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A cafe owner wishes to sell his business, which is
operated by his limited company. As director, he is
still owed £18,000 from monies previously loaned to
the company

A cafe owner wants to sell his business. He runs a successful licensed cafe from

leased premises with the help of two full-time staff and a couple of part-time

“casual” employees. He started the business in May 2005 by setting up a company of

which he is the sole director and shareholder. To set things up, he loaned the

company £30,000, in addition to the issued share capital of £100.

In November 2013, the lease on the cafe premises was extended for a further five

years. The company does not owe any money apart from the director’s loan, which

currently has an outstanding balance of £18,000. My client is aged over 70 and he

would like to retire.

He has asked about the director’s loan account and how this might be repaid to him.

He is contemplating offering his shares to a prospective purchaser and estimates

that the value of the business is about £30,000.

In case it is relevant, there are currently £15,000 of trading losses in the company

available to carry forward and the aggregate of all cash funds is £5,000.

Would readers please give us their thoughts as to how the business deal might best

be structured?

Query 18,354 – Maid of Ayr

Reply by Elman Wall Tax TeamReply by Elman Wall Tax Team
The information provided, while useful could be interpreted a number of ways.

Hence this suggested solution is based on the following assumptions:

The trade of the vendor business (Company 1) is valued at £30,000.
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Hence, the company as a whole would be worth £43,000, if unencumbered by

the debt and excluding the cash surplus.

The losses mentioned are purely for tax purposes and do not reflect

distributable reserves for Companies Act purposes.

The client is not a higher-rate taxpayer.

The potential purchaser is not connected.

The kitchen equipment, which he undoubtedly would have to run the cafe,

could easily be worth £15,000; some research indicates that this valuation is

not unreasonable.

To obtain ultimate tax efficiency requires utilisation of a number of differing aspects

of tax relief and the following steps are proposed.

Step 1. The purchaser sets up a company (Company 2).

Step 2. Company 2 purchases the plant etc of Company 1 for £15,000.

Presumably, this has been fully written down for tax purposes, given the past

availability of annual investment allowance (AIA) and would generate a

balancing charge to be covered by the tax losses. This would need to be varied

depending on any final profit to cessation. This £15,000 can then be

distributed by way of dividend, which should be tax free in the cafe owner’s

hands, subject to his other income.

Step 3. Company 2 lends £13,000 to Company 1. The cafe owner uses this and

the £5,000 net cash balance to fully repay the loan account without any

personal liability arising. So far, £33,000 out of the £48,000 total has been

extracted tax free.

Step 4. Company 2 acquires Company 1 for the remaining value: £15,000. This

would then mean that Company 1 becomes a subsidiary of Company 2, while

the kitchen equipment formerly owned by Company1 is now sitting in

Company 2. Thus, the trade and assets of Company 1 should be hived up into

Company 2 so that the trade sits alongside the kitchen equipment for the

purposes of claiming capital allowances. This would include an assignment of

the lease and the write-off of the £13,000 inter-company loan.

As far as the cafe owner is concerned for capital gains tax purposes, and after the

annual exemption, this would leave, say, a gain of £4,000 subject to entrepreneurs’

relief

This results in a total tax liability of about £400, subject to negotiation on the overall

sale price.

No trading losses will be available to the purchaser, but because the equipment will

be acquired from an unconnected party the AIA should be available, which in this

case provides the same amount of relief.

So a tax rate of less than 1% would presumably be seen as a good result to the cafe

owner.



Reply from Steve KesbyReply from Steve Kesby
It seems to me that there are three possibilities here, either: (1) a sale of the shares

in the company, with the loan to be repaid by the company some time later; (2) a

release or waiver of the loan, followed by a sale of the shares in the company; or (3)

a sale of the business by the company, followed by its liquidation (including

repayment of the loan).

Maid of Ayr has not given any indication of how the £30,000 valuation has been

arrived at, but it appears to be on the basis of option 1. This should mean that the

value of the shares under option 2 should be £48,000 (although a pound-for-pound

increase in valuation is unlikely to be attainable in practice).

The valuation under option 3 is then hypothetically similar, with adjustments

necessary for the facts that, first, the purchaser will inherit neither the trading losses,

nor the risks associated with acquiring the company’s history; and second, that on

the vendor side both the company and the individual will pay tax on their chargeable

gains.

The trading losses will carry little worth if the acquirer intends to substantially alter

the way in which the trade is conducted.

The problem inherent in option 1 is that the purchaser may be unsuccessful with the

business and may be unable to repay the loan or otherwise default.

The double layer of tax on chargeable gains under option 3, and the fact that a

liquidation will be necessary to ensure that the individual is chargeable to capital

gains tax rather than income tax, means that this route is likely to secure the least

net proceeds.

The total net chargeable gains under option 2 ought to be similar to those under

option 1 if the release or waiver of the loan is a condition of the share sale at the

price agreed (under the decision in Aberdeen Construction Group v CIR [1978] STC

127), without the inherent difficulty in the future recovery of the loan.

In the event that option 1 is selected though, and the purchaser fails to repay the

loan, relief may be available under TCGA 1992, s 253.

Closer look... TCGA 1992, s 253 and loans to tradersCloser look... TCGA 1992, s 253 and loans to traders
Steve Kesby mentions that, where a loan to a trader has become irrecoverable, relief

can be claimed under TCGA 1992, s 253. The money lent must constitute a

“qualifying loan”, which Simon’s Taxes explains requires the following conditions to

be satisfied.

First, the money lent must be used by the borrower wholly for the purposes of a

trade carried on by him. “Trade” is defined to include a profession or vocation, but

expressly excludes any trade consisting of or including the lending of money. It

includes the letting of furnished holiday accommodation on a commercial basis.



Money used by the borrower for setting up a trade subsequently carried on by him is

regarded as being used for the purposes of his trade.

The requirement is that the money be used wholly for the purposes of the trade.

Depending on the circumstances, however, a loan, of which part has been used by

the borrower wholly for the purposes of his trade and part for other non-trading

purposes, may be apportioned so that relief can be given in respect of the trading

proportion.

Accordingly, it is not possible to determine whether a loan is a “qualifying loan”

when it is first made because there is no certainty how the money will be

subsequently used and whether a trade is in fact carried on by the borrower.

Second, the borrower must be resident in the UK. However, the legislation does not

specify whether the borrower must be resident at the date the loan is made,  at the

time the loan becomes irrecoverable, or throughout.

A borrower resident in the UK at the time of borrowing may conceivably have gone

abroad to escape his creditors, and it would therefore be anomalous for relief to be

unavailable in these circumstances. However, there is no requirement that the

borrower’s trade be carried on in the UK.

Finally, for the purposes of the relief for lenders (but not the relief for guarantors),

the borrower’s debt must not be a debt on a security. Unless a debt on a security is a

qualifying corporate bond, it will constitute a chargeable asset for capital gains tax

purposes, and any loss will be allowable apart from this provision.

See the Capital Gains Manual at CG65930 et seq for further information.
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