
  

Dividends and contracting: calculation, payment and 
taxation

Why Dividends? 

If you are contracting and running a limited company, the most advantageous way to take your income is via dividends, which are the 

division of profits among shareholders. ''In the current tax climate, dividend income is the most advantageous form of profit distribution 

for small limited companies from a tax point of view,'' says Simon Sweetman, a tax consultant based in Felixstowe.  

Low Salary-High Dividends 

Take the lowest possible salary, because salary payments are taxed with PAYE and National Insurance contributions. Then calculate 

your profit, and divide it up among shareholders according to the rules set up by your company's articles.  

When To Take Dividends 

You can distribute dividends at any time. You just have to have money in the bank account to do so. But, beware, at the end of your 

tax year you must ensure that the total of all your dividends taken have been covered by profits earned by the company after all 

expenditure (including salaries) and corporation tax. If you pay dividends out of untaxed earnings, the Revenue will express its 

displeasure with your actions.  

The Dividend Decision 

The decision to take dividends must be approved by the company shareholders in terms of the voting rights as specified in your 

company's articles. Most contractor companies distribute even amounts of ordinary shares: typically one spouse or partner has 50% 

and the other has 50% (sometimes, as is recommended, a tie-breaking share is given to someone close to the company in case the 

two partners fall out). In this case, each partner gets 50% of the profits. If you have a more complex shareholding structure, involving 

preference shares, or performance-related dividend awards, then you should simply follow the rules you set out in the company articles

when you started it.  

You can hold a shareholders meeting to vote on dividends, but this is no longer required. You can 

simply agree among the shareholders to distribute them, and then note the amounts given out in the 

company's annual records and its accounts (a so-called 'dividend foil,' which is a simple receipt for 

the dividend paid, is sent out to each shareholder--please see our article on "Dividend Paperwork'' 

for how to handle this very simple paperwork).  

How To Calculate Dividends 

You can take dividends whenever you like and for as much as you like, but you must ensure that the 

total of all dividends in your company year are not made in excess of the company ’s profits after 

corporation tax (called 'distributable profits'). You should keep a running total of the approximate 

profits generated for the company year and ensure that by year end all dividend payments were only made from taxable profits.  

In general terms, the approximate amount of available dividend can be calculated as follows:  

You have no obligation to take out the maximum amount; decide how much working capital you may need for your company as well.  

IR35 Issues 

If you believe your revenue is earned from contracts that are inside IR35, then you must not take dividend income. As a 'disguised 

employee' you must take your income in salary. If you are in doubt about your IR35 status, evaluate what you do very carefully and 

see a lawyer. Look closely with the lawyer about what you do on the job, as well as your contracts. Should you take dividend income, 

and be judged inside IR35, you risk heavy penalties in back tax payments and interest.  

In some cases you may have multiple contracts within one tax year, some inside IR35, and some outside IR35. Company profits would 

then arise only for the income outside of IR35.  

How Dividends Are Taxed 

How dividends are taxed depends on your personal income (and not on your company taxes).  

If you are a basic rate taxpayer--that means with personal taxable income of £36,000 or less--you do not pay tax on dividends. As 

Sweetman explains: ''Dividends are considered 'franked' with a 10% tax rate so they do not affect your personal income tax.''  

If you are a higher rate tax payer and have more than £36,000 in taxable income, then your gross dividends are taxed at the 

theoretical rate of 32.5%. But, the dividends you receive are 'net dividends', and taking into account the 10% tax credit results in a 

further 25% tax due. So, when you declare a dividend as a higher rate tax payer make sure you put aside 25% of it for future tax 

liabilities.  

Splitting Dividends and Income Shifting 

As you can see from the above, if you and your spouse each split dividend income 50-50, you will each have a lower taxable income 

than if one partner took all the dividends.  

That is perfectly normal and acceptable for now, but the Treasury did threaten to put a stop to this 

practice in the last Budget with proposals about what it called 'income shifting.' Don't worry: this 

proposal didn't go through and for legal purposes, there is no such thing as income shifting. The 

proposals elicited an outcry from the entire tax and business community because they were 

unworkable. A consultation period is now under way on income shifting, but many believe the idea 

will disappear. We all hope so.  

Published: Friday, May 02, 2008  

Tweet  

© 2011 All rights reserved. Reproduction in whole or in part without permission is prohibited. Please see our copyright notice. If you 

want to use any content you have seen on this site then please request our media pack and ask for details of our Content Licencing 

Service.  

 

Readers Comments... 

