Legal identity, liability and funding

Sole Trader (ST)

A ST operates their business individually under their own legal identity, this means that in remaining as a ST, there are no legal distinctions between the business and Mr Potter (Halsbury’s Laws of England, 2021, 49, 216). ST have unlimited liability, meaning Mr Potter would remain solely responsible for the debts and financial obligations of his business (Rye, 2020). Mr Potter has emphasised his requirement to fund his expansion and as there are no legal or financial distinctions between Mr Potter and his business, funding would be limited to his own personal credit potential (Thornley, 2022). This means he may find it difficult to raise larger amounts of money without the backing of a company entity. Outside of this, Unlimited liability emphasises the vulnerability of his personal assets, including his savings and property if the business encounters litigation, exposing him to personal financial risk (Stainforth, 2023). This is evidenced in the case of (Bhamra v Dubb 2010), whereby the defendant was found liable for the death of a customer whilst trading as ‘Lucky Catering’. 

Nonetheless, these risks can be mitigated with the use of mandatory and elective insurance policies. For instance, under the (Employers’ Liability (Compulsory Insurance) Act 1969) , section 1(1) Mr potter is legally obliged to have employers liability insurance as an employer. This provides him with some financial protection against claims for damages from employees who are injured or become unwell due to their employment (Barrett, 2016). Mr Potter could also benefit from some elective policies such as public liability insurance and product liability insurance to mitigate liability outside of his business. Although there are no legal requirements for these policies, it would be advisable to obtain them if Mr Potter decides to remain trading as a ST as by expanding his business, there could be a higher scope of risk due to increased footfall.

Partnership

The legal personality of a partnership is closely comparable to that of a ST in that there are no legal distinctions between the business itself and its partners. The partners are collectively recognised as the firm under the (Partnership Act 1890) (the Act henceforth) section 4(1). The main differing factor when considering the liability of the firm in comparison to a ST is that each partner is held jointly liable in accordance with section 9 of the Act. This essentially means that at default, Mr Potter and his prospective partners would share unlimited liability for the debts and financial obligations of the firm. However, it is important to note that under section 24 of the Act, the firm can alter the terms of the Act by way of consent. This means that the use of a partnership agreement could potentially limit the liability of Mr Potter or his prospective partners to the extent of their investment if desired. Furthermore, the insurance prospects relevant to ST would stand. As there are no legal distinctions between the firm and the business, the same funding issues faced by ST’s would arise for a partnership. However, the simple prospect of shared financial burden means that there is less overall pressure placed upon Mr Potter as an individual, 

Private Limited Company (LC)

In contrast, following the case of (Saloman v Salomon and co Ltd 1897) and consolidated under the (Companies Act 2006) (CA 2006) section 16(2) LC’s operate under a separate legal entity to the owners of the business otherwise known as shareholders upon registration.  This means that Mr Potter’s legal and financial risk would be limited to the capital sum he invests into the business (Taylor, 2018). It also means that even without implementation of elective insurance policies, Mr Potters personal assets are not at risk in the case of litigation as companies have limited liability. There are various types of PLC but for the consideration of Mr Potter, this research will focus upon private limited companies limited by shares as this is the structure adopted by a well-established nearby competitor ‘Gower Cottage Brownies’ (GOV.UK, 2022). As a separate corporate entity, PLC’s have the benefit of a vast scope of funding options. For example, Mr Potter could make use of equity financing by selling shares to his current employees who are interested in joining the business. He is also more likely to secure substantial loans to aid in his aim to expand his business. This is because lenders generally LC’s as lower risk.


Set up, formalities and taxation

ST

Primarily, ST setup is simplistic, with no governing legislation relating to the structure of the business itself and only nominal formalities to set up and maintain the business (Cavell, 2021). This structure offers Mr Potter the most flexibility, control and privacy when compared to the other considered options (LNUK, 2024). With no regulatory legislation, no shareholders and no partners, decisions can be made efficiently to reflect market changes and customer need (Jones, 2020). It also ensures that there are no obligations on Mr Potter to disclose any of the business’s financial affairs (Marson & Ferris, 2020).

