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.
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