A variety of alternative trading structures
are now available to a solicitors’ practice,
but are any of them really serious
contenders to replace the traditional
partnership vehicle? The answer is not
straightforward and there is no “one size
fits all” solution. Different practices have
different aims and different partner mixes
and so may suit different structures, but it
may certainly be worth thinking in more
depth about the best structure for yours.
The three main trading structures are:

Partnership;

Limited company;

Limited liability partnership,
But it does not stop there as various hybrid
structures, such as a group of limited
companies, are now an option.

Limited liability partnership (LLP)

LLP’s, as the name suggests, offer limited
liability to the members in contrast to the
basic “joint and several individual liability”
tenet of partnership. LLP’s are, in general,
treated like partnerships for tax purposes.
Transition to LLP from a traditional
partnership will not necessarily result in
additional tax, if it is handled correctly. A
LLP does, however, require more public
disclosure, which may be a consideration
for legal practices that have hitherto
enjoyed the privacy that partnership
confers. LLP may be attractive to incoming
members as in today's litigious climate,
many solicitors may prefer it to taking the
risk as equity partners, although obviously
in the traditional practice, this risk is
mitigated by robust professional indemnity
insurance.

Limited company

At present any business must be 100%
owned by lawyers, but in the post Legal
Services Act 2007 climate, non lawyer
investment will eventually become more
usual and the corporate structure allows
this more easily than any other structure.
As with an LLP, the limited company offers
more protection for liability than the

traditional partnership. Unlike an LLP,
however, it has a very different taxation
regime. The corporate body is subject to
corporate tax and the directors of the
company are employees of that body and
subject to Schedule E income tax, rather
than being treated as self employed.
There are some tax advantages to this
structure, the main one being the tax-
efficient retention of profits to fund future
growth and build capital values for the
owners. In a partnership or LLP, all profits
generated for the year are taxed at the
individual's top rate of tax, regardless of
whether that money is actually withdrawn
from the practice. Corporation tax rates
are lower than the top rate of income tax
of 40% (currently 21% for profits below
£300,000 and 28% for profits above this,
with marginal rates in between the two
levels). Any income not drawn by the
directors as either salary or dividend can
therefore be left in the company, having
been taxed at much lower levels and thus
maximising the after-tax profits available
for re-investment. To partners who have
traditionally viewed their aim as the
maximisation of drawings, this may have
little appeal or benefit. However, the exit
routes for partnership are becoming much
more complex than in the past. There may
be more of a shift towards building up
some value in the practice so that it can be
sold on at exit. Value in future may be
more likely to be released via merger,
consolidation, external equity and even
stock market listing, rather than the
admission of new equity partners. A switch
in emphasis from maximising current year
profits to building shareholder value ought
to be a key factor in motivating and
retaining partners at time of intense
competition for talent. The share structure
also offers the option of tax-efficient share
incentives for employees. The
remuneration of directors of the company
also has the flexibility to be taken either as
salary or dividend. Taking dividends has a
national insurance saving, but the income
from them effectively remains taxable at
the top rate of income tax.



Hybrid structures

A hybrid structure is a group of limited
companies and LLP’s or partnerships
through which the firm conducts its
business. A typical structure includes a
holding company which is wholly owned
by lawyers. The professional business of
the firm can then be conducted through
one or more group members — usually
LLP’s. Other interests of the firm can then
be held through limited companies within
the structure. This organisation permits
different types of business to be operated
through different types of entity and may
be become more widespread as solicitors
branch out into areas which are non
regulated or policed by different
regulators.

A further variation of the hybrid structure
that is now available is that of a corporate
partnership, where each partner sets up
his or her own limited company to act as a
corporate partner of the firm through which
the main business is conducted. This has
the effect of crystallising the firm’s goodwill
for each partner, which can be extremely
tax effective. Although any goodwill arising
prior to 2002 is not allowable as a
corporation tax deduction in the individual
company accounts, it is capitalised net of
capital gains tax payable and an
equivalent director's loan account is
created. The director’s loan account can
then be drawn down tax free instead of
taking a full salary. In addition, tax relief
would be available on goodwill acquired by
any solicitor joining the corporate
partnership. There are, however, as
always some downsides. Firstly, the
government has often expressed concern
over situations where a full economic
salary is not drawn. This may result in
future legislation to enforce drawdown of
an economic salary or even a national
insurance charge on dividends. There is
also the problem of age mismatch
amongst the partners. It may not be
beneficial to the younger partners to
actually allow those nearing retirement to
draw down their goodwill. Also, in the
competition for able solicitors, it may prove

difficult to find a new partner who will be
prepared to pay for the goodwill of the
practice up front. A further consideration is
that the new Annual Investment Allowance
of £50,000 is only available to a
partnership of which all the members are
individuals and so any firm planning major
capital investment may lose out.

Conclusion

New structures are opening up for law
firms and it is likely that the traditional
partnership vehicle will continue to be
challenged in the future. When considering
whether to restructure your firm the two
overriding considerations must be the
personal aims of the partners and the
perceived exit route.

In all cases we will be pleased to advise
you through the restructuring process.
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