small companies: the cost of paying dividends
Hidden away in the detailed text of the December 2003 Pre-Budget Report was a rather worrying reference to the government’s plans for small companies. The Report summarised all of the reasons why many businesses have chosen to incorporate over the last 18 months or so. It then went on to say ‘the government is concerned that the longstanding differences in tax treatment between earned income and dividend income should not distort business strategies, or enable reductions by tax planning of individuals’ tax liability’. Consequently, the government said it planned to introduce measures in the spring 2004 Budget to ‘ensure that the right amount of tax is paid by owner managers of small incorporated businesses on the profits extracted from their company’.

What followed was three months of speculation as to the government’s plans. Many feared the imposition of a national insurance charge on dividends paid by small companies. In the event the government has chosen a rather different solution. In the words of the Budget day Press Release ‘when profits are distributed to non-company shareholders…….profits are charged at a minimum rate of corporation tax of 19%’.

The first point to note is that the changes proposed will only affect a company’s corporation tax liability and there will be no changes to an individual’s personal income tax liability when a dividend is received.

In addition the proposals will only affect companies with taxable profits below £50,000. Those with taxable profits above this level will be unaffected because they pay corporation tax at a rate of at least 19% on their profits anyway. Whether those profits are paid as a dividend or retained will continue to have no bearing on the corporation tax liability.

For companies with profits below £50,000 it is clear that the rate of corporation tax will differ according to whether the profits are retained or paid out as a dividend. To use a simple example, a company with taxable profits of £10,000 will pay corporation tax of nil under the new regime if profits are retained but £1,900 (ie £10,000 @ 19%) if they are distributed. The maximum additional tax due under the new rules is therefore £1,900 per annum. However for many companies the extra cost will be less than this as the examples below demonstrate.

If taxable profits are, say, £40,000 then corporation tax would normally be £7,125 (being £10,000 @ 0% and £30,000 @ the ‘marginal rate’ of 23.75%). This represents an average rate of 17.8%. Under the new regime, the charge will still be at 17.8% if profits are retained but at 19% - ie £7,600 – if profits are distributed. In other words there will be an additional tax charge of £475 if all profits are distributed.

The position is further complicated when some of the profits are retained and some distributed. An example at the end of this summary shows how the numbers will work. 

Since any additional liability arising is part of the corporation tax charge, it will fall due for payment in the normal way nine months and one day after the end of the accounting period. 

The new regime will apply to dividends paid on or after 1 April 2004. However the detailed legislation setting out the new rules will not be published until 8 April 2004. This is a most unsatisfactory state of affairs and as a result there are some aspects of the new regime where we do not yet know how the detailed rules will operate. For example what if a dividend is paid after 1 April 2004 but out of last year’s profits? Indeed how would you identify what is paid out of last year’s profits and what out of current year’s profits? What is the impact where the accounting period straddles the start date of 1 April 2004?

It remains to be seen what impact the new rules will have on businesses wishing to incorporate. Clearly where profits are above £50,000 it will make no difference to the decision. Time will also tell as whether any smaller businesses that have already incorporated may wish to reverse the process and disincorporate. There are however a number of issues to consider – commercial and legal as well as tax. In particular there are no specific tax reliefs to aid disincorporation.

We will of course keep you up to date with the further detail of the proposed new regime in due course. Remember all that we have stated in this summary is at proposal stage and we haven’t yet seen the detailed legislation. In the meantime we would be delighted to try to answer any questions you may have.

Example

A company makes taxable profits for the year to 31 March 2005 of £30,000. A dividend of £22,000 is paid out of these profits and the balance of profits retained. 

Corporation tax under the old rules would have been:

£10,000 @ 0% + £20,000 @ 23.75% = £4,750
This represents an average rate of 15.83%

Under the new rules the profit distributed is charged at 19% - ie £22,000 @ 19% and the balance of £8,000 is charged at the previously calculated average rate of 15.83%. This gives a total tax charge of £5,447.

The additional tax of £697 represents the difference between 19% and 15.83% on the £22,000 of profit distributed.

Internet links

The Inland Revenue Budget Day press release can be found at: 

Budget Day press release
The Inland Revenue has very recently published some questions and answers relating to the new regime. These can be found at:

Questions and answers
national minimum wage
The DTI has issued a news release confirming that 16 and 17 year olds will be paid a legal minimum wage for the first time from October 2004. The rate will be £3 per hour. In addition, also in October, the minimum wage for adults will rise from £4.50 to £4.85 and for 18 to 21 year olds will rise from £3.80 to £4.10.

