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The information contained in this report is intended for guidance only.We recommend
that you seek specific, detailed advice before acting on any of the matters contained herein.



Starting out?

Starting a business is a daunting time because
there are so many choices you need to make.
Assuming you’ve decided what sort of business
you want to run, one of the first and most
important decisions is the legal form you want
to use to run it — an unincorporated sole trade,
a traditional unincorporated partnership, a
limited liability partnership (LLP) or a limited
company.

What’s the difference?

The big difference between the two “limiteds” and
an unincorporated business is the commercial risk
for the owners. In a sole trade or partnership, if
something goes wrong — say one of the products
causes some damage — then the owners can be sued
directly for every penny they have. It isn’t just the
business that can go bust, it’s the owners.A LLP or
company offers some protection. The business gets
sued, not the owners. If it goes bust, the owners can
start afresh without losing their own shirts.

There are limits to this, of course — if someone tries
to hide dishonestly behind the front of a LLP or
company, the law may make them personally liable for
the debts of the business. But if you are doing your
best to run an honest business and you are just
unlucky, limited status protects you.
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What about tax?
The choice of business form makes a huge difference

for tax. The profits of a sole trade or partnership

are taxed on the owners as they arise at income tax
rates (up to 50% in 2010/11) and are also charged to
National Insurance Contributions. If you are making
over about £43,875 a year, your marginal tax rate on
extra profits is 41%. If your profit exceeds £150,000,
the marginal rate will be 51%.

A company pays tax at only 21% on profits up to
£300,000 a year. At first sight, that makes the decision
easy — it’s a massive saving. The only problem is that
there is an extra tax charge when the company pays
the profits out to the owners as dividend or salary —
that 20% or 30% saving can disappear.

A company can certainly save you tax:

® on modest profits — on £43,875, the difference
can be about £2,680, even if you pay everything out;

@ on profits that you retain in the business — if you
delay the tax charge on extraction, you may be able
to keep some of the benefit of that 20% difference
between the tax rates.

Through the company or not?

If you are unincorporated, everything done by the
business is done by you for tax purposes. If you run
a car, you claim just the business proportion of the
expenses. If the business buys something for your
private use, you just exclude it from the business
profit and loss account.

If the business is a company, it's more complicated.
Anything the business provides for you is likely to be
an expense for corporation tax purposes, but there is
a separate tax charge on you as a “benefit in kind”.
That’s likely to be worse than the unincorporated
treatment, and it may be better for you to pay for
your own benefits rather than have the company
provide them.

Example

Alan runs a car which has a C0, emissions rating of
180g/km. It cost £20,000, and he uses it 80% for
business purposes. Fuel for the car costs £3,200 a
year, and servicing and insurance are £1,600.

If he is a sole trader, he claims capital allowances
of 80% of £2,000 and running expenses of 80%

of £4,800.

If a company provides him with the car, it will claim
the full allowances (£2,000 plus £4,800), but he will
pay tax on benefits-in-kind for the car of £5,000 and
£4,500 for the fuel. The company will pay NIC on
those figures as well. If Alan is a 40% taxpayer, the
total tax and NIC is £5,016.

In the company or out?

There is a different twist if you run a business

and own the buildings it occupies. If the business is

a company and it owns the buildings, you can end

up paying two lots of tax if the building goes up in
value — the company pays corporation tax on a gain on





