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Meet the author


This book is the one I wanted to read when I first started studying tax nearly 30 years ago while reading law and training to be a Chartered Accountant. Unfortunately, there were no books like it on the market so I had to learn my tax from some decidedly dry and dusty tomes.


Having worked with many small business people over the years, I am passionate about making difficult but essential subjects like tax accessible to everyone. We all learn in different ways so I have included detailed numerical examples and tables of information alongside the written text. The format of the book is based around the real-life decisions that business people have to make every day, so there are plenty of examples and case studies based on actual events. Each point is described using as little jargon as possible and where technical words are used, there is a glossary in Appendix 3 to help with those unfamiliar terms. Please be reassured that irrespective of whether you succeeded or failed at school maths you can grasp the basics of the tax system. As you read the book, you will find out that understanding business tax is more about your attitude to tax than it is about being able to perform complex calculations.


I hope that by regularly referring to this work you will learn to avoid some of the tax pitfalls that so often plague new ventures and come to understand the tax consequences of all the various decisions you have to make on a daily basis. Reading the book will not turn you into a tax expert overnight but it will make you aware of where tax impacts on your business, preventing potentially expensive mistakes. You will also find that your increased knowledge takes some of the fear out of dealing with your tax affairs, enabling you to have more meaningful and equal consultations with your bankers, accountants and, of course, HM Revenue and Customs.


I hope you enjoy this new edition. Good luck and best wishes with your business venture.


Sarah Deeks LLB FCA
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Only got a minute?


Irrespective of whether you trade as a sole trader, partnership or limited company, there are certain common features of the tax system that apply to all businesses. One of the most significant points to remember is that you pay tax on your business profits and not your drawings, dividends or money taken from the business. You calculate your profit (or loss) by preparing accounts showing your business transactions. From April 2013 small unincorporated businesses can prepare simple ‘cash’ accounts recording their receipts and payments. Until then all businesses have to produce more complex accounts that include debtors, creditors, stock and work in progress. These then have to be adjusted for the tax rules. The most significant adjustment usually relates to the tools, equipment and vehicles used in your business. Instead of calculating commercial depreciation you have to claim capital allowances on these items instead. If you make a loss, you do not have to pay tax and you may even be able to claim a tax refund by offsetting the loss against other income or profits.


Understanding how the tax system is administered is important. All businesses pay their taxes to Her Majesty’s Revenue and Customs (HMRC for short) under rules known as self-assessment. In order to know how much tax you owe you have to complete a tax return. Companies file a corporation tax return. Sole traders and partnerships complete an income tax return. There are deadlines for filing tax returns and paying tax. Failing to meet these dates will result in fines and interest charges.


All businesses need to notify the tax authorities about their activities, keep appropriate business records, prepare accurate accounts and file correct returns. To ensure compliance with these rules HMRC has wide-ranging powers to check your accounting records and visit your business premises.


Employing staff and paying directors has tax consequences. You have to deduct income tax and National Insurance from their salaries under the Pay As You Earn system (PAYE for short). You also have to maintain detailed records of any perks or benefits they receive and expenses they claim.


If your business is registered for VAT, you have to file regular VAT returns to account for VAT paid to you by your customers. You are able to claim back VAT paid to your suppliers. In some cases you will benefit by using a special VAT scheme.


Tax affects a business from the ‘cradle to the grave’, so starting a new business, incorporating an existing self-employment or partnership, selling a business or closing one down, all have tax implications which require consideration if you are to minimize your tax bills.
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Only got five minutes?


An understanding of the tax system is essential for anyone involved in a small business venture – proprietors, partners and directors – if they are to avoid tax pitfalls and understand the tax breaks available to them at each stage in the business lifecycle.
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Starting a business


When starting up a new small business you should first of all decide whether you want to trade as a sole trader, partnership or limited company. This will depend on a number of factors including whether you are working on your own or with other people and how risky the business is. There is no easy way to tell whether you will save tax by trading as a company rather than as a sole trader because it depends on how profitable the business is and how much money you need for your personal use.


Having decided upon your trading entity you then need to notify HM Revenue and Customs (HMRC for short) about your business activities. If you fail to notify the tax authorities about your business you can be fined. If you are self-employed or a partner, you will be registered to pay monthly Class 2 National Insurance. In all cases you should consider whether you need to register for VAT compulsorily or whether you want to register voluntarily. If you have employees or you are a company director, you will need to set up a Pay As You Earn (PAYE) scheme.


Two tax breaks to consider when you start up a new business are:



[image: image]  ‘Pre-trading’ expenses incurred in the seven years before you start trading can be offset as a tax deductible expense in your first accounting period providing that you have retained the relevant receipts; and



[image: image]  Capital assets such as equipment and cars owned before the business gets off the ground can be introduced into the business at their market value. You can then claim writing down allowances on them.


