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Before Starting Up

It is the ambition of many people to run their own business. In recent years, this dream has become
a reality for some who have been made redundant, whilst others may decide to start up in business
to be more independent and to obtain the full financial reward for their efforts.

Whatever the reason for considering setting up in business, a number of dangers exist.

A major concern must be the risk of business failure despite considerable effort and finance having
been put into the venture. Time spent in making the decision and thinking through your plans will
minimise the risk of failure.

Think carefully about ceasing to be someone else’s employee. Certainty of income, both in terms of
quantity and regularity, disappears, whilst fixed outgoings, such as mortgage repayments, remain.
Similarly, other benefits of employment may be lost, such as life assurance cover, a company
pension, medical insurance, a company car, regular hours, and holidays.

Consider the views of your family and friends. Their support is essential. It is important they
understand that the administrative and financial requirements of running a business can be time
consuming and stressful.

Success in business depends on many factors; most important is the need to critically review all
aspects of the business proposition before progressing too far.

This kit highlights many of the practical points that require consideration before trading begins. It
cannot cater for every possibility and decisions should be supported by appropriate professional
advice.

For information of users:

This kit is published for information only. It provides only an overview of the regulations in force at
the date of publication, and no action should be taken without consulting the detailed legislation or
seeking professional advice from a partner of this firm. No responsibility for loss occasioned by any
person acting or refraining from action as a result of the material contained in this kit can be
accepted by the partners of the firm.
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Chapter 1 - Selecting a Legal Entity for Your Business

One of the first major decisions you will have to make as you start your new business is the form of
legal entity it will take. To a large degree, this decision may be dictated by the way you have
organised your operations and whether you intend to work on your own or in conjunction with others.

The form of entity you choose can have a significant impact on the way you are protected under the
law and the way you are affected by taxation rules and regulations. There are four basic forms of
business organisation. Each has its own benefits and drawbacks and is treated differently for legal
and tax purposes.

Sole Proprietorship

A sole proprietorship is typically a business owned and operated by one individual. A sole
proprietorship is not considered to be a separate legal entity under the law, but rather is an extension
of the individual who owns it. The owner has possession of the business assets and is directly
responsible for the debts and other liabilities incurred by the business. The profit or loss of a sole
proprietorship is combined with the other income of an individual for income tax purposes.

A sole proprietorship is perhaps the easiest form of business to own and operate because it does not
require any specific legal organisation, except, of course, the normal requirements such as licenses
or permits. A sole proprietorship typically does not have any rules or operating regulations under
which it must function. The business decisions are solely the result of the owner’s abilities.

Partnership

In a partnership, two or more individuals join together to run the business enterprise. Each of the
individual partners has ownership of partnership assets and responsibility for liabilities, as well as
authority in running the business. The authority of the partners, and the way in which profits or
losses are to be shared, can be modified by the partnership agreement. The responsibility for
liabilities can also be modified by agreement among the partners, but partnership creditors typically
have recourse to the personal assets of all of the partners for settlement of partnership debts.

The rights, responsibilities and obligations of partners are typically detailed in a partnership
agreement. It is a good idea to have such an agreement for any partnership.

A partnership is a legal entity recognised under the law and, as such, it has rights and responsibilities
in and of itself. A partnership can sign contracts, obtain trade credit and borrow money. When a
partnership is small, most creditors require a personal guarantee of the general partners for credit.

A partnership is also required to file an income tax return. A partnership typically does not pay
income tax; the information from the partnership tax return is combined with the personal income
of the partners to determine their overall tax liability.

Limited Liability Partnership
The Limited Liability Partnership ("LLP") offers limited liability to its members but, like a traditional
partnership, is tax transparent and offers flexibility in terms of its internal organisation.
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An LLP is a separate legal entity from its members. Therefore, it may enter into contracts and deeds,
sue and be sued and grant floating charges over its assets in its own name. This avoids the problems
that exist in relation to partnerships, where technically it is often necessary for every partner to be
party to certain documents or litigation, and the creation of floating charges is not possible.

The members of the LLP are those persons registered at Companies House as members. These
members can be individuals, limited companies or even another LLP.