 

 In the current tax 

climate, dividend income is 

the most advantageous form 

of profit distribution for small 

limited companies from a tax 

point of view 

 

Simon Sweetman-Tax 

Consultant  

£

Income received from your agent (excluding VAT) XXXX

Less: Expenses (including salary, employers NIC and all other costs incurred) XXXX

Taxable profit XXXX

Less: Corporation Tax @21% XXXX

Maximum dividend available for distribution to the shareholders XXXX

 Dividends are considered 

'franked' with tax 

 

Simon Sweetman-Tax 

Consultant  

 Be the first to comment on this article

  

Also of interest...

¡ Limited Company Calculator 

¡ Dividend Tax Calculator 

¡ Contractor Calculator 

¡ Section 660 Calculator  

¡ Simon Sweetman  

Related Calculators:

Related Internet Links:

¡ Contractor guide to calculating taxes payable on dividends 

¡ Splitting Dividends to Maximise Net Income 

¡ Preparing Dividend Counterfoils and Company Board Minutes When Declaring 

Dividends 

¡ What is Section 660? 

¡ Transferring Company Shares  

Related Guides:

© Copyright 2011 Byte-Vision Limited UK. All rights reserved Copyright notice 

 ABCe verified website - last audit confirmed 130,682 monthly unique visitors  

http://www.contractorcalculator.co.uk/contractors_run_limited_companies.aspx
http://www.contractorcalculator.co.uk/Refer.aspx?site=www.ContractorCalculator.co.uk&from=ARTICLE&frompk=DIVIDENDS_CONTRACTING_EXPLAINED&url=http://www.simonsweetman.co.uk
http://www.contractorcalculator.co.uk/contractor_salary_director.aspx
http://www.contractorcalculator.co.uk/limited_company_personal_taxes.aspx
http://www.contractorcalculator.co.uk/declaring_dividends_paperwork.aspx
http://www.contractorcalculator.co.uk/what_is_ir35.aspx
http://www.omniture.com/


  

Dividends and contracting: calculation, payment and 
taxation

Why Dividends? 

If you are contracting and running a limited company, the most advantageous way to take your income is via dividends, which are the 

division of profits among shareholders. ''In the current tax climate, dividend income is the most advantageous form of profit distribution 

for small limited companies from a tax point of view,'' says Simon Sweetman, a tax consultant based in Felixstowe.  

Low Salary-High Dividends 

Take the lowest possible salary, because salary payments are taxed with PAYE and National Insurance contributions. Then calculate 

your profit, and divide it up among shareholders according to the rules set up by your company's articles.  

When To Take Dividends 

You can distribute dividends at any time. You just have to have money in the bank account to do so. But, beware, at the end of your 

tax year you must ensure that the total of all your dividends taken have been covered by profits earned by the company after all 

expenditure (including salaries) and corporation tax. If you pay dividends out of untaxed earnings, the Revenue will express its 

displeasure with your actions.  

The Dividend Decision 

The decision to take dividends must be approved by the company shareholders in terms of the voting rights as specified in your 

company's articles. Most contractor companies distribute even amounts of ordinary shares: typically one spouse or partner has 50% 

and the other has 50% (sometimes, as is recommended, a tie-breaking share is given to someone close to the company in case the 

two partners fall out). In this case, each partner gets 50% of the profits. If you have a more complex shareholding structure, involving 

preference shares, or performance-related dividend awards, then you should simply follow the rules you set out in the company articles

when you started it.  

You can hold a shareholders meeting to vote on dividends, but this is no longer required. You can 

simply agree among the shareholders to distribute them, and then note the amounts given out in the 

company's annual records and its accounts (a so-called 'dividend foil,' which is a simple receipt for 

the dividend paid, is sent out to each shareholder--please see our article on "Dividend Paperwork'' 

for how to handle this very simple paperwork).  

How To Calculate Dividends 

You can take dividends whenever you like and for as much as you like, but you must ensure that the 

total of all dividends in your company year are not made in excess of the company ’s profits after 

corporation tax (called 'distributable profits'). You should keep a running total of the approximate 

profits generated for the company year and ensure that by year end all dividend payments were only made from taxable profits.  

In general terms, the approximate amount of available dividend can be calculated as follows:  

You have no obligation to take out the maximum amount; decide how much working capital you may need for your company as well.  

IR35 Issues 

If you believe your revenue is earned from contracts that are inside IR35, then you must not take dividend income. As a 'disguised 

employee' you must take your income in salary. If you are in doubt about your IR35 status, evaluate what you do very carefully and 

see a lawyer. Look closely with the lawyer about what you do on the job, as well as your contracts. Should you take dividend income, 

and be judged inside IR35, you risk heavy penalties in back tax payments and interest.  