When you start a new business venture you should make sure that you understand how much tax you will owe at the end of your first trading period so you can budget for it accordingly.
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Running a business


Once your business is up and running you will be regularly involved with tax issues. If you are not registered for VAT and do not have any employees/directors, you will mainly be concerned with your end-of-year tax bill. You should also keep a careful eye on your sales income to make sure that you know when to register for VAT as failing to register on time can be expensive. Once you are registered for VAT you must account for ‘output’ VAT on your sales, reclaim ‘input’ VAT on your expenses and supply details of your taxable transactions to HMRC by filing regular VAT returns.


As soon as you take on employees or pay directors you must deduct income tax and Class 1 National Insurance from their salaries and wages via the PAYE system. Budgeting for employer’s Class 1 National Insurance contributions is important as these are paid on top of an employee’s gross salary. You must keep detailed PAYE records, pay the tax deductions over to HMRC once a month, and file various returns and forms.


Other business transactions that have tax consequences include:



[image: image]  buying or leasing equipment and cars;



[image: image]  buying or renting property and working from home; and



[image: image]  contributing to a pension.
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Profits and losses


The amount of tax you owe at the end of the tax year or accounting period depends on whether your business makes a profit or a loss. To calculate your profit or loss for tax purposes you should:



[image: image]  Maintain records of your income, outgoings and bank transactions. If you fail to keep your accounting records for a set period of time, you can be fined.



[image: image]  Choose a suitable accounting date. If you are self-employed or a partner, this may be the same as the tax year end. If you anticipate that your profits will increase over time, you may obtain a cash flow advantage by choosing a date that is not the same as the tax year end, but over the life of your business you will pay the same amount of tax regardless of which accounting date you select.



[image: image]  Draw up accounts based on your accounting records. From April 2013 small unincorporated businesses have the option of completing ‘cash’ accounts showing just their business receipts and payments. Other businesses have to prepare more detailed accounts and adjust them so they comply with tax law. Some areas require particular attention. For example, commercial depreciation is ignored for tax purposes and capital allowances are claimed instead; entertaining expenses are not tax allowable; and, while repairs are tax deductible, improvements are not.


Sole traders and partners pay income tax and Class 4 National Insurance on their profits. Limited companies pay corporation tax. Profits are calculated before deducting proprietor’s drawings (in the case of sole traders and partnerships) and dividends (in the case of limited companies).


If you make a trading loss, you will not owe any tax. You may be able to obtain a tax refund by deducting the loss against any other income in the current year or you can carry the loss forward and offset it against your future profits so you pay less tax then. If you have only just started your business and you make a loss, you can carry the loss back against your income from earlier years in certain circumstances.
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Self-assessment


The income tax and corporation tax system is known as ‘self-assessment’. Once you have told HMRC that you are trading you will have to complete a tax return at the end of the tax year (5 April) if you are self-employed or a partner. If you trade as a limited company, you will file a return at the end of your accounting period. It is your responsibility to complete the relevant return using your accounting records and file the form by the due date. Company tax returns must usually be submitted within 12 months. Paper returns for sole-traders and partners have to be filed by 31 October after the end of the tax year, but the deadline for electronically filed forms is three months later on 31 January.


The tax return includes a self-assessment of your tax liability and this calculation becomes the basis of your tax payments. Sole traders and partners usually pay income tax and Class 4 National Insurance twice a year on 31 January and 31 July but in some circumstances payment is only required on 31 January. The due date for paying tax if you are a limited company is usually nine months and one day after the end date for your accounting period.


If you file your tax return late, submit an inaccurate return or pay your tax after the due date, you will be liable to a financial penalty unless you have a reasonable excuse for non-compliance.


To deter abuse of the self-assessment system HMRC has to have comprehensive powers to undertake compliance checks and make enquiries. These enable them to check the entries on your tax return. HMRC may review your business and personal records and inspect your business premises and assets. If it finds errors, it will discuss these with you and amend your self-assessment return to reflect the changes. You can appeal if you disagree with their findings.
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Incorporating your business


If you start off trading as a sole trader or partnership, the question sometimes arises as to when or if you should incorporate your business and become a limited company. There are many commercial reasons for doing this including expansion of the business, the need for external investment, or changes in the tax legislation which favour trading as a company. It is difficult to be certain whether you will save tax by incorporating your business as it depends on your profit trend and how much money you need to withdraw from the business for your own needs. Detailed calculations and professional advice are usually required.


The tax legislation recognizes that, if you incorporate an unincorporated business, the original entity simply continues in a different form. As a result you can transfer assets, losses, capital allowances and your VAT registration from the original business to the new company provided that you satisfy certain conditions.