The main "price” paid in return for limited liability is public availability of financial statements. An
LLP must file accounts (prepared on a "true and fair view" basis) annually at Companies House, the
same as a limited company.

In addition, the LLP must also file details of the name and address of every member at Companies
House. At least two members must be "designated members” responsible for making proper filings at
Companies House (and subject to penalties in the event of default).

Provided an LLP carries on a trade or a profession and is not simply an investment vehicle, it is tax
transparent - that is, the LLP itself is not taxed on its income or capital gains. Instead the members
are taxed on their shares of the LLPs’ profits and gains, just as partners in a partnership are currently
taxed.

Up until 6 April 2014, all members of an LLP were taxed as self-employed individuals. However, from
6 April 2014, certain members (mainly those receiving a fixed profit share) are now required to be
taxed as employees with PAYE and Class 1 National Insurance Contributions (‘EEs and ‘ERs) being
payable on their remuneration from the LLP.

LLPs were primarily intended for use by the professions. However, any type of business operating for
profit may use LLPs. An LLP may be suitable for use as a joint venture vehicle or as an alternative to
a limited company, particularly for small businesses.

Limited Company

A limited company is a separate legal entity that exists under the authority granted by statute. A
limited company has substantially all of the legal rights of an individual and is responsible for its own
debts. It must also file tax returns and pay taxes on income it derives from its operations. Typically,
the owners or shareholders of a limited company are protected from the liabilities of the business.
However, when a limited company is small, creditors often require personal guarantees of the
principal owners before extending credit. The legal protection afforded to the owners of a limited
company can be useful.

A limited company must obtain approval from Companies House to use its proposed name. A limited
company must also adopt and file a Memorandum and Articles of Association, which govern its rights
and obligations to its shareholders, directors and officers.

A limited company must file annual tax returns (CT600 corporation tax returns) with HM Revenue &
Customs.

Incorporating a business allows a number of other advantages such as the ease of bringing in

additional capital through the issue of share capital or allowing an individual to sell or transfer their
interest in the business. It also provides for business continuity when the original owners choose to
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retire or sell their shares. From a tax perspective, the act of incorporation can create advantages
via:

o Selling the business to the company at market value and paying Capital Gains Tax (CGT) on
the first £1 million of gain at 10%, with the benefit of business asset disposal relief (was
entrepreneurs’ relief), instead of the normal rate of tax when funds are withdrawn from a
limited company. Once the £1 million lifetime limit has been used any additional capital
gains on disposal are taxed at 20% if the shareholder is a higher rate taxpayer.

e Saving National Insurance contributions (NICs) by drawing profits as dividends rather than as
salary. Note however that from 6 April 2016 there are significant increases in the rates of

tax on such dividends to discourage this tax planning strategy (see later).

Should you decide to incorporate your business venture, you should seek advice from Rawcliffe & Co.
We can also assist in forming the company through our appointed agents.
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Business Structure - The Pros and Cons

Company

Sole Trader/Partnership

A company must be formally incorporated with
a written constitution in the form of a
Memorandum and Articles of Incorporation.
There is, therefore, an initial setup cost.

There are no formation costs, but a written

partnership agreement is advised.

Companies are governed by the Companies Acts.
A company must:-

- Keep accounting records
- Have the accounts audited*

- File accounts and an Annual Return with the
Registrar of Companies. This information is
available to the public.

- Keep Statutory Books showing details of
shareholders and directors

*Your company may qualify for an audit
exemption if it has at least 2 of the following:

e An annual turnover of no more than
£10.2 million

e Assets worth no more than £5.1 million

e 50 or fewer employees on average

Sole traders and partnerships are not required by law
to have annual accounts nor to file accounts for
inspection. However, annual accounts are necessary
for the HM Revenue and Customs tax returns.

Companies may have greater borrowing
potential. They can use current assets as
security by creating a floating charge.

Sole traders and partners are unrestricted in the
amount and purpose of borrowings but cannot create
floating charges.

Shares in a company are generally transferable -
ownership may change but the business
continues.

