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About this guide

This guide looks at some of the tax issues of particular relevance to personal
and family companies, both from the perspective of the company itself and
the directors and shareholders behind the company. In particular, it explains
the corporation tax charge on the company and outlines some tax planning
strategies to minimise that charge in a legitimate fashion. It also explains
how the company can obtain relief for any losses that it makes.

The guide also considers the role of the family company as an employer and
sets out the company’s obligations in this role.

Where profits are made by a family company, those profits must be extracted
if they are to be used personally by the family members. The guide looks at
various ways in which profits can be extracted from a family company and
the associated tax implications and suggests a strategy for the tax-efficient
extraction of profits. The guide also explains the concept of a director’s loan
account and the tax consequences that arise if the account is overdrawn.

Finally, the guide takes a look at what happens when the current family
members wish to retire, highlighting some valuable reliefs that are available
if the business is passed on to the next generation or sold.

1.1 Introduction

Many businesses are operated as family companies, and while some sizeable
businesses are family-owned, the vast majority of family companies are
small companies. Many family businesses have been in existence for several
generations.

When setting up a new business that is to be family-owned, it is important
to consider the set-up in advance. Issues to be addressed include:

Who will be the directors?

How are the shares to be allocated?

Will there be more than one class of shareholding?

What rights will attach to each class of shareholding?

What skills does the family possess?

What skills does the family lack, and how is any skills gap to be
plugged?

How are family members to be paid?

e How is conflict to be resolved?

e How is the business to be passed on?

It is important to appreciate that the family company is a separate legal
entity from the family that runs it, and business and personal matters must
be kept separate.

The family company will pay corporation tax on its profits. The taxation
of the company’s profits is considered in Section 2. The company will also
need to file accounts and an annual confirmation statement at Companies
House and comply with company law requirements. Accounts must be filed
within nine months of the end of the accounting period. The directors will
also have legal responsibilities.
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The company may have employees as well as shareholders. These may be
family members but may also include other employees who are not part of the
family. The family company will generally be an employer, even if this role is
limited to paying small salaries to family members. Consequently, the family
company will need to meet the tax and National Insurance obligations that go
hand in hand with being an employer. These are discussed in Section 4.

If the family members wish to use the company’s profits personally, they
will need to extract them from the company and, depending on how the
profits are extracted, this may trigger tax and National Insurance liabilities.
Popular profit extraction methods include paying a salary or bonus and
declaring dividends. However, there are also other ways in which profits
can be extracted for use outside the company. The extraction of profits is
considered in Section 5.

Most family companies are close companies (see Section 6.1). This imposes
additional obligations on the company, particularly where there are
outstanding directors’ loans. These are discussed in Section 6.

No one lives forever or works forever, and if the family company is to
continue in existence beyond the working lives of the existing directors
and shareholders, consideration should be given in advance as to how the
business is to be passed on to the next generation. Planning ahead is essential
to ensure that valuable reliefs, such as business asset disposal relief (for
capital gains tax) and business property relief (for inheritance tax), remain
available. See Section 7.

1.2 Setting up a new company

If the family is thinking of starting a new business and plans to operate that
business as a family company, it will need to set up the company - a process
known as incorporation. The company must be created in accordance with
company law requirements and registered at Companies House.

There are various routes that can be taken when setting up a company. The
family can use the services of a third party, such as a formation agent, an
accountant or a lawyer, to set the company up for them. If the family has
not set up a company before and does not have experience in this area, this
may be the preferred option; while this will be more expensive than setting
up the company themselves, any associated advice that they receive may be
invaluable.

Alternatively, the family can set up the company themselves. This can be
done on the gov.uk website at www.gov.uk/limited-company-formation/
register-your-company. A company can be registered online if it is limited
by shares and it uses the standard articles of association (also known as
the ‘model articles’). This service costs £50 and the company is normally
registered within 24 hours. The same service can be used to register the
company for corporation tax and to register for PAYE. To register online,
three pieces of personal information are needed about the registrant and
the company’s shareholders, such as mother’s maiden name, town of birth,
father’s first name, telephone number, National Insurance number or
passport number.
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It is also possible to register a company by post using form INo1. The stated
timescale for postal applications is eight to ten days and the service costs
£71, payable by cheque made out to ‘Companies House’. You must use the
postal route if you do not want ‘limited’ in the company name.