You need to choose a suitable date to incorporate your business. This decision will mainly be based on commercial factors because from an income tax point of view there is no benefit to be obtained by selecting one date over another. Minimizing capital gains tax on the transfer of land, buildings and goodwill from your existing business to the limited company will be your main focus and the legislation provides various options depending on which assets you want to transfer and the amount of share capital you require in the new company.
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Disposing of your business


The time may come for your business to be sold, closed or passed on to someone else. The tax consequence of each course of action depends on whether the business is unincorporated or a limited company. If you are selling all or a part of your trading business as a going concern, the most important tax relief to consider is entrepreneurs’ relief which reduces the amount of capital gains tax that you have to pay. Up to £10 million of gains are eligible for this relief and, as the threshold lasts for a lifetime, more than one business may qualify. As described in Chapter 13, selling a business is a complicated transaction and you will need advisers to help you to minimize your tax liabilities.


If you cannot sell your business but simply close it down, there are also tax implications to consider. Shutting down a company is more complicated than closing an unincorporated business and the degree of formality required depends on whether the business is solvent. For unincorporated businesses the disposal of left-over stock and equipment may have tax consequences, especially if you sell items to yourself. If you make a loss in your final accounting period, you may be entitled to tax relief. The tax treatment of income or expenses incurred after the business has stopped trading (called ‘post-cessation’ receipts or expenses) depends on specific rules. In all cases the business has to VAT de-register and the PAYE scheme has to be closed down.


If you decide to pass your business on to someone else, there should not be any capital gains tax to pay because of gifts relief. There will also be no inheritance tax to pay if you are entitled to business or agricultural property relief. In order to maximize these reliefs you will require professional help.
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Conclusion


If you are planning a new venture it is the decision as to whether you trade as a limited company or unincorporated business that has the most impact on your tax liabilities. If you are already running a small business, you should be aware that most business decisions (such as the purchase of equipment, taking out a pension or selling up) have tax consequences and these need consideration if you are to minimize your tax bills.
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Introduction
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What is this book about?


You probably have a reason for buying this book. Are you about to start a new business or expand an existing enterprise? Perhaps you want to feel more confident when dealing with your advisers or the tax authorities? Does tax confuse you? If so, read on. The Teach Yourself title Understand Tax for Small Businesses tells you how tax affects small businesses from the moment you conceive that brilliant idea, through the day-to-day routines, until you eventually sell the business or close it down.
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Who is this book aimed at?


This book is aimed at the smallest businesses. You are most likely to be a sole trader but you could be a partner or trade as a limited company. Often your business will just be you but you may have some help from your spouse, partner or another member of your family. As time goes by you may take on a few employees. It is a book about the average man or woman who just happens to be running a business rather than working in a job. You will not necessarily be a particularly high earner but simply trying to make enough profit to pay the bills and provide you and your family with a decent standard of living.
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Using this book


Tax is a vast and complex subject but the layout of this book is designed so that you do not have to wade through irrelevant details to find the answer to your question. If you are short of time, you can read the one-minute or five-minute summaries. The first four chapters are recommended reading for everyone as they introduce you to the various taxes and teach you how the tax system works, when forms have to be completed and what happens if you fail to comply. You will also learn how to calculate your taxable profit (or loss) and how to estimate your tax bill. Having mastered the basics, you can then turn to the chapter relevant to the decision you are making. The book does not teach you how to fill in forms because HM Revenue and Customs produces comprehensive guidance to help you complete your returns; instead it tells you where to get the forms and the assistance you need via numerous Internet links.


The text of this book is up to date at (31 August 2012) but tax is a constantly changing subject so you should update your knowledge by periodically checking HM Revenue and Customs’ website. Important numbers such as tax rates and allowances are largely confined to tables in Appendix 1. These include space for you to update them each tax year until 2014/15 with Internet links telling you where to obtain the most recent figures. There is a detailed glossary for those hard-to-understand terms as well as a calendar of important dates.


The law in Scotland and Northern Ireland differs from that in England and Wales. So if you are buying or selling property, or undertaking a legal transaction such as writing a will or securing a debt, you may find that some of the terminology differs.


This book may be suitable background reading for new students of tax, law, accountancy, business and finance, but as it does not include any legislative references it cannot substitute for your student texts. I have also taken liberties with some of the jargon to make it more understandable for the tax novice.
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Being commercial about tax


For most people being in business is about making money. Paying tax on those profits and transactions is therefore part of business life. If you focus too much energy on saving tax rather than making profits, you may take your eye off the ball and may miss a valuable commercial opportunity.