Although set up as a ST is fast and relatively cost free some considerations must take place during set up. Firstly, section 3 of the (Income Tax Act 2007) provides that earnings that arise from self-employment are eligible for income tax. This is clarified by section 5 of the (Tax (Trading and Other Income) Act 2005) which states that ST’s are to be considered as self-employed for taxation purposes. This is consolidated further, by section 7 of the Act, which dictates that ST’s must file self-assessment tax returns annually to report their trading income and calculate their income tax liability. Further still, section 2(1) of the (Social Security Contributions and Benefits Act 1992) puts fourth that a ST is liable for National insurance (NI) contributions. This is clarified by section 2(2) which states that dependant on earnings, ST’s may fall under class two or four contributions. In accordance with this, a primary formality for ST’s is registration for Self Assessment which can be completed using the (GOV.UK, 2024) online form. 

The standard income tax rates apply at a percentage deduction of 0%,20% or 45% depending on earnings. (McLaughlin, 2005) highlights that these rates can be detrimental to a business depending on their earnings. For instance, a small-scale business earning modest profit would not be majorly disadvantaged by these rates. In contrast, a larger scale business with lucrative profits would be paying almost double the necessary tax when compared to incorporated businesses of a similar scale (Durrant-Walker, 2016). This will be investigated further in due course but as there are no clear indications of business earnings from Mr Potter, this is something that would need to be discussed during consultation to advise accurately. This will also allow for accurate instructions when considering VAT. Mr Potter would be required to be VAT registered if his revenue exceeds £85,000 and the business frequently purchases items worth VAT exemption. (Curtis, 2019).

Following this, the usual formalities for self-employed workers would apply for ST’s (Rye, 2020). Namely, keeping accurate records of expenses and business and a further self-assessment return every taxable year to ensure correct tax and NI contributions are paid (Sadiq, 2021). As Mr Potter has been operating as a ST for some time, it is reasonable to infer that he has all the correct provisions of taxation in place or else he could be held liable under the (Taxes Management Act 1970) sections 7,8 and 9 for non-compliance. 
 
Partnerships

Setup for partnerships is again comparable to that of a ST. However, it is differentiated by the influence of the (Partnership Act 1890) and its provision of a default position. There are no formal registration processes for the commencement of a partnership, and they are defined under section 1 of the Act as persons commencing business with the aim of generating profits (Marson & Ferris, 2020). The main differing position arises from flexibility as there are more parties to the business. Some examples of the default position are seen under section 24 including 24(1) which states that all partners share equal burdens and gains from the firm. (24) 5 provides that all members of the firm may undertake managerial responsivities. Despite this, sections 19 and 24 of the Act allow for variation in the involvement and responsibilities of partners if it is agreed. This means that the Act is not binding, and Mr Potter could have a senior level of control in the business if desired and can effectively run the business as he desires. Mr Potter should be informed of the benefits of obtaining a well drafted partnership agreement, although it is not required, it would provide him with security if disagreement were to arise between the firm.

The requirements for self-assessment stand equally for a partnership with each partner required to register separately based upon the business earnings.


LC

Set up for LC’s face the most statutory obligations as set by the CA 2006. Firstly, a memorandum of association (s8), application for registration (s9), statement of compliance (s13) and the prescribed fee of £50 must be filed at Companies House (CH). Other necessary information includes a statement of proposed officers (s12), the address of the registered address and a copy of the proposed articles of association. Most companies choose to use the model articles as prescribed by CA 2006. Model articles provide a standard set of rules for the governance of a company and the general set up is as follows: article 1 defines terms, articles 3-20 provide an overview of directors, articles 21-36 provide share and distribution guidelines, articles 37-47 detail the decision-making process of directors and articles 48-53 cover administrative obligations. As Paul has considerations regarding the management structure of his business, he may wish to make use of section 18(3) which retains LC’s right to amend the whole or part of the model articles to suit his business needs (Mavrikakis, et al., 2023). Once all required information is registered, CH will provide a certificate of incorporation. CA section 15 (1) provides that upon receipt of this, a company is officially formed.

