the collecting of sums in advance.

When reviewing leaseholder service charges, auditors should consider the content of individual leases. These can be very specific on matters such as how and when accounts should be prepared, whether there is a requirement for an audit, how surpluses and deficits should be treated, and what can be done about providing for future maintenance.

Freeholders

There are a small number of freeholders who are subject to a service charge from a housing association. These are often ‘inherited’ from a local authority by housing associations who are formed, or purchase properties, as a result of an LSVT. 

The charges will be specified within a deed of covenant with the housing association and normally specify a proportion of the overall cost that will be due. 

These charges may have arisen as a result of a right to buy on the property or a private contract that may relate to a significant number of years ago.

Areas covered by this Guide
This IAPG covers the following areas:-

· Overall Control Framework

· Service Charge Setting

· Sinking Funds

· Leaseholder Charges

· Management Information and Monitoring

The IAPG does not cover the process of collecting service charges. For guidance on this topic the auditor should refer to the IAPG “Rent Accounting”. 

Key Risk Areas

Failure to put in place and enforce robust systems of internal control in the area of service charges exposes a housing association to a number of risks.  These could include the following:-

	Risk
	Potential Implications

	Non-compliance with legislation
	· Loss of income

· Threat of legal action

· Loss of funding where serious breach



	Failure to provide cost effective services
	· Failure to provide the right services to those in housing need



	Failure to correctly calculate charges
	· Loss of income

· Bad publicity



	Failure to correctly account for charges
	· Loss of income

· Challenge by Inland Revenue leading to fines and recovery of unpaid taxes



	Failure to consult tenants where legally required to do so
	· Unable to recover expenditure incurred




Other Considerations

In the first five years following acquisition of a property under a right to buy (whether leasehold or freehold), service charge costs are restricted to the cost headings specified in the notice at the time of the right to buy application. The service charge that can be levied over these first five years is also limited to those estimates plus an allowance for inflation. 

A further area that should be borne in mind is that of taxation in relation to service charges. Areas worthy of consideration include:

· The treatment of service charge accounts for tax purposes. 

· Amounts held in trust for residents at a bank. Under such circumstances, banks should normally deduct tax at source. This could result in a future reclaiming of tax if not properly declared. Where any doubts exist, auditors should seek professional tax advice.

Other Sources of Information

There are a number of publications on this complex area. Consequently, background reading is essential for auditors to familiarise themselves with this area.  Some of the more useful publications are listed below:

· Housing Corporation Circular 10/03 – Regulation: Rents and Service Charges for HA’s

· Service Charges – A guide for RSLs – NHF ISBN: 0 86297 443 7 (2003)

· Leasehold Management : A Good Practice Guide – NHF ISBN 1-903208-52-1 (2003)

· Residential Long Leaseholders – A guide to your rights and responsibilities – ODPM (2004)

· Leaseholders and Service Charges in former local authority flats – DETR (1995)

· Protection for leaseholder service charge contributions – NHF (1994)

· Good Practice Briefing No 11: Rents and Service Charges – CIH (1997)

· Reports on Service Charge Accounts: Practice Note 14 – Audit Practices Board (1997)

· Leasehold Management by Social Landlords – CIH and NHF (1998)

Useful Websites

· Housing Corporation – www.housingcorp.gov.uk
· Housing Corporation Bank of Good Practice - www.bankofgoodpractice.org
· National Housing Federation - www.housing.org.uk
· Chartered Institute of Housing - www.cih.org
· Office of the Deputy Prime Minister – www.odpm.gov.uk
1.
 OVERALL CONTROL FRAMEWORK
	System Control Objective


	Expected Key Control or Process
	Suggested Tests


	File

Ref

	1.1
Policies and guidelines controlling service charges are in place, up-to- date, adequate in scope and complied with.
	1.1.1
Service charges are covered by an official policy of the housing association which has been reviewed for adherence to legislative and Housing Corporation requirements.
	(a)        Review the official policy and ensure that:

· the minutes of the Board verify that the policy was agreed by the Board;

·    there is a procedure for ensuring that the policy is subject to periodic review and this is adhered to;

· the policy covers all relevant legislation and guidance.

(b)
Confirm that there is a leasehold management policy approved by the governing body which sets out the housing association’s commitment to, and accountability for, the quality of service to leaseholders within the overall management structure.


	

	
	1.1.2
Procedures are developed covering all key aspects of service charges, including a complaints procedure, and are fit for their purpose.
	(a) Review the procedure and           ensure that:

· the procedures are subject to periodic review and this is adhered to;

· the procedures include reference to all relevant legislation and guidance;

· the procedures reflect current practices.