 


TAX IS JUST A PERCENTAGE


Would you like to pay £1 million in tax? I would! It would mean that I was making a profit of at least £2 million. This is a simple concept but one often overlooked. If you concentrate your efforts on making more money by getting that extra sale or increasing your fees, even after paying tax you will be richer. In the million pound scenario you earn £2 million, the tax authorities take 50% of it (£1 million) and you get to keep 50% of your profits (£1 million). For every extra £100 you earn, your income rises by at least £50.


 


SPENDING TO SAVE TAX


Please avoid the temptation to make unnecessary purchases just to save tax. Paying into a pension might be a good idea but you should be aware that to reduce or eliminate your tax liability will usually cost you more than the tax you owe and may strap your business for cash. Buying new equipment might be acceptable if you need it now and had planned to buy it, but many people make inappropriate purchasing decisions just to avoid paying tax to the government. In other words do not let the tax tail wag the commercial dog.


 


FAILING TO BUDGET FOR TAX


Failing to budget for tax is one of the principal reasons why businesses fold. No one likes paying tax, least of all once or twice a year in a large lump sum. If you forget to do anything about it, or like an ostrich put your head in the sand and hope it will all turn out for the best, your finances may get rocky. If, however, you start your business on the right footing, adopt good business practices and allocate funds to pay your tax regularly throughout the year, you should always be able to meet your tax liabilities when they are due even if it is irksome to part with the money.


 


RISK


If you were going to invest in a new business, you would probably want to know how risky the new venture would be. We all have different attitudes to how much risk we find acceptable in our lives and so it is with your tax affairs. Playing risk games with your tax will ultimately take up more time and effort than keeping your affairs low-key and up to date. If it gives you a buzz trying to find ways to reduce or avoid paying tax, good luck to you. You may have saved tax but you will probably have increased the risk that HM Revenue and Customs will enquire into your affairs and this in turn will have a significant cost in money and time. At the other extreme you may be someone who does not sleep unless they know that their affairs are in perfect order. If so, reduce your worry and find a good accountant. Having read this book, you may also decide that doing your own tax is not for you. It all depends on whether you are someone who believes that using specialists will save you money in the long run, or whether you want to save their costs by dealing with the tax authorities yourself at the risk that you make a few mistakes along the way.
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Keeping it legal


Having read this far into the book, you may be wondering why you need to bother with tax at all. Surely there must be a way round dealing with the tax authorities? Myths abound about how a friend of a friend has never completed a tax return in spite of being self-employed for ten years. The simple answer to this scenario is that failing to deal with your tax affairs is illegal. It is not up to the tax authorities to contact you. It is your responsibility to notify them about your business so that they know you exist. Failing to pay your tax in this way is called tax evasion and you could face criminal prosecution when the tax authorities discover that you owe them tax. I say ‘when’ not ‘if’ because with increased cross-checking between different government departments, concerted ‘spill-the beans’ campaigns and international co-operation, it is very hard to evade tax for your whole life.


Tax evasion is a wide-ranging concept and includes understating your income or claiming a tax deduction for expenses to which you are not entitled. Tall tales frequently circulate about which expenses you can offset for tax. If you are in doubt, refer to this book, HM Revenue and Custom’s guidance or seek professional advice; otherwise you could find yourself with significant fines or even a criminal record.


While evading tax is illegal, avoiding paying more tax than you need to is entirely legitimate. You are at liberty, within the constraints of the tax system, to organize your affairs however you wish. So if you want to pay pension contributions to reduce your tax, or claim loss relief in a certain way because it is more effective, the tax authorities do not mind. The tax legislation contains numerous provisions known as anti-avoidance measures which restrict your actions. So you cannot, for example, avoid tax by paying funds into an offshore bank account or by undertaking a series of artificial transactions.
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Advisers


This book is designed to help you understand more about business tax. It is no substitute for advice from an experienced accountant or tax practitioner who can take all the facts and circumstances of your business into account. If you are considering an expensive purchase or making a complex decision, you should always seek professional help.


Few businesses, even small ones, manage without professional advisers and most consider their costs to be a necessary expense of being in business and budget for them accordingly. Reading this book should help you to get the best out of your adviser because you will know when to ask for help and you will understand more of their advice. Importantly, you will feel more in control of the relationship because you can ask for specific advice rather than paying an accountant to provide you with the background information that a book like this contains.


So how do you go about finding an accountant to help you with your business taxes? Personal recommendation is usually the best route, so I suggest asking friends and acquaintances who are also in business. Failing that, you could contact one of the professional bodies regulating accountants listed in Appendix 3. Anyone can call themselves an accountant, but unless they are professionally qualified there is little recourse should things go wrong. Do not be afraid to interview several advisers when making your decision – most offer an initial free consultation so that they can assess your needs and you can find out what they can do for you. Reading this book will help you to ask them the right questions. Overall, trust your instincts. You are hoping that this will be the start of a long and fruitful relationship, so personality and approachability are just as important as technical expertise.