Incorporation does not guarantee reliability or
respectability but gives the impression of a
soundly based organisation. Personally, there
may be prestige attached to directorship.

The unincorporated business does not carry the same
prestige.

Tax is payable on directors’ remuneration paid
via PAYE on the 19th of the following month. Tax
is paid by shareholders on dividends under the
self-assessment rules, although the first £2,000
of dividends are tax free each year.

Unless profits exceed £1,500,000, corporation
tax is payable 9 months after the year-end.

For a sole trader or partnership, tax is generally paid
by instalments on the 31 January in the tax year and
the 31 July following the tax year. For an ongoing
business the tax for 2020/21 is payable: first
payment on account on 31 January 2021, second
payment on account on 31 July 2021, with any final
balance due on 31 January 2022. For a start-up
business, this is slightly different and covered in
more detail later in this publication.
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First year losses in a company can only be | Start-up losses generated by a sole trader or a
carried forward to set against future profits. partner in the first four years can be set against
other income of the year or carried back to the three
previous years, potentially resulting in a tax refund.

The corporation tax rate is now 19% irrespective | Profits are taxed at 20% on taxable income up to
of the level of profits. The plans to reduce the | £37,500 for 2020/21 and 40% thereafter with a 45%
rate to just 17% have been shelved for the time | rate on income over £150,000

being.

There is both employers’ and employees’ | A partner/sole trader will pay Class 2 NI of £3.05
national insurance payable on directors’ salaries | p.w. (2020/21) and Class 4 NI dependent on the level
and bonuses. The NI charge is greater than that | of profits, 9% up to £50,000 and 2% thereafter.

paid by a sole trader/partner, but there is no NI
charge on dividends.
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Chapter 2 - Registering with the Tax Authorities

A significant task for the new business owner is ensuring that the business is properly complying with
the extensive tax and information filing requirements imposed by the various authorities. Problems
and penalties could arise if the new business is not registered with the appropriate tax authorities in
a timely fashion. While this chapter is not intended to be an all-inclusive list of filing requirements,
it summarises some of the more prominent requirements common to most businesses.

HMRC is moving towards electronic forms and notifications via the internet. Paper forms are still
required in some instances. In the following section we provide links to both downloadable versions
of forms and the web links to apply online for various services.

H M Revenue & Customs
You must give HM Revenue and Customs (HMRC) specific information about your company within 3
months of starting up in business. You may get a penalty if you don’t.

You can do this online once you have got your company’s Unique Taxpayer Reference (UTR):
https://www.gov.uk/limited-company-formation/set-up-your-company-for-corporation-tax

HMRC will use this information to work out when your company must pay Corporation Tax.

You can also register online with HMRC to notify self-employment using form CWF1:
https://www.gov.uk/government/publications/self-assessment-and-national-insurance-
contributions-register-if-youre-a-self-employed-sole-trader-cwf1

You need to register by 5 October following the end of the tax year you need to send a tax return
for. If you’re late, you won’t get a penalty as long as you pay your Self-Assessment bill in full by the
deadline.

H M Revenue & Customs - NI Contributions Office

Depending on the level of profit, sole traders and partners have a liability to Class 2 NIC at a weekly
level of £3.05 (where annual earnings are £6,475 or more for 2020/21). These contributions are
collected with income tax and Class 4 national insurance.

H M Revenue & Customs - VAT

You need to consider if it is beneficial to be VAT registered from the outset. The pros and cons are
discussed in Chapter 4. If you are registering for VAT, form VAT 1 needs completing, and if you are
a partnership, form VAT 2 needs to be completed giving details of all the partners.

Information about VAT 1 and VAT 2 (and other VAT forms) can be found at:
https://www.gov.uk/government/collections/vat-forms

To register online go to https://online.hmrc.gov.uk/registration/

A new system of digital VAT record keeping, and reporting called Making Tax Digital (MTD) started
from 1 April 2019 where taxable supplies exceed the £85,000 VAT registration threshold.

11
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There are many ways we can help you:

e We can assist you in registering for VAT online

e We can act as your agent and file VAT returns online with you providing us with the figures to
be entered

e We can help you implement online filing through software

e We can provide you with accounting software with integrated online filing so you can easily
calculate and file the figures

More information can be found at the HMRC website: https://www.gov.uk/vat-returns

Visit our blog to find out about our cloud accounting software.

