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INCOME DIVERSIFICATION 

Prior to 2008/9 public sector funding for the third sector (grants and contracts) had become so prevalent that many 
charities and social enterprises had, frankly, become overly reliant on funding from local and central government.  
In some cases they had become 100% reliant on public funding with often a very high proportion of that being in 
one or two large grants or contracts (80% plus in many cases).  So it’s not surprising that over the last 5-6 years I 
have worked with a large number of charities and social enterprises to develop and implement income 
diversification strategies and plans.  This article reflects briefly on a few of the common issues I have encountered 
in this work. 

Reacting early 
My first observation is that in 2008-10 there were broadly two responses amongst third sector organisations to the 
credit crunch and ensuing recession(s); I call them early responders and the hopeful waiters.  

The early responders used their knowledge of sector and the economic outlook, recognised that it was not going to 
be a short-lived downturn in the funding environment and either had sufficient reserves, or secured funding (such 
as the excellent Transition Fund) to invest in changes to enable them not only to weather the storm but, in many 
cases, to thrive and grow.  The changes they invested in varied according to circumstances and included: 
fundraising capacity to diversify income streams; rationalisation of back office systems; marketing and 
communication capacity (and rebranding in some cases); reshaping business/delivery models; staff 
retraining/restructuring to enable more effective/efficient delivery; a step change in impact monitoring and reporting. 

The hopeful waiters cut a few costs here and there but in many cases simply continued as they were, subsidising 
recurrent deficits from reserves and hoping the downturn would be short enough that they could replenish reserves 
from future surpluses.  Many of these are now in dire straits and a number are closing. 

An important lesson for the future, therefore, is for senior managers to keep their finger on the pulse of what is 
happening in the sector and more widely and to respond early to threats in the funding environment.  Better still; 
turn the threat into an opportunity by investing in positive change (in delivery, fundraising, impact reporting etc). 

Knee jerk reactions 
Having said that early response to threats is important, I have seen far too many knee jerk reactions to attempt to 
diversify income.  Often this involves jumping on the latest band-wagon, whether it is setting up a trading arm, 
seeking social investment or some other approach that has worked for someone else.  Of course, these 
approaches can and do work for many organisations but, I would counsel to take a little time to make sure the 
approach is right for your organisation before potentially wasting time and money on fruitless ventures. 

Trading 
Trading can be a good way to develop a sustainable income stream for the future but there are a number of issues 
to consider before diving headlong into setting up a trading arm.  These include:  

• is there a big enough market for your services/products (especially in challenging economic times); 
• will customers pay enough for you to make a surplus to contribute to your core costs; 
• can you differentiate yourself from your competitors to secure sufficient market share; 
• do you need a trading subsidiary anyway (i.e. are you proposing primary purpose trading that can be 

undertaken through the charity itself); and 
• do you have available (or can you secure) sufficient funds to forward fund the trading (e.g. marketing, 

sales, after sales support etc)? 
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Before setting up trading activities, therefore, it is important to do some research, get expert advice where you 
need it (e.g. on governance structures) and ensure you have people with the right skills to make it a success.  

Social investment 
A few years ago this widely misunderstood term was seen as a magic bullet for replacing lost statutory sector 
funding.  Well it wasn’t and isn’t.  Social investment is basically an umbrella term for a variety of loan products 
targeted at the third sector, sometimes (but far from always) backed by Government payment by results contracts.  
There is no doubt these can work really well for many organisations but the key feature of social investments is that 
the investment needs to be repaid so you must be generating an income stream to make the repayments (e.g. from 
trading, fundraising or Government payments for results). 

The other feature of many social investment products is that the level of due diligence lenders require of the 
beneficiary organisation can be rather onerous.  Again, this is not necessarily a bad thing, many organisations have 
found this level of rigour to be reassuring and a stimulus for positive change in the way they do things (especially 
impact reporting).  However, it can be, for a time, a significant draw on capacity in the organisation, so you need to 
be sure that you have the capacity to work with the lender to meet their due diligence requirements. 

All, that said, in the right circumstances social investment can be a very powerful tool (e.g. when start-up funding is 
needed) and the direction of travel for Government policy is clearly to encourage it, through the tax system, charity 
regulation regime and through specific Government initiatives (payment by results, Big Society Capital etc). 

Alternative grant sources 
There is no doubt that many charities have turned successfully to grant making trusts and foundations, the Lottery 
and latterly to the corporate sector for funding.  However, with often diminished resources and substantially 
increased competition for funding this is by no means an obvious funding source for all charities.  It can take time 
(and therefore capacity) to build relationships with key people in trusts and businesses to ensure a high enough 
success rate for applications and it is increasingly important to be able to demonstrate the need for your proposal 
and the impact it will make (and/or the impact you have made so far). 

