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Preface


 


Any successful business is only as good as its products, services and/or people. We are extremely lucky at Bevans Solicitors to have an excellent team of solicitors based in our Bristol and London offices, all of whom combine outstanding legal knowledge in their specialist field with practical commercial understanding. We are an SME like many of our clients and, therefore, are able not only to advise on pure legal matters but can also bring commercial acumen and guidance to the table from our own experiences.


Particular thanks go to all those who have contributed to this book: Stuart Allen, John Bailey, Alex Bevan, Lucinda Bromfield, Harriet Broughton, John Hodgson, Guy Hollebon, David Kirkpatrick, Lucy Mills, Preema Patel, Filippo Petteni, William Power and Lee Xavier. We must also give a special mention to Jessica Armfelt and Helen Gazzard for their help in pulling the chapters together.


Finally we should point out that the law stated in this book is as at 1 June 2011 and that this book should not be taken as constituting legal advice for a specific issue.




In one minute


In an increasingly regulated business environment there are ever more and ever deeper legal pitfalls for the SME owner or manager. This book seeks to identify a number of common legal pitfalls that SMEs can fall into and provide practical guidance for avoiding them.


Preparation is vital at every stage. For example, even at the earliest stage when planning a business start-up, some careful thought as to the appropriate trading structure – sole trader, partnership, limited liability partnership or limited company – can pay dividends later on. If there are multiple owners, then a basic partnership or shareholder agreement can save significant time, disruption and costs later on when one wants to leave.


As a business becomes established and grows, then new legal pitfalls appear on the horizon. Property issues, staffing issues, debt collection and contracts can all lead to problems, although in the main these can be avoided, or at least the risks can be minimized with some forethought.


Inevitably, there will be problems that arise to which this book does not provide a solution (even we cannot claim that this book will fix all). However, we hope that this book will at least be able to provide a steer to any SME business owner or manager and enable them to identify where a problem may be lying in wait for them. It is then important that practical and commercial advice is sought without delay – depending on the issue, it may be necessary to seek accountancy advice or you may need legal advice. In our experience, it is much better if advice is sought as early as possible because it enables the professional adviser to be proactive and work to avoid the issue developing, rather than having to be reactive since something has already been done and a problem or claim has already crystallized.
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Setting up a business

In this chapter you will learn about:


	the different legal forms of business

	what steps are necessary to start up your chosen legal structure for your business

	shareholders’ and partnership agreements and how they can considerably ease the working of your company.
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Initial considerations

When setting up a business, it is extremely important to take time to consider carefully which structure is best suited to the nature of the business itself and the individuals involved and how they intend to carry out that business. From a financial perspective, choosing the correct legal form for your business is key. The legal structure has an effect on:


	National Insurance and tax liabilities

	statutory requirements in respect of records/accounts to be kept and filed

	liability of the business or individuals within the business if the business were to fail

	the authorities to which the business reports and answers



…and, in more general terms, how the business is run and how decisions are made.

This chapter aims to provide a more detailed overview of the types of legal business structures that exist, their specific characteristics and differences, and their benefits and drawbacks. It is worthwhile carrying out some research online and obtaining as much information as possible from Business Link and Companies House on the types of structure. It is also worth investing in time with a solicitor or accountant to assist in the process of choosing the correct structure that best suits the particular circumstances of the business and individuals concerned. We will take these structures in order.

There are essentially five main choices. These are:


	sole trader

	private company (either a private limited or private unlimited company)

	partnership

	limited liability partnership

	public company.



There are also various other business structures that have come into being in more recent times. It should be noted that it is possible to change the legal form of the business after it has commenced trading and has been created, but to effect that change takes time, money, specialist advice (either from accountants in respect of tax implications and/or from solicitors in respect of legal implications) and requires notification to HMRC.
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Sole trader

The simplest option is for you to trade on your own behalf and in your own name. Most who start up small businesses find that this is their best option. Though you might well talk about ‘your business’, as a sole trader in legal terms your business is not an entity that is distinct from you. Your customers and suppliers or anyone with whom you have entered into a contractual relationship in the course of your business will be contracting with you as an individual.

