The Taxation of Administrations of Limited Liability Partnerships.

Introduction.

The Limited Liability Partnership (LLP) has been with us for some eight years now.  At the 31st March 2006 there were 17,499 LLPs registered in Great Britain following the registration of 6,570 new LLPs in 2005/06.  In the same period 990 registrations were closed (the figures for 2006-2007 are not yet available).  Given the current economic environment it is probable that that there will be an increase in the number of failed LLPs.  An administrator can be appointed by a number of people but primarily by the members or by the holders of floating charge, e.g. a bank, or by other creditors.  This article seeks to set out how the members of an LLP are taxed when an LLP goes into administration.  
The taxation of LLPs
LLP’s are treated as transparent which means that to all intents and purposes the LLP is ignored.  The taxation of an LLP’s income is dealt with by ICTA 1988, s 18ZA.  It provides that for corporation tax purposes the partnership is ignored and therefore, notwithstanding that it is a body corporate, no charge to corporation tax arises.  This puts the liability for taxation on the members; profits are apportioned to the members in their profit sharing ratios.  Capital gains are treated in a similar way by TCGA 1992, s59A.  Assets of the LLP are treated as assets of the members.
The Administration of LLPs

The appointment of an administrator under Schedule B1 to the Insolvency Act 1986 has only been possible since 1st October 2005 following the introduction of The Limited Liability Partnerships (Amendment) Regulations 2005 (SI 2005/1989).  Schedule B1 applies, with modifications, to LLPs in much the same way as it does to companies, recognising the fact that an LLP is a separate legal entity and its form is very similar to that of a company.  However, there is no specific tax legislation dealing with the administration of LLPs.  Consequently, notwithstanding the appointment of an administrator, the LLP continues to be transparent for tax purposes.  HMRC will probably only be a creditor for unpaid VAT and PAYE.  There is no corporation tax liability; the tax liabilities of the LLP are still the responsibility of the individual members and will include tax liabilities which arise as a result of the activities of the administrator and this will include the sale of any assets at a gain.  Notwithstanding the “limited liability” of the members, they have an unlimited liability for taxation in that their liability for taxation on any profits or gains arising during the administration is in addition to any capital contributed to the LLP and must be paid out of their own resources.
The taxation of LLPs in administration.

Where an administrator is appointed to an LLP there are at least four possible outcomes.  First, the administrator trades the business and rescues the LLP handing it back to the members.  Second, the administrator trades the business and sells it as a going concern.  Third, the administrator trades the business for a period but concludes it cannot be sold as a going concern and then causes it to cease trading realising the assets piecemeal.  Fourth, the administrator causes the LLP to cease trading (if it has not already done so) and realises the LLP’s assets. In the last three cases the LLP may be dissolved or may go into Creditors’ Voluntary Liquidation (CVL) and then be dissolved.  The tax legislation does not deal specifically with administrations so it is necessary to apply ICTA 1988, s118ZA, and TCGA 1992, s59A to each individual case.  For the purposes of brevity only the first two situations are considered below.
Taxation - the administrator trades the business and rescues the LLP handing it back to the members.
Where the LLP continues to trade and is rescued, the members will be liable for any income tax or capital gains tax arising during the course of the administration.  As the circumstances are unchanged from the position pre administration, the LLP continues to be tax transparent.  It is probable that any such tax liability will be small unless the administrator sells a property on which there is a gain, for example land and buildings or goodwill.  The members will also be liable for any income tax on any interest earned by the administrator.  These taxes are not an expense of the administration; they are not liabilities of the LLP but liabilities of the members.  Although Rule 2.67(1)(j) of the Insolvency Rules 1986 charges as an expense “the amount of any corporation tax on chargeable gains accruing on the realisation of any asset of the company ...” , an LLP is not chargeable to corporation tax.  Consequently, if the administrator were to sell an asset, the whole proceeds would be available to pay off creditors and the members would be liable for any tax.  The primary purpose of the administration regime is to rescue the business entity.  It is therefore consistent with this aim that the tax treatment does not change.  However, administrations have resulted in very few rescues of the entity as such and, more often than not, the administrator will sell the business or sell the assets piecemeal.
Taxation – the administrator trades the business and sells it as a going concern. 
If the administrator decides to trade the business with a view to selling as a going concern, the LLP will continue to trade with a view to profit.  On selling the business the LLP will cease to trade.  Both ICTA 1998, s118ZA and TCGA 1992, s59A provide for the cessation of business by an LLP in identical terms, namely:

