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INTRODUCTION

The purpose of this talk is to: 

· Look at the problems of Voluntary Organisations

· Outline the defining features of a company.

· Distinguish between sole-traders, partnerships and companies.

· Outline the tax advantages and disadvantages of incorporation for voluntary organisations.

· Consider the implications of being a Charity

Making an application on a prescribed form to the companies Office forms a Company.   Once formed it has a separate legal existence from its owners.  There are no formalities about being a sole trader, forming a partnership or setting up a voluntary organisation unless one chooses to have them.

The problems of Voluntary Organisations 

Voluntary organisations carry out many important functions in modern society.  While some might consider that these functions and more properly the business of good government, it is clear that not all governments do so.  The voluntary nature of these organisations gives rise to several inherent problems:

· The lack of a clear and written constitution.  

· Difficulties with the succession of control.  

· Financial problems principally to do with Fundraising, Borrowing  and Taxation.  

· Problems with Control itself

It is either concentrated in the hands of too few or dissipated by being shared amongst too many.  

· Problems with Liability and Insurance.

· Problems with Supervision.

The comparison of business structures is informative here.  Voluntary organisations and are remarkably similar to partnerships which also suffer from supervision problems.  The introduction of a company structure does a lot to address all these difficulties.

The Defining Features of a company

Limited Liability:

A Company is liable without limit for its own debts.   It obtains its capital from and distributes its profits to its members.  It may be (and usually is) formed on the basis of limited liability of members.   In that case, they cannot be required to contribute (if the company becomes insolvent) more than the amount outstanding if any on their shares or, if it is a company limited by guarantee, the amount of their guarantee.  Voluntary organisations almost exclusively use guarantee companies and the concept of a share does not exist.

Transferable shares:

The interest of members as proprietors of a company is a form of property (measured in shares), which they can transfer to another person subject to any restrictions imposed by the constitution of the company.  The possession of shares supplies an entrance and exit mechanism for members.  In a guarantee company, where there are no shares, one is admitted by the directors and expelled by the directors.

Perpetual Succession.

A change of membership or the death of a member is not a change in the company itself.  It is a separate person, which continues unaffected by changes among its members.  This is the principal reason why such a structure is suited to voluntary organisations.  Committees can come and go but the company survives all such changes.

Assets, rights, liabilities, etc.

The assets and liabilities, rights and obligations incidental to the company’s activities are assets of the company and not of its members.  Members are therefore not liable for a company’s debts.

Capital.

The sums paid (assets transferred) to the company by its members in return for their shares are the company’s capital.   If it is a company with limited liability it may not ordinarily distribute capital to them but must retain it as a fund to meet its own debts.  This principle of conservation of subscribed capital has many other effects on company law.  Guarantee companies usually do not have a share capital.  They are therefore considered to be public companies and can have an unlimited number of members.

Management.

A company cannot, as an artificial person, manage itself.  If must therefore have managers.  These are called directors.  The members, as members, have no claim to be directors though they usually have power to appoint the directors and may so appoint themselves.   For the same reason a member as such has no inherent power to make contracts for the company as its agent.  

This distinction between members (proprietors) and directors (managers) is extended to require that: -

1. The directors as a body (the board of directors) shall have defined powers of management delegated to them by the company, and

2. The members as a body shall meet in general meeting of the company to decide those matters, including the appointment and removal of directors, which are not delegated to the directors.

These two elements are known as the Organs of the company.

Written constitution 

A company has no mind of its own to decide what it will do.   The structure of divided control described above must therefore be clearly defined.   For these and other reasons a company must have a written constitution in the form of a memorandum and articles of association.  The memorandum defines the activities that a company can undertake.  The Articles define rules for managing the company.

Supervision

The legal process of incorporation creates a company.  This is called registration under the Companies Act.   It exists as an artificial person under the Act until it is formally dissolved by removal of its name from the register at the Companies Registry.   While it exists it is subject to detailed regulation and supervision; for instance, normally, it must prepare and deliver to the Registry annual accounts and an annual return (a summary of its situation).   