1
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Which taxes do businesses pay?


In this chapter:


•  a checklist summarizing which taxes businesses have to pay



•  your essential questions answered: Who has to pay income tax, corporation tax, capital gains tax, inheritance tax and National Insurance? What is each tax charged on and at what rate? Are there any exemptions or pitfalls? How is the tax paid?



•  sample tax calculations



Before moving on to more complicated subjects it is first of all necessary to understand the range of taxes that businesses have to pay so that you are aware of the full extent of your potential tax obligations. This chapter also introduces you to some simple tax calculations.
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Taxes and duties checklist


There are two main types of taxes levied in the UK – direct taxes and indirect taxes. Direct taxes tax income, profits and gains. There are four direct taxes – income tax and inheritance tax paid by individuals, corporation tax paid by companies, and capital gains tax paid by both individuals and companies. There are also four types of National Insurance. All employers irrespective of whether they are sole traders, partners or companies pay Class 1 employer’s contributions on the wages and salaries paid to their directors and employees. Indirect taxes are charged on expenditure and include VAT, Excise duties and Stamp duties.


In addition to the taxes listed above there are a number of taxes, levies and duties that apply to specific industries such as aggregate extraction, waste management, power generation, oil, shipping, air transport, haulage, banks and insurance.


Direct and indirect taxes and National Insurance are administered by HM Revenue and Customs (HMRC; see Chapter 2). You may also have to pay rates or council tax. These are administered by your local authority.


This chapter examines all the direct taxes and National Insurance. VAT is dealt with in Chapter 9. Rates and council tax are covered in Chapter 8.


The following checklist summarizes all the main UK taxes and indicates whether they apply to sole traders, partners or companies:
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1Included in the corporation tax calculation.


[image: image]


Income tax


 


WHO PAYS IT AND WHAT IS IT CHARGED ON?


Income tax is principally paid by individuals. It is charged on:



[image: image]  The trading profits of sole traders and partners (see Chapter 4);



[image: image]  Employment earnings including salaries, wages, perks, tips, commission, holiday pay, sick pay, maternity pay, ordinary and additional paternity pay and adoption pay (see Chapter 7);



[image: image]  Pensions including the state pension;



[image: image]  Some state benefits such as jobseeker’s allowance, income support and employment and support allowance;



[image: image]  Recipients of child benefit if your income (or partner’s) exceeds £50,000 (from 7 January 2013);



[image: image]  Income from property (rental income, ground rents, insurances and lease premiums);



[image: image]  Income from savings and investments (bank and building society interest and share dividends);



[image: image]  Miscellaneous income from settlements, estates, trusts and casual and one-off receipts.


Most sources of income are taxed but there are some that are exempt from income tax, including:



[image: image]  Statutory redundancy and some payments for loss of your job (see Chapter 12);



[image: image]  Pension lump sums on retirement (see Chapter 10);



[image: image]  Some state benefits and sickness policies;



[image: image]  Individual savings accounts (ISAs);



[image: image]  Premium bonds;
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The majority of people living in the UK are liable to pay tax on all their income, including their business, profits regardless of whether the money is earned here or overseas. If you live abroad (are non-resident), you still have to pay UK tax on your UK income. If you have been living overseas for some years (are not ordinarily resident in the UK), or come from overseas (are non-domiciled), different rules may apply and you will need to seek professional advice to ensure that you complete your tax return correctly.


 


PAYMENT


Income tax is paid in the following ways:



[image: image]  Under self-assessment for sole traders, partners, those with property income or more complicated affairs (see Chapter 2);



[image: image]  Through the PAYE system for employees, directors, pensioners and the recipients of some state benefits (see Chapter 7);



[image: image]  By deduction at source from bank and building society interest.


 


CALCULATION


Calculating income tax can be complicated depending on the number of different sources of income that you have. Persevering with the numbers is worthwhile, however, because it may help you to successfully manage your income tax liabilities (see Chapters 3 and 4).


Before you start your income tax calculation you need to add together all your sources of income to arrive at your total income for the tax year. You should refer to Appendix 1 for the tax rates and personal allowances for the appropriate tax year. To calculate the tax on your business profits you must then work through the following steps:


    1  A personal allowance is deducted from your income before you calculate your tax bill. It increases slightly each tax year and is £8,105 in 2012/13. Some older people receive a higher allowance. If your income exceeds £100,000 in 2012/13, your personal allowance is restricted. If it is more than £116,210 you will not be entitled to a personal allowance at all.


