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If you are thinking of setting up a business, or
if you already operate as a sole trader, you
may be considering whether to incorporate
your business, and if so, when to incorporate.
This decision will affect the way in which you
run your business and ultimately, what taxes
you pay, and when you pay them.

Operating as a sole trader
If you run your business as a sole trader, there is
no distinction for tax purposes between you and
your business. Any profits that you make from
running your business are considered in working
out your overall tax liability for the tax year. The
rate at which you pay tax depends on your total
taxable income for the year, not just on the level
of your business profits.
If you make a loss, relief may be available for that
loss. The reliefs that are available for that loss will
depend on when in the business cycle the loss is
made and whether you use the cash basis or the
traditional accruals basis to work out your profit or
loss.
Currently, once the business is up and running,
you are taxed on the profits for the accounting
period that ends in the tax year. For example, if
you prepare your accounts to 30 June each year,
for 2022/23, you will be taxed on your profits for
the year to 30 June 2022.
However, this is changing and from 2024/25
onwards you will be taxed on the profits for the tax
year, with 2023/24 being a transitional year.
For 2022/23, the basic personal allowance is
£12,570. Income tax is charged on taxable
income as follows:
Rate

%

Taxable income

Basic rate

20%

£0 to £37,700

Higher rate

40%

£37,701 to £150,000

Additional
rate

45%

Above £150,000

You will also pay Class 4 National Insurance if
your profits are above £11,908. For 2022/23,

Class 4 National Insurance is payable at the rate
of 10.25% on profits between £11,908 and
£50,270 and at the rate of 3.25% on profits in
excess of £50,270.
If your profits are more than £6,725, you will also
need to pay Class 2 National Insurance of £3.15
per week.

Operating as a limited company
If you choose to operate your business as a
limited company, the first point to note is that the
company is a separate legal identity and pays tax
in its own right.
The company must pay corporation tax on its
profits. Unlike an individual, there is no tax-free
allowance for a company; corporation tax is
payable from the first pound of taxable profit.
For the financial year beginning 1 April 2022,
corporation tax is payable at the rate of 19%.
However, the rates of corporation tax are being
reformed from 1 April 2023. From that date, you
will continue to pay 19% if your taxable profits are
less than £50,000.
However, if your taxable profits are more than
£250,000, you will pay tax at 25%. Between these
limits, the tax charge is initially calculated at 25%,
but is reduced for marginal relief.
The limits of £50,000 and £250,000 are
proportionately reduced if you have associated
companies or prepare accounts for a period of
less than 12 months.
If you operate your business as a company and
you want to use your profits outside of the
company, for example, to meet your living
expenses, you will need to take the profits out of
the company, and depending on the route chosen,
this may incur additional tax and possibly National
Insurance liabilities.
A popular and tax-efficient strategy is to pay a
salary either equal to the primary threshold for
Class 1 National Insurance purposes (set at
£11,908 for 2022/23) or, if the National Insurance
employment allowance is available, equal to the
personal allowance (set at £12,570 for 2022/23).
Any further profits can be extracted as dividends.
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This has the advantage that no National
Insurance is payable on dividends and also that
the dividend tax rates are lower than the rates of
income tax. For 2022/23, the first £2,000 of
dividend income is tax-free.
Thereafter, dividends (which are treated as the
top slice of income) are taxed at:
•
•
•

8.75% to the extent that they fall within
the basic rate band,
33.75% to the extent that they fall within
the higher rate band, and
39.35% to the extent that they fall within
the additional rate band.

Dividends are paid out of the company’s retained
profits that have already suffered corporation tax.
Consequently, companies that have exhausted
their reserves of retained profits can no longer
make dividend payments to shareholders.

Should you incorporate?
At first sight, it may seem beneficial to operate as
a limited company as the rate of corporation tax at
19% is lower than even the basic rate of income
tax.
However, this is not the full picture – a company
has no tax-free allowance, and further tax and
National Insurance may be payable if you extract
the profits from the company for personal use.
The position is further complicated in that
corporation tax rates are to increase from April
2023, and this may have the effect of swinging the
pendulum away from incorporation.

Limiting liability
Aside from the tax and National Insurance issues
in the previous sections of this update, business
owners should consider their personal liability
should their business fail.
In a nut-shell, if you are self-employed (whether
sole trader or in a regular partnership structure) if
your business becomes insolvent you may
become personally liable for business debts not
covered by business assets.
It is possible to cover this risk by converting to a
Limited Liability Partnership, but this will not
change your tax status.
Incorporation as a Private Limited Company is
probably your best option if commercial risks are a
significant factor. This may be so even if the tax
benefits are marginal.

We can help
With increases in corporation tax on the horizon
(from 1 April 2023) this shift towards a higher
company tax regime will complicate the issues to
be considered when deciding on a self-employed
or incorporated business structure.
We can help you work out what is the most tax
efficient, and risk averse structure for your
business.
Please call so we can help you consider your
options.

The most tax-efficient option will depend on
personal circumstances and will be affected by
the level of profits that your business make and
also any other income that you may have.
There is no substitute for crunching the numbers;
this is essential to assess which is the most taxefficient option for you.
It is also important to plan ahead. While
incorporation relief is available if you incorporate
your business in exchange for shares, there is
currently no relief if you disincorporate, and
moving between structures can in itself trigger tax
bills.
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