There are upsides and downsides to this structure. All the assets and profits are owned by you but so is the risk. You are personally liable for all debts and liabilities during the course of your business. Many small businesses are structured in this way since the set-up, management, accounting, tax and National Insurance positions are all relatively straightforward. To start up as a sole trader you must simply register with HMRC as being self-employed. Your statutory obligations are to keep accounting records of your business, income and expenses, and to file self-assessment tax returns. All the decisions are yours in respect of the management. You are considered self-employed. You pay fixed-rate Class 2 National Insurance contributions regardless of any profits you make. You pay Class 4 National Insurance contributions on any profit and your profits are taxed as income. You may have to register for VAT depending on the amount of sales. While you have complete control over your business, if you run up debts or if your business does not succeed, any liability lies with you. This will often mean that your home and other assets may be at risk.

POSITIVES


	You can keep simple, unaudited accounts.

	National Insurance is low.

	Unless your earnings are high, you may find that your total tax burden is lower than that of a limited company.

	Setting up is quick and easy.

	As your earnings increase, you can form a limited company, although you may have to pay stamp duty to do so.



NEGATIVES


	You have personal liability for all your business debts. This means that all of your personal assets are at risk.

	 You are entitled to fewer social security benefits.

	Your options for financing your business are limited.

	It can be harder to sell your business or pass it on.
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Private company

The second structure is that of a private company. There are generally two types of private companies:


	a private limited company, and


	a private unlimited company (less common).



The great advantage and crucial element of this structure is that, no matter how small or how large the company is, in legal terms it is an entity that is distinct from you. This means that the assets of the company are owned by the company and not by you. If things went wrong, other parties to contracts would sue the company and not you personally. It is the company and not you which has entered into contracts and is liable for all debts and liabilities incurred.

The company is a separate legal entity even if it is entirely and wholly owned by you. There are a number of legal consequences that flow from the separate legal personality of the company. There is a distinction between the assets of a company and your personal assets. The failure of the company, and its possible liquidation, limits the creditors’ claim to the assets of the company and not those owned by you.

Some common features of all private companies are that the company must be registered at Companies House, the company must file accounts with Companies House and these accounts should be audited unless they are exempt. A further obligation is to file an annual return with Companies House. There are specific provisions in respect of company secretaries and directors and their eligibility. If the company has any taxable income or profits, there is an obligation to notify HMRC and an obligation to file a corporation tax return. There are a further number of HMRC requirements that must be met – for example, VAT, PAYE, and so on.

A fundamental distinction between a private limited and private unlimited company is that in a limited company the finances are separate from the personal finances of their owner. A company is limited either by shares or by guarantee and, in the event of the company either being wound up or found liable, the members’ liability is limited. In reality, there are still many instances when personal liability can still arise, such as in cases of security on borrowings or personal guarantees. In a private unlimited company, there is no limit on liability of its members in the event of the company’s liquidation. Such companies are not common and, indeed, it would be unusual to find a small business being a private unlimited company. It is very important in these structures to both have a shareholders’ agreement (see box below), setting out the relationship between the shareholders and articles of association, which define the company structure. The advantages of limited companies tend to increase as the business grows.

POSITIVES


	A private limited or unlimited company is a separate entity distinct from you personally.

	A limited company carries greater credibility.

	It is easier to raise finance for the business or to sell a part of the business.

	High earners can gain tax advantages either by keeping money in the business or making dividend or pension payments.



NEGATIVES


	There is a great deal of red tape associated with registering a limited company (although your solicitor or accountant may be able to make life easier here by buying an ‘off-the-shelf’ company on your behalf, or you can use a reputable company registration agent) and appointing directors.

	Annual accounts are generally more complex.

	Companies with turnovers of greater than £6.5 million require an independent audit, with all of the associated costs and administration.

	National Insurance payments are higher, given the requirement to pay employer’s and employee’s NI contributions on all salaries, including those of the company directors.

	If you decide to cease trading, it can be more difficult and more expensive to wind up your company.