Following this, ongoing formalities include the submission of an annual confirmation statement as required by CA 2005 (s853A). This is to ensure that information held by CA is updated. Annual accounts must also be provided under CA 2006 (s394-399) to both CH and HMRC. This includes profit and loss accounts and balance sheets. Finally, a corporation tax return (CT600 form) must be submitted to HMRC annually in accordance with the Finance aCT 2009 (schedule 18). Other ongoing formalities include the maintenance of statutory registers such as the registers of directors and significant control, any changes must be reported to CH (Mavrikakis, et al., 2023). LC must also ensure that if VAT registered, quarterly forms are submitted to HMRC.



Naming considerations 

Legal requirements for trade names are set out under the Companies Act 2006 (p41). The rules apply to those carrying out business in the UK and therefore would apply to Paul no matter his business structure (Lexis PSL, 2022). The statute on prohibited and restricted names are seen in CA 2006 (SS1192-1198) which essentially prohibits the use of offensive business names. Paul’s prospective name is unlikely to pose an issue when considering these restrictions.  Further clarification is also seen in the Company, Limited liability Partnership and Buisness Names (sensitive Words and Expressions) Regulations 2014  (s1194) include names which suggest a connection to an area or profession and (ss1198) which provides that the name cannot be misleading. An example would be if Paul used the name ‘Sweet Stuff Ltd’ as a ST. After consideration of Pauls suggested trade name, it is unlikely that he would face any restrictions based upon the aforementioned restrictions. Paul should ensure he does not use a name that is protected by a trademark to avoid future dispute. Following a quick search, there appears to be various trademarks surrounding the name ‘Sweetstuff’ and similar variations. Businesses are prevented from using names that are similar to a name already in use even if a trademark was not present. So, Paul may wish to reconsider his choice of name to prevent future disputes. 

Terms which require the amendment of the Partnership Act 1980 via express agreement


Points 1-3

Paul may wish to amend s24(1) which states that all profits and losses obtained by the firm are shared equally. This is to reflect the differing sum of capital that each partner intends on injecting into the business. Further to this, as the Barclays Bank Base rate is currently 5.25% and George has agreed to accept interest at 1% above this (6.25%), s24(3) would need to be amended to reflect this in place of the default rate of 5%.


Point 4


The standard interest rate of 24(3) would suffice for part 4. However, Section 24(4) may need to be amended to allow the receipt of capital interest before the business generates profit. However, it is not suggested that interest be paid to partners before the firm generates profit. This is a factor that should be brought to Paul’s attention as if it is included in an express agreement and the business does not generate profit in the first year, members of the firm may still request payments of interest that are not in the best interests of the partnership.

Point 5

In order to provide the requested salaries, an express term would need to be provided as the default position under s24(6) provides that remuneration (in this case a salary) is not entitled.

Point 6

The default position for the duty of partners to work in firm is simply stated under s24(6) as allowing every partner to contribute to the management of the business. No other obligations are placed upon partners for their contributing hours. Therefore an express term would be required to reflect Katya’s work hours.

Point 7 

As prior mentioned, the general stance for the split of profit and losses is an equal split between the firm. Therefore, s24(1) will need to be revised to reflect the required contributions.

Point 8

To an extent, section this term is covered under section 42 which provides that an outgoing partner is entitled to a share of the profits and capital held in the partnership. This provides a general form of return on the retiring partners investments until capital is settled.  However in order to avoid, dispute the following points would need to be addressed: the valuation of the departing partners share, the process and rights of the remaining partners to purchase the partners share of assets, the payment structure and their entitlement to interest upon purchase.

Point 9

Section 25 states that even with a majority decision, the process of coming to the decision to expel a partner must be expressly agreed so an expressed term would be required here. It is also suggested that the provision of a term to provide Katya’s working hours includes consequential terms should she not meet her required work hours.
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