Please contact us at Rawcliffe’s if you need any help.

When do | need to submit digital accounts information to HMRC for my business?

The Government now requires all VAT registered businesses making taxable supplies over £85,000
to keep their records in a digital format and submit their VAT information to HMRC quarterly as
part of the “Making Tax Digital” project.

This means that such businesses will need to keep their accounting records in a digital format that
links to the HMRC computer system. Many of the detailed rules are now set out in regulations in
secondary legislation. VAT guide 700/22 sets out the rules in detail.

We can help you choose a suitable computerised accounting system for your business that satisfies
the digital accounting rules. For most VAT registered businesses above the threshold the new MTD
obligation applied to the first VAT return period commencing on or after 1 April 2019.

MTD for VAT is not be mandatory for those businesses below the VAT registration threshold
(currently £85,000).

Under the MTD for VAT legislation there should be digital links between different accounting
software packages, however there was a “soft landing” period of one year to get such links in
place. This meant that certain data could continue to be transferred by cutting and pasting
between software packages. It has recently been announced that the “soft landing” would be
extended for a further year, in other words the VAT return period that commences after 1 April
2021.

Rawcliffe & Co is Xero Cloud Accounting ‘MTD Ready’ Certified. Find out more here...

12
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Tax Calendar

The following summarises some of the more significant filing dates for a corporation using a calendar
year end. Many of these requirements also apply to partnerships and sole traders. Naturally, if a year-
end other than 31 December is used, some of these dates will vary.

Date Return

Annual Events

19 April Final RTI Submission due

6 July Submission of form P11D reporting benefits in kind

19 July Payment of Class 1A NIC

30 September Payment of corporation tax for accounts prepared for the calendar year

(9 months after the end of the accounting period)

November/December Year-end tax planning

31 December Submission of corporation tax return for accounts prepared for the
calendar year (12 months after the end of the accounting period)

Quarterly Events

14 April

14 July Forms CT61 to be submitted reporting tax deducted/received on
14 October interest payments

14 January

Quarterly VAT returns (although these can be monthly or annually)

Monthly Events

19th Payment of payroll taxes (under certain circumstances - quarterly)

13
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Chapter 3 - Accounting & Bookkeeping

Most operators of a new and growing business have a flair for the environment in which the business
operates. They may be a great salesperson, an outstanding mechanic, carpenter, solicitor, or
inventor. Unfortunately, most people don’t like to keep the books. As an owner of a business, you
must remember that your company’s books and financial statements represent a score sheet which
tells how you are progressing, as well as an early warning system which lets you know when and why
the business may be going amiss. Financial statements and the underlying records will provide the
basis for many decisions made by outsiders such as banks, landlords, potential investors and trade
creditors, as well as taxing authorities and other governing bodies. The necessity for good, well-
organised financial records cannot be over-emphasised. One of the greatest mistakes made by owners
of small businesses is not keeping good financial records and making improper or poor business
decisions based on inadequate information.

Quality financial information does not necessarily translate into complicated bookkeeping or
accounting systems. Far too often owners of businesses become overwhelmed by their accounting
system to the point where it is of no use to them. An accounting or book-keeping system is like any
tool used in your business; it needs to be sophisticated enough to provide the information you need
to run your business and simple enough for you to run it (or supervise the book-keeper). Questions
you should ask in developing an accounting and financial reporting system are:

1. Who will be the users of the financial information?

2. What questions do | need answered to manage the business?

3. What questions should be answered for HMRC authorities? It should be noted that HMRC are
increasingly making Business Records Checks of those businesses they reckon could have poor
records

As your business grows, you should work closely with your accountant to ensure that your accounting
system is providing you with appropriate information.

The Government proposes to require businesses to submit accounts information to HMRC quarterly as
part of the “Making Tax Digital” project. This was planned to start in 2018 but has now been deferred
apart from VAT reporting. You should therefore consider a computerised accounting package from the
outset that enables you to comply with these new obligations. We can advise on the most suitable
accounting software for your business. We’re the Fylde Coast’s first Xero Cloud Accounting Platinum
Partner, read what our clients’ say about using the software here...