	

	
	1.1.3
A formal plan for future major expenditure is drawn up for each estate.
	(a) Confirm that a formal plan has been drawn-up for each estate containing all future major expenditure. This should cover a period of 3-5 years.


	


1.
 OVERALL CONTROL FRAMEWORK (Continued)
	System Control Objective


	Expected Key Control or Process
	Suggested Tests


	File

Ref

	1.1
Policies and guidelines controlling service charges are in place, up-to-date, adequate in scope and are complied with. (Continued)
	1.1.4
Service charges are referred to within Tenancy Agreements/Leases and reference is fit for purpose.
	(a) Ensure that reference to any proposed service charges is incorporated within standard leases/tenancy agreements.

(b) Ensure appropriate legal advice is obtained to ensure template leases \ agreements are up to date.

(c)        For a sample of leaseholders subject to service charges, ensure that charges do not exceed those reflected within the lease where the Right to Buy qualifying period applies.


	

	
	1.1.5
Clear objectives, targets and standards have been set for service charges.
	(a) Ensure that a service plan has been developed for service charges and that the plan includes: 

· SMART objectives (specific, measurable, achievable, realistic and time specific);

· Targets and service standards.


	


1.
 OVERALL CONTROL FRAMEWORK (Continued)

	System Control Objective


	Expected Key Control or Process
	Suggested Tests


	File

Ref

	1.1
Policies and guidelines controlling service charges are in place, up-to-date, adequate in scope and are complied with. (Continued)
	1.1.6
Clear literature has been provided to all tenants/leaseholders regarding service charges.
	(a) Confirm that Tenants/Leaseholders are regularly informed of developments in service charge arrangements through newsletters etc.  

(b) Ensure that Tenants \ Leaseholders are specifically informed about the process for setting, agreeing and consultation in regard of leases \ tenancy agreements and charges levied. (E.g. Tenant  or Leaseholder Handbook)


	


2.
SERVICE CHARGE SETTING 

	System Control Objective


	Expected Key Control or Process
	Suggested Tests


	File

Ref

	2.1
Charges are set for services which are cost effective and meet tenant’s needs.
	2.1.1
Service charges are set as part of the annual budget process and in compliance with the housing association’s overall policy.

	(a)       Confirm that service charges were included within the budget set by the Board.

(b)
Review the methodology adopted by the housing association for setting service charges and ensure compliance with the housing association’s overall policy.


	

	
	2.1.2
Tenants/leaseholders are consulted on service provision and any associated service changes, particularly those relating to non-essential services.
	(a)
For a sample of service charges ensure that evidence is retained of consultation with tenants/leaseholders.
	

	
	2.1.3
Costs of service charge provision are regularly reviewed to ensure they provide value for money.
	(a)
For a sample of services ensure that they comply with the housing association’s tendering/ quotation procedures.

(b)       Carry out a comparison of costs across different schemes and investigate reasons for any significant differences.


	


2.
SERVICE CHARGE SETTING (Continued)

	System Control Objective


	Expected Key Control or Process
	Suggested Tests


	File

Ref

	2.1
Charges are set for services which are cost effective and meet tenant’s needs. (Continued)
	2.1.4
Controls ensure variable service charges are adequately set.
	(a)       Ensure that there is adequate guidance in place for setting variable service charges as per the Landlord and Tenant Act 1985 and Commonhold and Leasehold Reform Act 2002.

(b)       For a sample of service charges, where the costs exceed the prescribed limits, ensure that:

· Adequate consultation with tenants and residents’ associations has been carried out;

· statutory notice has been issued to all affected tenants/ leaseholders and includes all requirements;

· evidence exists to demonstrate that all comments have been considered.


	

	
	2.1.5
Accurate accounts are submitted to freeholders.
	(a)       For a sample of freeholders who pay service charges ensure that evidence exists to support the costs reflected within their accounts.


	


2.
SERVICE CHARGE SETTING (Continued)

	System Control Objective


	Expected Key Control or Process
	Suggested Tests


	File

Ref

	2.1
Charges are set for services which are cost effective and meet tenant’s needs. (Continued)
	2.1.6
Accurate accounts are submitted to leaseholders. 
	(a) For a sample of leaseholders, ensure that: 

· summary accounts have been prepared, properly certified/audited and sent to the leaseholder;

· evidence exists to support the costs reflected within the accounts;

· any over or underspends are taken into account when assessing the new service charge;

· charges made are consistent with the content of the leases.