    2  After you have deducted the personal allowance, the first part of your income is taxed at 20%. This is known as the basic rate of income tax. The amount of income charged to basic rate tax changes slightly each year and is £34,370 in 2012/13.


    3  Any further income you receive is taxed at 40% – the higher rate. If your taxable income reaches £150,000 in 2012/13, you are taxed at the additional rate which is 50%. This rate falls to 45% in 2013/14.


Example


Ben is a self-employed electrician. His annual profits are £46,500. He calculates his income tax liability as follows:
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1Total taxable income £38,395 minus £34,370 which is the part taxable at the basic rate of tax.


Ben will also owe Class 4 National Insurance (see National Insurance).
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Insight


If you run a small unincorporated business, you might want to consider ways to keep your profits below the higher or additional income tax thresholds and, from 7 January 2013, the £50,000 threshold applicable to recipients of child benefit. Options include investing in new equipment (see Chapter 6) and paying into a pension (see Chapter 10).
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SAVINGS AND INVESTMENT INCOME


When calculating your income tax liability it is helpful to understand that dividends and interest are taxed differently from trading profits, salaries and other sources of income.


UK dividends are paid with a 10% tax credit. If your total income does not exceed the 20% basic rate limit, you owe no further income tax on your dividends even though the dividend tax credit is less than the basic rate of income tax. If your total income including dividends means that you have to pay higher rate tax, instead of paying 40% tax on the dividend you pay tax equivalent to 25% of the dividend you receive. For example, a £100 dividend will add £25 to your tax bill if you are a higher rate taxpayer. If your annual income is more than £150,000 a £100 dividend will add £36.10 to your tax bill in 2012/13 and £30.60 from 2013/14 when the additional rate of tax for dividends is reduced (see Appendix 1).


Interest is usually paid with 20% income tax deducted at source. If your employment income or self-employed profits are less than the starting rate for savings limit (£2,710 for 2012/13), the first £2,710 of your interest is taxed at 10% and you will be owed a tax refund. If your employment income or self-employed profits exceed the starting rate for savings limit, you pay tax at the basic rate and you owe no further tax on your interest. If your total income including the interest results in you having to pay higher or additional rate tax, you can deduct the 20% tax that you have already paid on your interest from the tax you owe.
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Corporation tax


 


WHO PAYS IT AND WHAT IS IT CHARGED ON?


Corporation tax is paid by companies on their profits and gains for an accounting period. Profits include all of a company’s sources of income including investment and property income. Company profits are calculated in broadly the same way as those for sole traders and partners (see Chapter 4) but with some important differences in the way that financial transactions (interest paid and received and profits and losses on loans) are treated. Companies, but not sole traders or partners, can claim a tax deduction for expenditure on goodwill and intangible assets, and depending on their trade they may be entitled to tax credits for research and development and to clean up contaminated land.


Corporation tax is charged on the profits of all UK resident companies and non-resident companies that trade in the UK through a branch or agency.


If your company is a member of a group of companies, it is taxed on its own profits in the usual way but groups are treated differently from companies in some respects including the treatment of their losses. If you have a group of companies, you will require an accountant.


 


DIVIDENDS


If your company pays a dividend, there is no tax to pay on it but the dividend is not a tax-deductible expense in calculating your corporation tax bill. Dividends are paid with a 10% tax credit and, as you learned in the section on income tax, unless the recipient is a higher or additional rate taxpayer there is no further income tax to pay on the dividend. Dividends are also not liable to National Insurance which can make them useful in tax planning. Dividends which the company receives are not liable to corporation tax but they are taken into account when claiming marginal relief (see Calculation).
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Insight


If you run a family company, you should consider the National Insurance savings of paying a dividend rather than a salary – but watch out for the many pitfalls (see Chapters 3 and 10).
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PAYMENT


Corporation tax is paid under self-assessment (see Chapter 2).


 


CALCULATION


Calculating your corporation tax liability is straightforward once you have worked out your taxable profits because for most companies there are only two tax rates; one for those making small profits and one for others (see Appendix 1). The only complication occurs if the company’s profits exceed the marginal relief limit (£300,000) but are less than the upper limit of the marginal relief band (£1.5 million). In this situation the profits are taxed at the full corporation tax rate reduced by marginal relief. This is calculated according to a set formula which is:


    1  The standard fraction (see Appendix 1) multiplied by:


    2  The upper limit of the marginal relief band (see Appendix 1) less profits (which at this stage must include dividends received by the company plus their tax credits) multiplied by:


    3  The company’s profits charged to corporation tax divided by the profits as calculated in stage 2. If the company has not received any dividends, you can ignore this stage.