Chart of Accounts

The basic road map into any accounting system is the chart of accounts. It is this chart that helps
establish the information that will be captured by your accounting system, and what information will
subsequently be readily retrievable by the system. This tool, like the rest of the accounting systems,
needs to be dynamic and should grow as the size and needs of your business changes.

To help establish a good working chart of accounts you need to answer some questions, in conjunction
with your accountant, as to how your business will operate and what is important to you. Some of
these considerations might be:

1.  Will your business have stock to account for? If so, will it be purchased in finished form or will
there be production costs?

14
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Are fixed assets a significant portion of your business?

Will you sell only one product or service, or will there be several types of business?
Will you have accounts receivable from customers, which you will have to track?
Are you going to sell in only one location, or will you do business in several places?
Are the products you sell subject to value added tax?

Do you need to track costs by department?

What type of government controls or regulatory reporting are you subject to?

PN AW

Each one of these questions can have several answers and will probably generate more questions.
Each answer will have an impact on how the chart of accounts is structured. It may seem that
developing a chart of accounts is not particularly high on your list of things to do as you start a new
business. The amount of time and money a well organised accounting system may save you can be
significant as the need to generate information for various purposes increases. An example of a basic
chart of accounts follows this section.

Cash or Accrual Accounting

One of the decisions to be made as you start a business is whether to keep your records on a cash or
accrual basis of accounting. The cash basis of accounting has the advantage of simplicity and almost
everyone understands it. Under the cash basis of accounting, you record sales when you receive the
money and account for expenses when you pay the bills. The increase in the money in “the cigar
box” at the end of the month is how much you have made. Businesses may choose to report their
profits on a cash basis for tax purposes if their annual turnover is below £150,000. (This threshold
was previously linked to the VAT registration limit). Unfortunately, as we all know, the business
world is not always so easy. Sales are made to customers and you sometimes must extend credit.
Your business will incur liabilities which are due even though you may not have received the invoice
or have the cash available to pay them. Most users of financial statements such as bankers and
investors are used to accrual-basis statements and expect to see them. Once you become familiar
with them, they provide a much better measuring device for your business operations than cash-basis
statements.

Whether you use the cash or accrual basis, it is possible to keep books for income tax purposes on a
different basis than for financial statements. It may be more advantageous (less tax) for you to do
so. Rawcliffe & Co can advise you on the advantages and feasibility of doing this in your particular
circumstances.

Accounting Records and Record Keeping

Another question that the owner of a business must answer is “Who will keep the books of the
business?” Will you do it yourself, will the receptionist or a secretary double as a part-time
bookkeeper, will you have a bookkeeper that comes in periodically, or will the volume of activity be
such that a full-time bookkeeper will be required?

Very often the owners of a business decide to keep the books themselves and underestimate the
commitment they have made to other phases of the operation and the time required to maintain a
good set of financial records and books of account. Consequently, the record keeping is often low
priority and must be caught up later. This approach, though rarely planned, can require a substantial
expenditure of time and money. While it is important for the owners of a business to maintain control
and stay involved in the financial operations of the enterprise, this can be achieved by maintaining
close control over the cheque-signing function and scrutinising certain records. We can help develop
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a good programme of record-keeping duties for you, your employees and any outside book-keepers
you may engage.

A Word about Accounting Software Systems

There are a number of very good and easy to use accounting software systems which are commercially
available, but none of them will solve the problems of inaccurate or poor-quality financial records.
All they will do is generate bad information faster. This is one of the reasons that the computer has
also probably caused more headaches for the owners of modern businesses than any other single
cause. If you want to use a computer-based accounting package, either in your own business, with a
service bureau, or through your accountant, it is imperative that you generate accurate information
to be entered into the system.

The real value of accounting software becomes apparent once it is running smoothly in your business.
Your accountant can then function in the capacity for which he was trained, not as a “number
cruncher”, but as your business adviser, consultant, and strategist. Both of you can focus no