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INSOLVENCY BRIEFING - SEPTEMBER 2009

To incorporate or not to incorporate

During my years as an Insolvency Practitioner | have acted as Liquidator or Administrator for a number of
companies formed when sole traders or partnerships have converted to limited companies. But where the job
has not been done properly, | have often seen the directors or shareholders left with a wide variety of personal
liabilities when they thought that they had limited liability.

In this article | will seek to identify some of the key issues to consider upon incorporation that, if not dealt with
correctly, can undermine the limited liability status. The article may touch on tax matters but is not intended to
constitute tax advice.

Reasons to incorporate

There are a variety of reasons why small businesses incorporate including:-
e Obtaining limited liability;
e To reduce the total tax payment;
Because certain customers will only trade with limited companies;
Sometimes just because they think a limited company is ‘better’!

I will now run through a list of issues which ought to be considered when transferring a business from a sole
proprietor or partnership to a limited company. | have come across instances in a variety of companies that |
have liquidated where these have not been dealt with properly and the shareholder or director has suffered as
a consequence.

1). Bank Account - Ensure that an account is opened in the name of the limited company. If there are
direct debit and standing orders being paid out of the old sole trader / partnership account ensure that
they are transferred to the new bank account and that the recipients are advised of the change in status
so that any related agreements are transferred into the company name. If the original business
operated a Bank overdraft or loan this will remain a liability of the original sole trader or partners.

2). Personal guarantees - Sometimes the Bank will ask a director for a personal guarantee if they are
providing an overdraft or a loan to a limited company. The Bank should be invited to take a debenture
over the assets of the company if the director is to give a personal guarantee. If the Bank chooses not to
take a debenture then the director should consider taking one out himself so that at least he has some
security for any money that he has to pay to the Bank should the business fail.

3). Creditors - All suppliers of the sole trader or partnership need to be formally advised that the business
is now a limited company. This must be in writing and if necessary new trade accounts will have to be
set up. After a couple of months the statements received from suppliers should be reviewed to ensure
that they are being properly addressed to the limited company. | have come across instances where a
limited company has traded for three or more years but has continued to use trade accounts set up
before incorporation. The suppliers concerned have been able to make the director or shareholder pay
the whole of the amount that is outstanding when the company goes into Liquidation! Do not forget to
ensure that all utility suppliers are advised of the change of status.

4). VAT - A limited company is a new legal entity and (assuming that it is above the threshold) will need to
be registered for VAT. If the unincorporated business is already registered an application can be made
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to HM Revenue & Customs to transfer the VAT number. Once the transfer has been completed then on-
going VAT liabilities will be the responsibility of the limited company. | have seen sole trader /
partnerships incorporate but carry on using the original VAT number without notifying HM Revenue &
Customs and when 2 Y2 years later the company goes into Liquidation the directors end up having to pay
the outstanding VAT themselves.

PAYE - If you have employees, and indeed the directors will be employees if they draw money from the
company, you must set up a PAYE scheme in the name of the limited company. If the company goes
into Liquidation in 2 %2 years time (as in the example above) and the PAYE scheme is still the old sole
trader account then there will be personal liability for any PAYE liability.

Employees - The limited company should issue revised contracts of employment for all employees.
These need not be extensive but should confirm continuity of employment and should stress that the
continuing employment is with the new limited company.

Directors as employees - It is often best for the directors of a limited company to have formal
contracts of employment. These need not be complicated documents but should set out in writing the
job title, basic duties, holiday that is due each year, notice period, hours of work etc. If a limited
company is in succession to a partnership of two of three individuals it may also be useful to have a
shareholders’ agreement which would cover certain issues previously covered by the partnership
agreement. Again this need not be a long complex document however it is always best to have things
down in writing