So it is not simply a case of dashing off a few applications – indeed this can be counter-productive if success rates 
are low.  Getting the capacity, expertise (e.g. research, needs analysis, bid writing and impact reporting etc) and 
systems in place to maximise your chances of success is often vital.  With corporate funders it is also essential to 
be clear about what is in it for their business and whether certain types of in-kind support (which can be easier to 
get) could be as valuable (if not more so) than cash e.g. financial, communications, trading skills etc. 

Full cost recovery 
A critical issue with all income diversification work is to ensure that, at least in the medium term, your new income 
sources are sufficient to cover the core costs of the organisation.  In general this will mean for many organisations 
that taking on funding on a marginal cost basis (i.e. funding that only covers the direct costs of the activity itself) will 
not be sustainable.  There can be good reasons for taking on marginal cost funding, e.g. to develop a platform from 
which to undertake other activities and or to sell other products, but in general most small to medium sized charities 
will struggle if more than about 5-10% of their funding is obtained on a marginal cost (or loss making) basis.  Of 
course this means that pricing for traded services, bids for grants or contracts etc needs to be done in a way that 
ensures each funding stream makes a fair contribution to overheads/core costs.   

Trading 
For trading activities, this can be challenging because generally it is only possible to charge “what the market will 
bear” i.e. what customers will pay.  So a careful assessment of the costs of developing, selling and delivering each 
service/product is important to ensure that the income received not only covers costs but makes a reasonable 
contribution to core costs.  What is reasonable?  That depends on the scale of traded activity relative to the size of 
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the organisation; if the traded activity is say 20% of total income then it should be contributing to ca 20% of the core 
costs of the organisation.  What percentage mark-up this represents will, of course, depend on the pricing of the 
services/products in question, and whether the market will bear that mark-up is another question altogether.  So the 
key is to ensure that costs are well understood and controlled and to have the courage to stop offering 
products/services that aren’t viable on a full-cost recovery basis; otherwise those products and services will just be 
a drain on resources that could be deployed on other activities. 

Grants and contracts 
For grants and contracts, most larger funders, in all sectors, now understand that there will be a management fee 
or similar within the costing of a bid to contribute to core costs.  How much they will tolerate very much varies from 
funder to funder.  I have seen mark-ups of 10-25% (or more) depending on the funder and the basis of the funding.  
Somewhere in the middle of this range is probably about right.  However, when bidding for contracts, there will 
often be price competition between bidders so there will always be a judgement about what overall price will be 
competitive (again a form of “what the market will bear”). 

Some funders are now moving to more sophisticated ways of treating these overheads costs including breaking out 
specific costs (e.g. management cost, premises, IT, marketing and communications etc) in the applications forms, 
effectively recognising these as direct costs rather than overheads.  Obviously this will mean a lower mark-up 
should be used for the management fee.  Others are even moving to requiring full cost recovery calculations in 
their application forms, i.e. apportioning overhead costs according to the proportion of total income their 
grant/contract will represent if awarded.  This can be very difficult to do if your future income is uncertain (e.g. if a 
large grant or contract is about to end) so care should be taken in responding to these requirements 

Overall, the message here is that charities and social enterprises need to understand their costs (frontline and 
core) in detail and ensure that across all their income streams there are sufficient overheads contributions to cover 
core costs – remember that staff time is a real cost not just an opportunity cost, you have to pay them!  There are 
various methodologies for doing this, some more sophisticated than others, but it is essential when diversifying 
income to ensure that core costs are not forgotten in the quest to replace lost funding, otherwise you will never 
have the capacity you need to run the basic core functions of your organisation, let alone to innovate and grow.  
The net result for many will be that the organisation as a whole will no longer be viable and will close.  So again, 
managers will sometimes need the courage to decline (or not bid for) funding that doesn’t support core costs for the 
sake of the long term sustainability of the organisation.   

Conclusion 
Income diversification is, in my view, essential for all charities and social enterprises if they are to have a long term 
sustainable future but this shouldn’t mean accepting any funding that comes along or following the latest new fad in 
the fundraising world.  Options need to be considered carefully to ensure that they help and not hinder the overall 
mission and viability of the organisation.  In many cases expert advice or the acquisition of new skills (through 
volunteers, new staff or retraining) will be essential to maximising the chances of success.  In the end, no 
organisation can be “fire proof” when it comes to the impacts of the wider economic environment.  Those that 
survive and thrive no matter what, are almost always those that have their finger on the pulse of what is happening 
out there and plan prudently when times are good to ensure they can respond quickly to threats and turn them into 
opportunities.  The best time to diversify income is when the organisation is relatively financially secure rather than 
as a fire fighting measure when times are tough but whenever you do it, do it in a thoughtful and planned way. 

If you would like to discuss further any of the issues raised above as they relate to your charity please 
contact me at julian@almondtreeconsulting.co.uk or on 07802 957 938. 
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