There is a helpline for anyone who thinks they are not being paid the national minimum wage: 0845 6000 678. In Scotland the number is 0845 600 1768 and in Northern Ireland 0845 650 0207. There is also an interactive website http://www.tiger.gov.uk/ which provides guidance for both employers and employees.

Internet link

Further details of the changes can be found in the DTI’s news release

dti news release on national minimum wage
research and development (R&D) credits

In 2000, an R&D tax credit was introduced for small and medium-sized companies (SMEs). This enables SMEs to claim tax relief on 150% of qualifying R&D costs. The scheme was extended to large companies in 2002 enabling them to claim tax relief on 125% of qualifying R&D costs. 

Some companies have faced difficulties in determining whether their expenditure qualified for the relief. The government has therefore published revised guidelines to clear up grey areas in the original definition to make the criteria easier to understand. The previous requirements for ‘novelty’ and ‘innovation’ have been replaced with the need to show an ‘advance in science and technology’.

The DTI news release announcing the changes also includes a paragraph by way of reminder that grants are available for R&D to companies that want to develop prototypes or innovative products and processes. Information on grants is available at www.businesslink.gov.uk or by calling Businesslink on 0845 600 9 006.

Internet links

The DTI news release announcing this change can be found at:

dti news release on new definition of R&D
The detailed guidelines can be found at:

detailed guidelines
tax credits

The Inland Revenue Employer’s Bulletin issued in February contained an article entitled ‘Tax Credits – what’s happening in April?’

The article confirms that the renewals process for 2004/05 awards will commence in April. Everyone in receipt of tax credits should soon receive a renewal form. Once the review has been completed, employers are likely to receive at least one stop or amendment notice for each employee to whom they are paying credits.

Employers who have received tax credits funding in 2003/04 will need to renew their funding application for 2004/05. The form (TC716) will need to be returned to the Inland Revenue by 20 May 2004 if funding is to continue without a break. The bulletin suggests that employers should contact their Accounts Office if they have not received the form by 19 April.

Internet Link
employer's bulletin issue 16
Capital allowances

Increased thresholds have been introduced for small and medium-sized businesses and are used to determine which businesses are entitled to first year allowances (FYAs) on plant and machinery. The new limits apply for financial years ending on or after 30 January 2004. 

The small company turnover threshold is doubled to £5.6 million and the balance sheet total is doubled to £2.8 million. The employee limit remains at 50.

The medium-sized company turnover limit is increased from £11.2 million to £22.8 million and the balance sheet total increased to £11.4 million from £5.6 million. The employee limit remains at 250.

Generally to satisfy either of the definitions, a company must fall within at least two of the thresholds. 

Small and medium-sized businesses have, for a number of years, been entitled to 40% FYAs on expenditure on plant and machinery. Now that the thresholds have been increased, more businesses will benefit. In addition small businesses only are able to claim the allowances detailed below.

Since 1 April 2000, small businesses have been able to claim 100% FYAs on expenditure on ICT – specifically computers, software and internet-enabled mobile phones. This rate comes to an end on 31 March 2004 and the deadline has not been extended. However as announced in the recent Budget, for 12 months from 1 April 2004 (6 April for unincorporated businesses) small businesses will benefit from a 50% FYA on expenditure on plant and machinery.

Internet link

Details of the new company thresholds can be found at:

small and medium company thresholds
The Budget Day press release announcing the 50% FYA can be found at:

Budget Day press release
Venture Capital trusts

Changes to the Venture Capital Trust (VCT) regime were announced in the December 2003 Pre-Budget Report and confirmed in the recent Budget. The good news is the increase in the rate of income tax relief from 20% to 40% and a doubling of the annual investment limit from £100,000 to £200,000. Both changes take effect from 6 April 2004 although the increase in the rate of income tax relief is only expected to last for two years. On the other hand the ability to defer capital gains into a VCT investment is being withdrawn from 6 April 2004. This gives a very short window of opportunity remaining for those wishing to make a VCT investment and defer capital gains. The ability to defer capital gains into an Enterprise Investment Scheme however remains.

Internet link

The Inland Revenue Budget Day notice detailing the changes can be found at:

Budget day notice on VCTs