	Shareholders’ agreements


At law a company is a separate legal entity and quite distinct from its shareholders (the owners), the directors (who run the company day to day) and the employees. It may be that an individual is a shareholder, director and employee, but one of the core strengths of the limited company vehicle is the fact that there can be a separation of ownership from management. It is therefore very important that the owners’ – the shareholders’ – rights, duties, obligations and powers are clearly set out. The articles of association of the company may provide a basic framework; however, normally the articles of association will not cover all of the important matters such as how a shareholder can transfer their shares if they leave. Moreover, the articles of association are public documents which must be filed with Companies House and so anyone can obtain a copy. Ordinarily, the shareholders will not want the details of their arrangements available publicly and so will opt for a shareholders’ agreement which will be private as between them and which will govern their relationships as shareholders.

A shareholders’ agreement must be tailored to the particular business, and you should always seek legal advice before entering into such an important document. Further, the shareholders’ agreement should be a living document in the sense that it should grow with your business. There is little point incurring the cost of having a 100-page, all singing, all dancing agreement drawn up from day one if the business is a new start-up and costs are tight. In this scenario, a basic well-drafted agreement would provide the core protections necessary, and over time, as the business grows, the agreement can be redrafted to become more sophisticated. A shareholders’ agreement is particularly important if there are minority shareholders as the agreement will be a chance for them to ensure appropriate protection of their minority interests in the company, although much will depend on their relative negotiating strength as to how much protection they can obtain.

Common things that ought to be considered and dealt with in a shareholders’ agreement include:


	
Whether there are any core business decisions that require unanimity of all the shareholders. Under company law, most company decisions require a simple majority of the shareholders and so 51 per cent of the vote suffices. There are some matters which require 75 per cent of the votes but nothing requires unanimity. Therefore, a shareholders’ agreement will commonly set out certain important decisions that can only be taken with the written agreement of all shareholders. These typically include:

	the selling, transferring, leasing, assigning or otherwise disposing of a material part of, or any interest in, the undertaking, property or assets of the company or any subsidiary

	doing anything whereby the company may be wound up (whether voluntarily or compulsorily) unless the company is insolvent

	entering into any contract except in the ordinary and proper course of business

	borrowing money

	taking major decisions relating to the conduct of material legal proceedings to which the company is a party

	incurring capital expenditure above a certain limit

	holding any meeting of shareholders unless all shareholders or duly authorized representatives or proxies for each of the shareholders are present

	amending the articles of association of the company

	altering any rights or restrictions attached to any class of shares

	changing the company’s name

	passing any resolution or engaging in any other matter which represents a substantial change in the nature of the company’s business or in the manner in which that business is conducted

	removing a director

	issuing any additional shares otherwise than in accordance with the shareholders’ agreement.








	
Whether a shareholder has the right to be a director (or to appoint a director to represent their interests).

	
Any policy on dividend payments. It may be that dividends will simply be declared as and when there are funds and appropriate company approval is given, or there may be an express dividend policy – for example, that a certain percentage of profit will be paid as a dividend each year.

	
A requirement that a shareholder who wishes to transfer shares to a third party to first offer the shares for sale to the other shareholders. This ensures that the shareholders will not end up in business with people whom they do not know or do not want to be in business with. Typically, there will be a fixed procedure to be followed if a shareholder wishes to transfer shares. It will need to be determined whether the remaining shareholders have an option to buy the outgoing shareholders’ shares and, if they do not exercise the option, then the shares can be transferred to the third party, or whether it is an obligation on the remaining shareholders to buy the shares. The amount to be paid for the shares will have to be worked out – typically, a shareholders’ agreement will provide for the parties to try and agree the figure first and, if not, then such amount is to be determined by an independent accountant. There may need to be a mechanism to deal with the situation where the parties cannot even agree on the accountant who is to undertake the valuation! The shareholders’ agreement should also provide a framework for how to calculate the share value – including whether there will be a discount for a minority shareholding, what valuation mechanism will be used, and so on. The remaining shareholders may want to allow for payment over a period of time.