The Registrar of companies and the Department of Enterprise (of which the Registrar is part) and the courts have all powers of regulation, investigation etc. over companies.  The public has a legal right of access to the records at the Companies Registry and to other sources of information.

Comparison of Company and non corporate bodies

The owners of a small business have a choice whether to trade as a partnership or as a company but some professions including accountants and solicitors do not permit their members to practise as companies.   Voluntary organisations usually fail to be true legal partnerships as they are not for profit organisations.  However, in virtually all other aspects voluntary organisations are very similar to partnerships.  

The choice of structure is often determined by the amount of tax likely to be paid under one alternative or the other.   We will discuss this later.  There are however, a number of other factors of comparison.  

The characteristics of a company have been described above.  The essential features of a partnership are stated in the same sequence below.

Definition: - A partnership is a relationship that subsists between persons carrying on a business in common with a view of profit.  The word profit eliminates most voluntary organisations from being legal partnerships.

A partnership is not a separate legal entity:  it is merely the partners as a group working in a particular relationship with each other.   Like a company a partnership must comprise more than one person.   As it is a personal relationship, a partnership may not have more than 20 members (as a general rule).   Special exemptions apply for accountants and solicitors who may form a partnership with more than 20 partners and for banking partnerships, which may not be of more than 10 partners.

Every partner is liable without limit for the debts of the partnership.   It is possible to register a limited partnership in which some partners have limited liability.   But the limited partners may not take part in the management of the business and there must be, at least, one unlimited partner.  This exception is little used and is of no importance.  However, the directors and/or members of a limited company may be required to give personal guarantees of its liabilities to its bank or some other institution in return for an overdraft.   Hence the protection of limited liability, which is the main advantage of the company over the partnership structure, may in practice be incomplete.

No Succession:  Since partnership is a personal relationship it ends on a change in the personnel of the partnership.   A partner may transfer his financial interest in the profits and capital of the firm but the assignee does not himself become a partner unless all the other partners agree.

The assets and liabilities belong to the partners in a partnership.   But they own the assets as ‘partnership property’ to be used in the firm’s business.   When a partnership is dissolved its assets must be applied first in payment of the firm’s debts.   Subject to that principle there is no restriction on the withdrawal of partner’s capital by mutual agreement.

There are no restrictions on distribution of capital to those contained in companies’ legislation.   The assets transferred as capital belong to the partners; there is no exchange for shares.

Every partner has the right to participate in the management of the firm’s business.  He is also an agent of the firm, i.e. the other partners are bound by any contract which he makes for carrying on in the usual way business of the kind carried on by the firm unless he lacks authority and the person with whom he is dealing is aware of this.   The partners also share liability for torts committed by a partner in the ordinary course of business.   Except for change of the partnership business or personnel, partners take business decisions by simple majority vote.   It is usual for them to hold periodic partners’ meetings but the law makes no mention of this.   It is left to them to decide how they will operate.

A partnership may exist without any written agreement – though it is normal practise, for convenience, to define the terms of the partnership in writing.   Hence, partnership can be created without any formality and indeed without the persons concerned intending to do so.   There may even be a partnership contrary to their express statement that it shall not be.   The partners may make and vary the terms of the partnership (so far as concerns this internal relationship) as they wish – the terms may even be inferred from their conduct.

There is no statutory supervision of partnerships.   If, however, the partners carry on business under firm name which is not surnames of them all, e.g. ‘Smith, Jones & Co’ they are required to disclose the names of the partners on their letterheads etc. and at their place of business: (Registration of business names Act, 1963 ss 1 and 4).   They are required to make a return of their profits for income tax and to register for VAT if their turnover exceeds  the prescribed limits. Their accounts need not be in prescribed form nor is an audit necessary.   The public has no means or legal right of inspection of the firm’s accounts or other information such as companies must provide.

A partnership, unlike a company, cannot create a floating charge over its assets – such as stock in trade or book debts – as security for a loan.   This can greatly hinder its power to borrow.

