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Tax on Loans to Directors 

and Employees

June 1999

This note is concerned with loans, including overdrawn current accounts, to participators in close companies. Close companies are, broadly, companies under the control of five or fewer persons, or under the control of any number of persons who are also directors.  A participator is defined generally as a shareholder or certain loan creditor. All one-man or husband and wife companies will therefore be close companies. 

Loans to participators 

The Inland Revenue does not want participators to receive “tax-free” loans instead of taxable salaries or dividends.  If a loan is made and not repaid to the company within nine months of the end of that accounting period,  the company must deposit with the Revenue, interest-free, 25% of the amount of the loan (Section 419 tax). 

When the loan is repaid, the amount on deposit with the Inland Revenue is repaid to the company nine months after that accounting period. 

Tax will also be repaid by the Inland Revenue if any such loan is released or written off after 5th April 1999, but any amount written off is treated as income of the shareholder, currently received net of lower rate tax. This notional lower rate tax is not repayable.  For loans released or written off after 5th April 1999, the amount written off is grossed up at 10%. 

The tax liability is the responsibility of the close company.  The liability on an overdrawn current account and the liability on an employee or director for tax on the benefit of an interest-free or low interest loan, as explained below, are totally separate and, technically, unconnected charges.  There is no question of one charge not arising simply because the same transaction also gives rise to a charge under the other provisions. 

The extraction of profits from a close company through loans is an extremely tax inefficient method if the loan remains outstanding more than nine months after the year end. 

The definition of a loan is widely drawn, and the legislation will typically be activated where the current account of a shareholding director becomes overdrawn.

Where the participator is also an employee, it is of no consequence whether the person is a lower-paid employee, higher-paid employee or director; the effect is the same. 

Complying with the new regulations will be difficult in cases where the information to prepare accounts is not available until long after the year end and where a nominal ledger or other record of current account transactions is not maintained.  It is important to review the books and records as soon as possible after company’s year end, so that the balance on a director’s current account can be calculated. 

It is preferable to keep a running total of transactions to ensure that the current account does not become overdrawn or ensure that any overdrawn amount is repaid to the company within nine months after the year end.  

The type of transactions that affect current accounts with a company include the following: 

Credits (i.e. owed to a director)

· Salary or bonus voted but not taken in cash.

· Dividend declared but not taken in cash.

· Business expenses paid personally.

· Charge put through the accounts for use of home as office. 

Debits (i.e. owed to the company)

· Personal non-business bills paid by the company.

· Life insurance or pension premiums paid by the company, except where the policy is in the name of the company, the benefit under the policy will accrue to the company or the premium is paid as an employer’s premium to a personal pension policy. 

· Salary advances taken or drawings of previous salary, bonuses or dividends. 

It is important to try to prevent current accounts becoming overdrawn for two other reasons, as follows:-

Beneficial loans

Any loan in excess of £5,000 made to a director or an employee earning more than £8,500 per annum is a benefit in kind unless the recipient pays the official rate of interest on the loan, which is currently 6.25% per annum.  The benefit in kind is the difference between interest calculated at the official rate and the interest actually paid. Therefore if a current account becomes overdrawn by more than £5,000, the benefit should be reported on form P11D. 

If the loan is released or written off, the amount of the loan is treated as earnings liable to National Insurance contributions when written off, but should be reported on form P11D for income tax purposes. However, the income tax rules relating to loans to participators above override these rules where the director or employee is also a shareholder in a close company.

PAYE and NIC

If the company pays a personal bill, for example your home gas bill, and your current account is already overdrawn or becomes overdrawn as a result of the payment, that payment is equivalent to a payment of salary and PAYE should be operated on a grossing up basis if the payment is made in anticipation of an earnings payment.  However, if it is the intention to repay the overdrawn account from other sources, no PAYE or NIC is due. 

If the relevant contract and the bills are in the name of the company, the above does not apply and instead the amount paid by the company is a benefit in kind to be included on form P11D. 

The simplest way of avoiding these problems is to draw cash from the company as remuneration or dividends and pay all personal bills out of a personal bank account. If this cannot be done then a record of the current account balance must be maintained. 

This note is intended for general guidance only. There may be additional considerations that need to be taken into account in certain cases. If you require further information, we will be happy to provide more detailed advice based on your particular circumstances.
If you require further information please contact us.