In some cases you may have multiple contracts within one tax year, some inside IR35, and some outside IR35. Company profits would 

then arise only for the income outside of IR35.  

How Dividends Are Taxed 

How dividends are taxed depends on your personal income (and not on your company taxes).  

If you are a basic rate taxpayer--that means with personal taxable income of £36,000 or less--you do not pay tax on dividends. As 

Sweetman explains: ''Dividends are considered 'franked' with a 10% tax rate so they do not affect your personal income tax.''  

If you are a higher rate tax payer and have more than £36,000 in taxable income, then your gross dividends are taxed at the 

theoretical rate of 32.5%. But, the dividends you receive are 'net dividends', and taking into account the 10% tax credit results in a 

further 25% tax due. So, when you declare a dividend as a higher rate tax payer make sure you put aside 25% of it for future tax 

liabilities.  

Splitting Dividends and Income Shifting 

As you can see from the above, if you and your spouse each split dividend income 50-50, you will each have a lower taxable income 

than if one partner took all the dividends.  

That is perfectly normal and acceptable for now, but the Treasury did threaten to put a stop to this 

practice in the last Budget with proposals about what it called 'income shifting.' Don't worry: this 

proposal didn't go through and for legal purposes, there is no such thing as income shifting. The 

proposals elicited an outcry from the entire tax and business community because they were 

unworkable. A consultation period is now under way on income shifting, but many believe the idea 

will disappear. We all hope so.  

Published: Friday, May 02, 2008  

Tweet  

© 2011 All rights reserved. Reproduction in whole or in part without permission is prohibited. Please see our copyright notice. If you 

want to use any content you have seen on this site then please request our media pack and ask for details of our Content Licencing 

Service.  

 

Readers Comments... 

 

 In the current tax 

climate, dividend income is 

the most advantageous form 

of profit distribution for small 

limited companies from a tax 

point of view 

 

Simon Sweetman-Tax 

Consultant  

£

Income received from your agent (excluding VAT) XXXX

Less: Expenses (including salary, employers NIC and all other costs incurred) XXXX

Taxable profit XXXX

Less: Corporation Tax @21% XXXX

Maximum dividend available for distribution to the shareholders XXXX

 Dividends are considered 

'franked' with tax 

 

Simon Sweetman-Tax 

Consultant  

 Be the first to comment on this article

  

Also of interest...

¡ Limited Company Calculator 

¡ Dividend Tax Calculator 

¡ Contractor Calculator 

¡ Section 660 Calculator  

¡ Simon Sweetman  

Related Calculators:

Related Internet Links:

¡ Contractor guide to calculating taxes payable on dividends 

¡ Splitting Dividends to Maximise Net Income 

¡ Preparing Dividend Counterfoils and Company Board Minutes When Declaring 

Dividends 

¡ What is Section 660? 

¡ Transferring Company Shares  

Related Guides:

© Copyright 2011 Byte-Vision Limited UK. All rights reserved Copyright notice 

 ABCe verified website - last audit confirmed 130,682 monthly unique visitors  

http://www.contractorcalculator.co.uk/contractor_guide_splitting_dividends.aspx
http://www.contractorcalculator.co.uk/income_shifting_guide_contractors.aspx
http://twitter.com/share
http://www.contractorcalculator.co.uk/copyright.aspx
http://www.contractorcalculator.co.uk/RequestMediaPack.aspx
http://www.contractorcalculator.co.uk/dividends_contracting_explained_addcomment.aspx
http://www.contractorcalculator.co.uk/dividends_contracting_explained_addcomment.aspx
http://www.contractorcalculator.co.uk/dividend_tax_calculation.aspx
http://www.contractorcalculator.co.uk/contractor_guide_splitting_dividends.aspx
http://www.contractorcalculator.co.uk/declaring_dividends_paperwork.aspx
http://www.contractorcalculator.co.uk/what_is_section_660.aspx
http://www.contractorcalculator.co.uk/transferring_shares_contractor_limited_company.aspx
http://www.contractorcalculator.co.uk/limited_company_calculator.aspx
http://www.contractorcalculator.co.uk/dividend_tax_calculator.aspx
http://www.contractorcalculator.co.uk/contractorcalculator.aspx
http://www.contractorcalculator.co.uk/section660calculator.aspx
http://www.simonsweetman.co.uk/
http://www.contractorcalculator.co.uk/CopyRight.aspx

