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N E W S E X T R A

Small companies, the self-employed and the Tax System 

This article is based on my response to the discussion paper issued by the Treasury in December 2004.  My comments are based on my 30 years’ experience in accountancy practice, which has shown me how small businesses think and act.  The article was updated in June 2008.

Comments


The Chancellor expressed his concern about businesses incorporating for tax reasons rather than commercial considerations.  If he wants to see why this has happened, he need only look at the tax system he inherited and the changes he has made.

1. Tax rates

There was a long-standing link between the small companies’ rate of Corporation Tax and the basic rate of Income Tax, which ensured that the business structure had little effect on the amount of tax paid by small businesses.  In his first budget in July 1997, the Chancellor chose to break that link, by reducing the small companies’ rate of Corporation Tax to 21%, 2% below the basic rate of Income Tax.  Later reductions have left us with Corporation Tax rates of 0% up to £10,000 and 19% up to £50,000, well below the Income Tax rate of 22%.


It was folly to believe that the zero rate of Corporation Tax would help companies to grow, when any company with real intentions to expand would stay in that tax bracket for a very short time, probably only a year or two, so the benefit would be minimal.  It was obvious to anyone with any common sense that the real benefits would accrue to companies which intended to stay very small and that people would have an incentive to put small business operations in a corporate structure.  My Institute even warned the Chancellor that this would happen.


The Chancellor finally realised the error of his reform and the 0% Corporation Tax rate was abolished from 1 April 2006.  Further changes have given, from 1 April 2008, a small companies’ rate of Corporation Tax (21%) which is higher than the basic-rate of Income Tax (20%) for the first time in living memory.  This is a complete reversal of policy. 

2. Advance Corporation Tax

When a company paid a dividend, it used to have to pay one-quarter of that dividend as Advance Corporation Tax (ACT) almost immediately.  This ensured that profits distributed as dividends were always taxed at 20%, and that shareholders could not claim credit for tax which had not been received by the Inland Revenue.  It also made it more difficult for companies to follow dubious practices, such as declaring dividends retrospectively to clear overdrawn directors’ loans.

There was no good reason for the Chancellor to abolish ACT in 1999.  If it had been retained, then there would have been no need for the 19% charge on dividends applied between 2004 and 2006, a seemingly simple measure which nevertheless needs a whole schedule to the Finance Act.

3. Class 1 National Insurance

In 1999, the Chancellor reformed Class 1 National Insurance for employees, under the delusion that contributions should become payable at the same level of earnings as Income Tax.  The logic was spurious for two reasons: first, because things such as job expenses and benefits affect tax but not NI and second, because NI is calculated on each employment separately, whereas tax is assessed on total earnings from all sources.  It is still possible, therefore, for an employee to pay tax but not NI, or vica versa.

The strangest part of the new system is that there is a level of earnings where benefits can be earned without either employee of employer actually paying any National Insurance Contributions.  Why did no-one in the Treasury realise that proprietors of small companies would manipulate their directors’ salaries to achieve that result?

4. Car Benefits

There used to be three bands of car benefits, which surcharged those doing under 2,500 business miles a year, while giving a discount to those doing more than 18,000 business miles a year.  Those different scales were abolished in 2002, so the essential car user, such as a travelling salesman, is now treated the same for tax purposes as someone who receives a company car only as a luxury perk of the job.  Ridiculous.

Of course, the only people likely to receive company cars as luxury perks are those controlling their own companies, so the Chancellor has created another opportunity for small companies and their directors to manipulate their tax position.

5. First-Year Allowances

I have never believed that first year allowances encourage investment, so I was dismayed when the Chancellor reintroduced them in 1997 (the rate alternated between 50% and 40% up to March 2008).  My experience has shown me that they just encourage people to make decisions to buy plant and machinery in order to save tax in the short term, than for the long-term benefit of the business.  In incorporated businesses, they also provide more opportunity to manipulate profits to fall in the desired tax band.

6. Capital Gains Tax

The Capital Gains system for individuals has undergone two major reforms (in 1998 and 2008) while the system for companies has remained unchanged.  Further changes are always likely in the future, making long-term planning difficult, as it is impossible to say whether an asset would be better held personally or through a company. 

Conclusion

The common sense approach would be for the Chancellor to undo most of his predecessor’s tinkering, and return largely to the Corporation Tax system which existed up until 1997, then many perceived problems would disappear.  Unfortunately, I fear that political considerations will outweigh common sense in reaching a decision: it would be too embarrassing for the prime minister to admit his mistakes by repealing his own reforms.

The government’s latest policy is to attack what it considers to be artificial “income shifting” where a company is used by, typically, a husband to share income with his wife to reduce tax liabilities.

What I know we will end up with, therefore, is another dog’s dinner of complicated measures such as the personal service company rules (commonly known as IR35) where the tax position is based more on opinion than fact, and the credibility of the tax system suffers because it lacks certainty.

If the aim is really to discourage people from forming small companies, then part of the answer could lie in company law, rather than tax law.  A minimum paid-up share capital requirement for private companies would oblige proprietors to risk some of their own money, as well as that of creditors, so they would not be so keen to incorporate.
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