	


3.
DEPRECIATION/SINKING FUNDS

	System Control Objective


	Expected Key Control or Process
	Suggested Tests


	File

Ref

	3.1
Reserves and depreciation charges accurately reflect the need for expenditure on cyclical and other major repairs.
	3.1.1
Depreciation accurately reflects anticipated need for expenditure on cyclical and other repairs.
	(a) For a sample of activities ensure that:

· anticipated life spans are realistic and based on reliable data;

· depreciation charges are based on historical costs, and that these are updated when replacement occurs;

· interest earned on investment of the depreciation fund is credited to the fund on an annual basis;

· a statement of reserve funds for equipment is prepared and made available annually to the tenants and leaseholders.


	


3.
DEPRECIATION/SINKING FUNDS (Continued)

	System Control Objective


	Expected Key Control or Process
	Suggested Tests


	File

Ref

	3.2
Sinking fund provisions accurately reflect the need for expenditure on cyclical and other major repairs.
	3.2.1
The sinking fund is sufficient to cover the costs of reasonable foreseen circumstances.
	(a)        Ensure, if appropriate on a sample basis, that:

· the principle for establishing a sinking fund is set down in the lease/agreement;

· all major items are identified, and a planned work programme exists to commit expenditure;

· charges to the fund are realistic;

· sinking funds relating to leaseholders are held in trust or guaranteed by the housing association;

· an agreement has been reached with leaseholders on how to deal with surpluses and deficits.


	


4.
ACCOUNTING PROCEDURES
	System Control Objective


	Expected Key Control or Process
	Suggested Tests


	File

Ref

	4.1
Service charges are accurately accounted for.
	4.1.1
There are cost centre budgets for each scheme.
	(a)        For a sample of schemes, ensure that each has a separate cost centre budget.


	

	
	4.1.2
All service charges are adequately checked and authorised as correct before input to rents system/sundry debtors.
	(a) For a sample of service charges, ensure that evidence exists that each has been checked and authorised prior to input to the rents/sundry debtors system.

(b)        For a sample of service charges obtained from the rents/sundry debtors system, confirm that evidence exists to support the charge.


	

	
	4.1.3
At rent reviews (mainly for secure tenants) a check is made that appropriate account has been taken of increases necessary on service charges.
	(a) For a sample of tenants ensure that they have received a statement specifying the level of service charge increase.

(b) For the last rent review, ensure that evidence exists to support a review and uplift in service charges.


	

	
	4.1.4
The use of any spreadsheets to calculate costs is properly controlled.
	(a) Confirm that calculations in spreadsheet are accurate and that access to the spreadsheet is properly controlled. 


	


4.
ACCOUNTING PROCEDURES (Continued)

	System Control Objective


	Expected Key Control or Process
	Suggested Tests


	File

Ref

	4.1
Service charges are accurately accounted for. (Continued)
	4.1.5
There is a system for identifying and rectifying miscodings.
	(a) Review and evaluate the system in place for identifying and rectifying mis-codings.

(b)        For a sample of mis-codings refer to the source documents and ensure that appropriate corrections have been made (select a sample where a large number of variances have occurred).


	

	
	4.1.6
Appropriate advice has been taken regarding the VAT accounting of service charges which has been implemented.
	(a) Confirm that appropriate advice has been taken regarding VAT accounting on service charges and has been implemented.


	


5.

MANAGEMENT INFORMATION/MONITORING

	System Control Objective


	Expected Key Control or Process
	Suggested Tests


	File

Ref

	5.1
Management information produced for the service charges is adequate.
	5.1.1
Service delivery and leaseholder/tenants’ satisfaction is monitored.
	(a)
Ensure that tenant/leaseholder satisfaction is regularly monitored and the results reported.

(b)
For a sample of results reported, re-perform a sample of the calculations to ensure that figures have been correctly compiled.

(c)
Where dissatisfaction is reported, ensure that appropriate action has been taken.


	

	
	5.1.2
Regular service charge management accounts are produced for each estate with a comparison to budgeted figures.
	(a)
For a sample of schemes, confirm that income from service charges covers the cost of provision as far as is possible.


	

	
	5.1.3
Appropriate action is taken and evidenced on significant variances.
	(a)
Take a sample of management accounts and review these for any significant variances. Ensure that action to address these variances is evident.


	


5.

MANAGEMENT INFORMATION/MONITORING (Continued)

	System Control Objective


	Expected Key Control or Process
	Suggested Tests


	File

Ref

	5.1
Management information produced for the service charges is adequate. (Continued)
	5.1.4
The achievement of objectives, targets and standards for service charges are regularly monitored.
	(a) Confirm that regular reports are made to management and members indicating the achievement of objectives, targets and standards for service charges.

(b) Where objectives, targets and service standards are not achieved, ensure that appropriate action has been taken and is reported and evidenced.

(c) Review a sample of reports and ensure that adequate evidence exists to support the outcomes reported.
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