Sole traders are identical in treatment to partners with obvious exceptions.

Taxation factors 

Introduction 

Commercial and legal factors may determine whether or not a trade is carried on in unincorporated form (sole trader or partnership), or through the medium of a company.  Thus, if limited liability is essential, a company will be chosen.  Conversely, companies cannot legally carry out certain activities, such as those mentioned above.   In other cases, the use of a company may be necessary to raise finance.  For Voluntary Organisations, a historical ignorance of taxation will shortly cease.  Income is taxable, so is Capital.  The issue needs to be addressed.

Where there is otherwise flexibility in the choice of medium, the tax effects may well be decisive.  

In favour of Incorporation

Eligibility for incentive reliefs, 

principally the reduced rates on small profits, the 10% rate etc.

A lower rate of Corporation Tax 

than the highest rate of income tax;  It should be stressed that the advantage of lower corporate tax rates applies only to the extent that profits are reinvested in the business and not drawn out as directors’ remuneration or dividends.

Opportunities for raising finance on favourable terms, 

e.g. through the business expansion scheme or under things like Section 84 schemes;

Greater scope for investment in pension schemes: 

the rules for company directors are much more generous than for sole traders or partners;

Opportunity to sell shares in exchange for shares 

in another company thus deferring capital gains tax;

Ability to take advantage of tax-favoured share incentive schemes to pay employees.

Against Incorporation

Double capital gains tax effect on liquidation of a company.  

This may sometimes be overcome by holding assets liable to appreciate in value outside the company.  (A disadvantage of this may be a consequent loss of CGT rollover relief if the asset is sold and replaced);

Drawings:  

One can take drawings out of the business without creating additional tax problems.  In the case of a close (or small) company drawings in excess of wages/dividends will be penalised as a loan to the participator.

Losses:  

There is greater flexibility in the use of losses.  A company’s losses are ‘locked into’ the company whereas an individual’s trading losses can be set against his general income.

Incorporation of existing businesses

An individual or a partnership may have commenced trading in unincorporated form but then, perhaps as the scale of the operation increases, decide to switch to the use of a company.

It is also often attractive to trade as a sole trader or partnership when losses are being made and to use these by way of s307 claim and when profits are made, to shelter these within a company.

Incorporation is equivalent to the sole trader or partnership selling the trade to the new company.   Points to watch include the following: -

The sale of the trade will trigger off the Schedule D Case I/II cessation rule, and the Revenue may exercise their power to revise closing assessments under s58 (5);

Trading stock is valued at the agreed price between the parties so there may be some scope for tax planning;

The sale of plant and machinery and/or industrial buildings etc. may trigger off balancing charges.   However, it is possible to elect that the assets pass at tax WDV;

The sale of assets such as buildings and goodwill may generate a CGT liability, although such relief may be available under the ‘rollover relief’ provisions.  Alternatively, some of the assets may be left outside the company.   This can be commercially inconvenient and will result in a loss of future entitlement to ‘rollover relief’ on the replacement of business assets;

The sale of a going concern is normally VAT free.   The new company will have to register for VAT in its own right.   It should also obtain a PAYE registration.

Charities

Usually, when one speaks of charities, one is actually talking about bodies recognised by Revenue as having a charitable purpose.

There are four bases for being a charity:

The relief of poverty.

The advancement of education.

The advancement of religion.

Other purposes beneficial to the Community.

Revenue will impose several requirements before granting charitable status.
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Written constitution suitably modified.



The Revenue will require the following modifications.
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Express statement of the principal object of the company.
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Prohibition of employment of directors.
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Prohibition of distribution of money for any reason.
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Prohibition of modification without Revenue approval.
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Undertaking to distribute surplus to a similar organisation.
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Names and details of all proposed directors.



The details required include the following:
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Name & Address
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PPS Number
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Details of other directorships
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Corporation Tax Number.
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Accounts of Predecessors.
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Literature and other promotional materials.
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