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A guide to

Disincorporation Relief
A SIMPLE GUIDE TO DISINCORPORATION RELIEF
This is a basic guide prepared by the Technical Advisory Service for members and their clients. It is an introduction only and should not be used as a definitive guide, since individual circumstances may vary. Specific advice should be obtained, where necessary.

Disincorporation Relief is a Capital Gains Tax relief introduced by Sections 58 to 61 Finance Act 2013. It is available to small companies looking to convert from being a corporation to having the flexibility of being unincorporated. It would also be available to a group company looking to de-merge from the group, provided it met the criteria as a ‘qualifying business transfer’.

We are familiar with the concept of incorporation relief, where a business is incorporated and the gain on the transfer is rolled over into the company. Section 162 Taxation of Chargeable Gains Act 1992 (TCGA 1992) provides that this is automatic, provided that all the assets of the business (other than cash) are transferred and the total consideration is for shares in the company. Section 162A enables the transferor to dis-apply the relief, should he wish to realise a small gain.

This has been quite straightforward, but it was not easy for the shareholder to realise a gain within the company without a double charge to tax on the gains. Consider a small close company with a building. The company wishes to sell the building and makes a profit on which it makes a gain, which is charged to Corporation Tax. The shareholder is left with shares whose value reflects the realised gain. If he sells the shares, he will be charged to Capital Gains Tax on the increase in value. This is obviously a simplification, as Entrepreneur’s Relief may well be available, but it illustrates the principle.

Disincorporation Relief seeks to solve this problem for the smaller company.  It creates a mirror image of section 162 by introducing sections 162B and C into the TCGA 1992. Where a company transfers its business to some or all of its shareholders and the transfer is a qualifying business transfer, a claim for Disincorporation Relief may be made. The transfer must be made within the 5 years from 1 April 2013 for this legislation to apply.

Qualifying business transfer

The conditions necessary for the transfer to qualify are:

· The business is transferred as a going concern

· The business is transferred together with all the assets of the business, or all the assets other than cash

· The total market value of the qualifying assets of the business included in the transfer does not exceed £100,000. ‘Market value’ means the price which the asset might reasonably be expected to fetch on a sale in the open market

· All the shareholders to whom the business is transferred are individuals

· Each of those shareholders held shares in the company throughout the period of 12 months ending with the business transfer date.

Qualifying asset
A qualifying asset means:

· Goodwill, or

· An interest in land, which is not held as trading stock.

An individual includes a member of a partnership, but does not include an individual acting as a member of a limited liability partnership.

Making a claim
A claim for disincorporation relief must be made jointly by the company and all the shareholders to whom the business is transferred. The claim is irrevocable and must be made within the two years beginning with the transfer date.

Assets include pre-Finance Act 2002 goodwill

Goodwill which arose prior to 1April 2002 is treated as any other within the capital gains regime.  The disposal and acquisition will be treated as made for the lower of:
· The amount allowable as a deduction in computing a gain
· The market value of the asset.

This does not apply to post-Finance Act 2002 goodwill.

Assets include post-Finance Act 2002 goodwill

If the goodwill value has been written down for tax purposes, the transfer is to be treated as the lower of:
· The tax written down value

· The market value

If the goodwill has not been written down for tax purposes, the transfer is to be treated as the lower of:
· The cost of goodwill

· Its market value

If neither applies, the transfer value of goodwill is nil.

Example:
Penny Black bought a stationery design and retail business, which had been advertised in the local business paper. The purchase price was £50,000 and the assets were:

Fixtures:   £25,000

Goodwill:  £20,000

Debtors:     £5,000.

The vendor undertook to pay the creditors.

Penny had heard from a friend that it was better to have a limited company as the tax was cheaper and so she transferred the business into a limited company in which she held 9 shares and her husband held 1.

At the end of the first year, Penny was told that she would have to make an annual return to the Registrar of Companies and would also have to file a corporation tax return on line.

Penny was unsure how to do this, so she decided to employ an accountant who told her that as the profits were only £10,000 she would have been better off  had she stayed self-employed and filed her income tax returns herself.  She would have to get her husband’s agreement, but as they had held the shares for at least 12 months, they could dis-incorporate and save filing fees and accountants’ fees in future.

The assets have not changed significantly in value, except that there are now no debtors and the market value of the goodwill has been written down by £5,000, which is considered to be its market value.

There will now be no chargeable event for the company for the capital gains legislation.

However, Disincorporation Relief applies for chargeable gains purposes, but does not apply for other purposes.

Penny and her husband have received a distribution of £40,000 (the market value of the business) and will be assessed to income tax on the grossed-up equivalent of £36,000 and £4,000 respectively.  If she has no other income, her personal allowance will be available and she will have a basic rate income tax liability for the year of dis-incorporation.
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