(3) Subsection (1) [the provision which provides for the LLP to be transparent] continues to 
apply in relation to a limited liability partnership which no longer  carries on any 
trade or 
business with a view to profit-



(a)
 if the cessation is only temporary, or



(b)
during the period of winding up following a permanent cessation, provided-




(i)
 the winding up is not for reasons connected in whole or in part with 


the avoidance of tax, and




(ii)
the period of winding up is not unreasonably prolonged,

but subject to subsection (4) below.

(4) Subsection (1) above ceases to apply in relation to a limited liability partnership-



(a) 
on the appointment of a liquidator or (if earlier) the making of a winding-up 


order by the court, or



(b) …
[winding up by court outside the UK].

Reading subsections (3) and (4) together it becomes apparent that the reference to “winding up” in subsection (3) cannot be a reference to a liquidation winding up because as soon as the LLP goes into liquidation subsection (4) provides for subsection (3) not to apply.  Therefore “winding up” in subsection (3) is a reference to the winding up of the affairs of the LLP.  Therefore, once the business is sold and provided the LLP is not put into liquidation the LLP will continue to be transparent for tax purposes unless the cessation is temporary (which it is not) or is for tax avoidance purposes (which,as the company has to be insolvent or indefault combined with the fact that an administrator is an officer of the court, is highly unlikely). 
Exit from administration.

The exit route from administration will normally be CVL or dissolution.  If the company goes into CVL it will become liable to corporation tax and transparency will be lost (see subsection (4) above).  An accounting period will begin and any income (subject to any deductions) will be liable to corporation tax; this will include any interest.  It is unlikely that the LLP would go into CVL holding assets as these would have been disposed of by the administrator.  However, an administrator who has ignored taxation because it is a liability of the members of the LLP will have to be aware of their duties and obligations if they are subsequently appointed liquidator in the CVL.  These may not be particularly onerous as all the assets will have been disposed of but there may still be tax on interest on funds passed over to the liquidator by the administrator being held for distribution and there will be an obligation to report and file tax returns on behalf of the LLP.

It is considered that as the tax is a personal liability of the members, the liability is not converted into an unsecured claim in the liquidation once the LLP goes into liquidation.  The LLP becomes liable to corporation tax on realisations in the liquidation.  The tax liabilities prior to liquidation never were a liability of the LLP.

Conclusion
The transparent tax regime applying before administration continues to apply after administration.  The administrator will be able to distribute all the proceeds of sale regardless of the amount of tax which this gives rise to.  The members of the LLP will need to account for the tax out of their own resources.  The treatment of liquidations of LLPs is outside the scope of this article but it will be apparent from the discussion above that once an LLP goes into liquidation it becomes liable to corporation tax.  At this point the members will cease to be liable for the tax of the LLP.  Any realisations made by a liquidator will be expenses of the liquidation and cannot be visited on the members.  The members’ liability will therefore be limited.  There is therefore a tension between the interests of the members and those of the creditors as to whether the LLP goes into administration or liquidation.  In the absence of any fraudulent or wrongful trading actions, liquidation will cap the members’ liability to the capital contributed to the partnership.  All tax liabilities in a liquidation are borne by the LLP as an expense of the liquidation to the detriment of other creditors.  With an administration the members are personally liable for the tax and may potentially expose themselves to the risk of bankruptcy at the hands of HMRC if their personal assets are insufficient to meet the liabilities.  When advising the members of an LLP in financial difficulty whether it is preferable to go into liquidation or administration, if they have a choice, it would be prudent to do a rough calculation of the potential tax liabilities in order for them to make an informed choice or at least to know what their personal liability might be.  In the author’s experience the difference between the two is rarely considered and may lead the tax adviser to an administrator questioning whether they might perhaps have a liability themselves. 
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