	
Whether there are situations which trigger an automatic transfer of shares. These events are commonly insolvency or death of a shareholder. In addition, where a shareholder is an employee as well, then the termination of their employment (whether by the company or a resignation) would often trigger an automatic transfer of the shares, as would a breach of the shareholders’ agreement itself. It may be that there will be good leaver/bad leaver provisions, so that, for example, a shareholder employee who is made redundant through no fault of their own is paid full value for the shares whereas a shareholder employee who is dismissed by the company because of misconduct may be paid only a nominal amount for the shares.

	
Drag and tag rights. These would apply where a majority shareholder wishes to sell their shareholding. In this scenario, the third-party purchaser may want to acquire the entire shareholding of the company and not just the majority of the shares, or the minority shareholder(s) face being in business with someone they do not know and may not be comfortable with. In order to avoid this, then the shareholders’ agreement can provide that, if the majority shareholder receives an offer from a third party for all of the shares in the company, then the minority shareholder(s) must sell to the third party on the same terms as the majority shareholder is selling (drag rights). Alternatively, if the third party offers to buy all or some of the majority shareholders’ shares, only then can the minority insist that the third party must also purchase all or the same proportion of their shares on the same terms (tag rights).

	
Either a full prohibition on issuing new shares at all (i.e. this is a decision that requires unanimity of the shareholders) or, alternatively, if the company intends to issue new shares, a provision they must first be offered pro rata to the existing shareholders. This ensures that new shares cannot be issued with the effect of watering down an individual’s shareholding and so, in turn, their voting rights.

	
Possible restrictions on the future activity of the departing shareholder – for example, that they must not solicit, canvass or deal with customers/clients of the company, or that they must not hold an interest in a competing business for a specific period of time. Such restrictions require very careful drafting to minimize the risk that a court declares them unenforceable.

	
A dispute resolution clause. Ordinarily, a dispute about shareholding matters would end up in the civil courts and so there would be a public hearing which might involve confidential and private business matters. It is therefore sensible to think about including a clause so that any dispute which arises between the shareholders must first be referred to, say, mediation. See Chapter 8 for details of mediation.
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Partnership

If more than one person is involved in running the structure of the business, a third possible structure is that of a partnership. The three types of partnership are:


	limited partnerships

	ordinary partnerships (which incorporate the general characteristics outlined below), and


	limited liability partnerships, or LLPs (considered separately below).



However, there are some features common to all three types of partnership. Each partner must register as self-employed with HMRC and complete an annual self-assessment tax return. A partner can be a business or an individual. The partners share risks, responsibilities and costs of the business. Unless stated otherwise in a partnership agreement (see box below), each partner will take an equal share of profits. It is normal for the partners themselves to manage and run the business. The partnership has obligations to send annual returns to HMRC and keep details of business transactions, income and expenses. It is they who enter into the agreement with third parties and are therefore liable for all debts and liabilities incurred in the course of the business. A partnership, unlike a private company, is not a separate legal entity. Serious consideration should be given to drawing up a partnership agreement. In practice, it is essential.

POSITIVES AND NEGATIVES

Positives and negatives are similar to those of a sole trader. The following should be considered:


	Your partnership may be able to accrue additional finance via the introduction of new partners.

	Each partner is personally liable for all the business debts of the partnership (other than tax on profits), even if another partner caused them.

	Partnership agreements can be established to protect the partnership in the event of any disputes. You should consult your lawyer about this.



Limited partnerships are partnerships where at least one partner has unlimited liability (general partner) and one or more partners have limited liability (limited partners) provided they take no part in the running of the business. This form is used sometimes for investment funds or for joint ventures between companies.

	Partnership agreements


A partnership involves two or more people running a business with a view to profit. Inevitably, those involved in a partnership will have different objectives for the business and different timescales within which they wish to achieve those objectives. A partnership agreement will regulate the way in which the partners act towards each other and will set out the rules for the partnership. In the absence of a formal written partnership agreement, the partnership will be governed by the Partnership Act 1890.
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