Instead of following this complicated formula you can also use HMRC’s marginal relief calculator found at www.hmrc.gov.uk/ calcs/mrr.htm.


You must remember to claim marginal relief in the company’s tax return.


Example


Ali Enterprises Ltd made a corporation tax profit in the 2012 financial year (year ending 31 March 2013) of £390,000. The company received no dividends. The company’s corporation tax liability is calculated as follows:



[image: image]  £390,000 × 24% = £93,600. This is reduced by marginal relief.



[image: image]  Marginal relief is calculated as follows:
1/100 × (£1,500,000 – £390,000) = £11,100.



[image: image]  The company therefore owes corporation tax of:
£82,500 (£93,600 – £11,100) – a corporation tax rate of 21.15%.


Marginal relief is reduced if the company’s accounting period is less than 12 months or if it has any associated companies. It cannot be claimed by close investment-holding companies. You will probably need an accountant to help you work out whether you have any associated companies.


 


PATENTS AND INTELLECTUAL PROPERTY


From 1 April 2013 a 10% rate of corporation tax may apply if some of your company profits are derived from patent royalties, the sale of patented products and the use of patented processes. An election has to be made for the ‘patent box’ tax rate to apply.


 


RESEARCH AND DEVELOPMENT


If your company spends money on research and development (R & D) it may qualify for R & D capital allowances and tax credits (see Chapter 6).


 


COMPANIES IN THE CREATIVE SECTOR


If you operate a company that is engaged in film production, special tax rules and reliefs apply. Additional corporation tax reliefs will be introduced from 1 April 2013 for companies producing culturally British video games, television animations and quality television productions.


[image: image]


Capital gains tax


 


WHO PAYS IT AND WHAT IS IT CHARGED ON?


Capital gains tax is paid by individuals (sole traders and partners) and by companies who pay it as part of their corporation tax bill. Essentially, it is charged on the profit you make from selling a capital asset; the profit or gain being the difference between the price you acquire the asset for and the price you sell it for.


Capital gains tax is charged on a wide variety of assets such as:



[image: image]  Property used in your business including your home if you use part of it exclusively for work (see Chapter 8) and property rented to tenants;



[image: image]  Shares in private companies and traded on the stock market;



[image: image]  Some compensation for the loss of assets; and



[image: image]  Goodwill and intellectual property.


Not all assets are liable to capital gains tax. Those which are exempt from the tax include:



[image: image]  Your home but not any part used exclusively for work;



[image: image]  Transactions between spouses and civil partners;



[image: image]  Cars and other machinery and assets with a useful life of less than 50 years (but not where capital allowances have been claimed (see Chapter 6));



[image: image]  Shares in Enterprise Investment Scheme (EIS) or Seed Enterprise Investment Scheme (SEIS) companies if held for at least three years;



[image: image]  A disposal by one trading company of a substantial shareholding (10% plus) in another;



[image: image]  Personal items (chattels) sold for less than £6,000;



[image: image]  Gambling winnings and prizes;



[image: image]  Most life insurance proceeds;



[image: image]  Assets passing on death (see Inheritance tax).


Most people are liable for capital gains tax on all their assets regardless of whether they are situated in the UK or overseas. If you live abroad for five or more whole tax years, most disposals of assets while you are overseas are not liable to capital gains tax but you have to pay capital gains tax on assets used in a UK business. If you come from abroad (are non-domiciled), you are only liable for capital gains tax on your overseas assets in some circumstances.


 


PAYMENT


For individuals, capital gains tax is paid through the self-assessment system on the 31 January falling after the tax year in which you make the gain (see Chapter 2). For companies it is paid as part of the corporation tax bill.


 


CALCULATION


Calculating your capital gains tax can be complicated because there are a number of deductions or reliefs that you may be able to claim to reduce your liability. Your entitlement to these reliefs depends on whether you operate as sole trader or partner, or as a limited company.



Annual exemption: individuals (sole traders and partners) but not companies are entitled to an annual exemption. It serves a similar function to the personal allowance in income tax. If your gains are less than the annual exemption, you do not have to pay capital gains tax (see Appendix 1).



Entrepreneurs’ relief: individuals (sole traders and partners) but not companies may be eligible to claim entrepreneurs’ relief on the first £10 million of gains when they dispose of a trading business or shares in a trading company. The £10 million limit is a lifetime threshold and you may claim against it on more than one occasion. For example, if you sell one business for £2 million and a few years later sell another for £6 million, both gains are eligible for relief. Being entitled to entrepreneurs’ relief means that you pay capital gains tax at 10% rather than 18% or 28% (see Appendix 1).



Indexation allowance can be claimed by companies. It is calculated by applying the increase in the retail prices index for the period of ownership of the asset (starting from March 1982) to the cost of acquiring it.



