Arctic Systems: what next for family companies?

Earlier this year, the House of Lords passed judgement on a
crucial tax case involving husband and wife business Arctic
Systems, finding in favour of the taxpayer, Mr Jones. Shortly after
the ruling, the Government announced that it intended to make
changes to the law in order to prevent people from splitting their
income in what it perceives to be an ‘unfair manner’.

Even before the ruling, the 2007 Budget had
announced its business tax reform objective to
maintain the fairness of the tax system by
ensuring that people engaged in similar
economic activities pay broadly the same
overall level of tax and national insurance
contributions, regardless of the legal form
they choose for their business. Rather
ominously, it introduced the concept of
‘extracting labour income in the form

of dividends'.

In the 2007 Pre-Budget Report, the

Government announced that it will

be consulting on draft legislation to

address income shifting, to come into

effect from 2008/09. The legislation

will work alongside the existing rules on

business deductions and settlements, and

will seek to remove the tax advantage obtained

from income shifting. It will only apply when the

income is in the form of distributions from a company
(dividends) or partnership profit. Income from employment,
interest on savings and any other source will not be affected.

Some points to consider

If you and your spouse or civil partner are both actively involved in running
the business, and the ownership split is a commercial arrangement, you
should have little to worry about. If you and your spouse or civil partner
own all the shares in your limited company, you may want to consider
taking some precautions to ensure that your arrangements are as
watertight as possible. This may include the following:

Keeping you on the right track

We can help your business and your personal finances to stay on
the right track. Call us now and we'll arrange a meeting to discuss:

- Strategies to help your business improve its efficiency and profitability
+ Reducing the burden of taxes on your business
+ The tax issues that affect you and your family

+ Maximising your wealth

&Retirement planning strategies for you and other family members)

* You should both be appointed as directors of the company. This
means that you are both responsible for the running of the company,
so collectively you can make important decisions such as how much
dividend to pay, or which contracts to take on. You should document
all of these decisions so that you can prove to HM Revenue &
Customs that you were both actively involved in making them

e Make sure that you and your spouse or civil partner
both hold ordinary shares in the company and
that the rights attached to those shares are
not restricted in any way

* Follow the correct procedure when
paying dividends to ensure they cannot
be reclassified as loans. The directors

need to check there are enough
profits (after tax) in the company
to pay the dividend and suggest
an amount to pay, and then the
shareholders can vote on whether
to pay it out. Dividend vouchers
should be prepared and given to the
shareholders when the dividend is

paid.

If you want to bring your spouse or
civil partner into the business as a
shareholder, you can divide profits between
you. However, you should consider a number
of issues beforehand, such as:

e Will giving away some of the dividend income
actually save tax? If your spouse or civil partner already has
enough income to cover most of their basic rate tax band, there is
unlikely to be much of a tax saving

v'What may happen to the business should you divorce or separate?

This article is intended for guidance only, and is not
exhaustive. We can advise you on the best route for your
business, and would welcome the opportunity to discuss your
individual circumstances.
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