Practical tip

If the proposed structure is simple, the company can be set up online easily
and cheaply.

1.3 Deciding on the share structure

When setting up a new company, one of the key decisions that must be
made is the share structure of the company. The family will need to decide
on the number and class of shares. In doing so, the family must comply with
company law requirements and any restrictions in the articles of association.
Detailed consideration of these matters is outside the scope of this guide,
and it is advisable to seek professional advice.

The share capital is the total nominal value of the shares in the company,
such that a company with 100 ordinary £1 shares will have nominal share
capital of £100. This is not the same as what the shares are worth, which
will depend on the value of the company.

The company can issue different types of shares. Normally, a small company
will issue ordinary shares and may choose to have different classes of
ordinary shares (such as A ordinary shares, B ordinary shares, etc.). This
structure, known as an alphabet share structure, is popular as it allows for
different dividends to be declared in respect of different classes of shares,
which can be very useful from a tax planning perspective. The company can
also choose to give different rights to different classes of shares, too. For
example, the parents may have full voting rights, whereas children may be
given shares with entitlement to dividends only. However, where shares
have restricted rights, this may compromise the availability of business
asset disposal relief if the company is sold (see Section 7.1).

Practical tip

Consider what share structure will work best for your family company with
regard to what rights you want individual family members to have and
what flexibility you wish to retain. Setting up an alphabet share structure
at the outset preserves flexibility and allows for tax-efficient extraction of
profits. However, when assigning rights and shareholdings, be mindful of
the qualifying conditions for business asset disposal relief (see Section 7).

The company could also issue preference shares, which have a fixed right to
dividends and no voting rights, although these are less common in a simple
family company.

As well as deciding on the type of shares, the family needs to decide how
many shares to issue and to whom. The authorised share capital places a
limit on the number of shares that can be issued. The company does not
need to issue all the shares that can potentially be issued - the shares that
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are issued form the issued share capital.

The company can decide how many shares to issue, as long as this is within
the authorised share capital. In a simple family company where there are
only two shareholders, such as a husband and wife or civil partners, the
company could simply issue one share each. This approach could be adopted
whether they simply have one class of ordinary share or adopt an alphabet
share structure. Alternatively, the company could issue 100 shares of each
class, as this provides for an element of flexibility in holdings of a particular
type of share, and this approach is one often adopted by small companies.

It should be noted that the shareholders must pay for their shares and, in
doing so, introduce capital into the company. The amount of capital that
the family wishes to introduce will have a bearing on the number, class and
nominal value of the shares that are issued.

1.4 Appointing company officers

The family will also need to decide on and appoint company officers.

1.4.1 Company directors

A limited company must have at least one director. Directors are legally
responsible for running the companyand complying with thelegal obligations,
such as ensuring that accounts are properly prepared. A director must be
aged 16 or over and not be disqualified from being a director. Directors’
details, including a correspondence address, are publicly available.

A director has a number of responsibilities and must:

e follow the company’s rules as set out in its articles of association;

e keep company records and report changes to Companies House or
HMRC, as appropriate;

file accounts and a company tax return;

file a confirmation statement annually;

pay corporation tax; and

disclose to other shareholders any personal benefit that they might
derive from company transactions.

Practical tip

It is important that directors are aware of their legal responsibilities as they
may be fined, prosecuted or disqualified if they fail to meet them.

Practical tip

A company that has only one employee who is also a director is not entitled
to the National Insurance employment allowance (see Section 5.1.1).

Practical tip

If the company fails to file accounts or its confirmation statement, Companies
House may take action to strike off the company. To avoid this, ensure that
these documents are filed on time and, if the filing date is missed, that
warning letters from Companies House are not ignored.