Rollover relief can be claimed by any business which replaces certain business assets one year before they are sold and up to three years afterwards. Rollover relief can be claimed on a number of assets including land, buildings and goodwill (see Chapter 8). The new asset does not need to be the same type as the asset being disposed of. If you are considering investing in a replacement asset, professional help is advisable.


The basic capital gains tax calculation is outlined below. You will need to prepare a calculation for each capital asset you sell or dispose of in the tax year. If you make a loss on an asset you can deduct it from your gains. The steps in a capital gains tax calculation are as follows:


    1  Work out your sales price deducting any selling costs such as agents’ fees.


    2  Calculate the cost of buying and improving the asset. Add on any purchase costs to this number such as stamp duties, legal costs and agents’ charges. If you owned the asset on 31 March 1982, you must use the market value of the asset on 31 March 1982 in the calculation and not its original cost.


    3  Deduct the purchase costs or the 31 March 1982 value from the disposal proceeds. If you have made a loss, there are no further reliefs to claim. Refer to Chapter 5 to make sure you use your losses effectively.


    4  If you are a sole trader or partner, claim the annual exemption (see Appendix 1) against any remaining gain.


    5  The gain left after claiming all available deductions and reliefs is taxed at the appropriate capital gains tax rate. For individuals this is 10% if you are entitled to entrepreneurs’ relief and 18% or 28% depending on the amount of your income and gains if you are not (see Appendix 1). Capital gains made by companies are taxed at the company’s corporation tax rate.


    6  If you are replacing the asset and owe capital gains tax on its disposal, consider claiming rollover relief, or invest in shares qualifying for the Enterprise Investment Scheme or Seed Enterprise Investment Scheme (2012/13 only).


Example


In July 2012 Simon who pays income tax at the 40% higher rate sells a freehold shop which he bought in May 2000. Simon is not entitled to entrepreneurs’ relief because he is selling the shop in isolation and not as a disposal of part of his business as a going concern. He is not replacing the shop with another business asset so rollover relief does not apply. Simon calculates his capital gains tax liability as follows:


[image: image]


In an alternative scenario, Simon disposes of part of his business as a going concern and sells the freehold premises as a result. In this case he is eligible for entrepreneurs’ relief. He calculates his gain as follows:


[image: image]


[image: image]


Insight


If you are disposing of the whole or a part of your business, check out your entitlement to entrepreneurs’ relief and rollover relief. It will usually pay you to take professional advice.


[image: image]
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Inheritance tax


 


WHO PAYS IT AND WHAT IS IT CHARGED ON?


Inheritance tax is charged on the value of your capital assets when you die and is paid by the executors of the estate. It is also charged on some transactions occurring during your life, for example gifts made within seven years of your death and transfers of assets into a trust. Inheritance tax is not paid by companies.


Inheritance tax is charged on all your assets, apart from those listed below. There is no exemption for your home as there is with capital gains tax. Exempt assets include:



[image: image]  Amounts left to a spouse or civil partner unless they come from abroad (are domiciled overseas) when a limit of £55,000 (currently under review) applies;



[image: image]  Certain business and agricultural assets (see Chapter 14);



[image: image]  Amounts bequeathed to charities, heritage bodies and political parties;



[image: image]  Decorations for valour and compensation paid to Second World War victims.


No inheritance tax is due on the first part of your estate assets. This is known as the ‘nil rate band’ (see Appendix 1). If the total value of your assets when you die (your estate) is less than this amount, you do not have to pay inheritance tax. Your nil rate band increases if you ‘inherit’ the unused portion of the nil rate band of your deceased spouse or civil partner.


Only a few people have to pay inheritance tax because their assets exceed the nil rate band, but successful business people are likely to be among those who do. If you are liable to inheritance tax, it is charged on all your assets irrespective of whether they are located in the UK or overseas. If you come from overseas (are non-domiciled), you are liable for inheritance tax on your UK assets. Deciding your domicile for inheritance tax is complicated and you will require professional advice.


 


CALCULATION


It may be useful to understand the basic inheritance calculation so that you can regularly appraise whether you have an inheritance tax liability. If you have a business, you will need to make arrangements about what happens to it when you die and you may want to plan your affairs to minimize your inheritance tax liability (see Chapter 14).


The following steps demonstrate how to perform a basic inheritance tax calculation:


    1  Work out the value of the estate assets. Detailed valuations are often required for real estate, shares, businesses and personal items. Liabilities such as loans can be deducted;


    2  Deduct the funeral costs;


    3  Deduct the value of any bequests to spouses and civil partners, business and agricultural property qualifying for relief (see Chapter 14) and exempt gifts such as legacies to charities;
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