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Growing SMEs
William Franklin considers how growth shares can be used to incentivise expansion in SMEs

Taxation seems to be moving to the top of 
the political agenda in the UK. The post-

Scottish devolution referendum settlement and 
the proposed decentralisation of many Whitehall 
powers to city regions in England seems likely 
to intensify pressures on tax revenues from tax 
competition. However, there is growing pressure 
in the opposite direction as well to increase the 
tax take. The Conservative government, struggling 
with a seemingly intractable deficit, has been 
targeting tax planning through a series of ‘anti-

abuse’ measures, some of which are controversial, 
such as Accelerated Payment Notices (APNs).

In this context, one of the remaining areas where 
the tax regime remains relatively benign is 
employee equity incentives. The highly tax-efficient 
Enterprise Management Incentive (EMI) scheme is 
still widely used and continues to enjoy cross-party 
political support because of the contribution it can 
make to promote the growth of SMEs and, through 
them, the wider economy.

But if EMI is not available, perhaps due to the 
requirement for the business to be independent 
of other companies, the enterprise can turn to 
alternative equity-based arrangements as a tax-
efficient way to reward growth. The most significant 
of these is growth shares. A summary of the main 
equity-based alternatives that are used in practice 
to incentivise the managers to grow their existing 
business is set out in the Table.

Growth shares usually involve the creation of a 
new class of equity that gives the employees who 
receive them the right to participate only in the 
growth in value of the company above the current 
value of the business when the shares are issued. 
In fact, usually a further increase in value (or hurdle) 
above the current value has to be achieved before 
the growth shares can participate in the value of 
the company and the employee can derive any 
value from them. Therefore they can be a powerful 
incentive to achieve exceptional performance and 
are usually introduced for this reason.

There is an initial income tax charge on the market 
value of the growth shares when they are awarded 
but any subsequent realised gain is taxed as 
capital. There is no National Insurance on the gain 
but the company does not qualify for a corporation 
tax deduction on it.

In recent years growth shares have often been 
used with the government’s Employee Shareholder 
Status (ESS) scheme under which an employee 
can receive equity in his or her employer, on which 
the gain on realisation may be tax-free. However, 
this is on the proviso that the individual has agreed 
to forego some fundamental statutory employment 
rights in return for the shares.

HMRC has felt that growth shares had been a 
relatively under-reported and under-researched 
area of remuneration for some time. So last year 
they commissioned independent research into the 
use of growth shares and similar arrangements, 
and sought the views of employers, accountants, 
lawyers and employee benefit consultants.

The results were published last September in 
HMRC Research Report 372. Its central finding 
was that ‘growth shares have a definite and 
important role to play in encouraging the growth 
of businesses’. In the view of some advisers, they 
help to power the wider UK economy because 
they are used mainly by high-growth SMEs with 
a turnover of more than £10 million. These form 
a key part of the backbone of the UK economy, 
and are responsible for creating much of the 
economy’s new wealth and employment.

The report identified that growth shares were 
generally implemented by companies with 
ambitious plans for growth and short to medium 
term (three to ten years) exit strategies, including 
private equity backed companies. Technology, IT 
and media companies were strongly represented 
among the organisations that used growth shares 
but this was not limited to any particular sector. 
The arrangements were complex to implement and 

involved changes to the articles of the company, 
sophisticated share valuations and detailed 
explanations for the employees and the employer. 
It was considered that, since growth shares had 
to reflect the commercial circumstances of each 
company, they did not lend themselves to much 
standardisation. They were therefore unlikely to be 
used widely by companies unless they had a real 
need to use them to grow the business.

Perhaps surprisingly, the initial upfront cost of 
participation in growth shares was seen by some 
as a positive advantage compared with the tax 
and cost-free grant of unapproved share options 
because this required managers to have some 
‘skin in the game’. Whether this was a widely held 
view among the employees concerned was not 
clear.

As HMRC noted, growth shares have been a poorly 
reported aspect of remuneration planning, so the 
survey findings are welcome.

Further information

Read HMRC Research Report 372 [1].
Source URL: https://www.taxadvisermagazine.
com/article/growing-smes

1. Grant unapproved options with an 
exercise price equal to market value. There 
is no upfront cost at grant but all the subsequent 
gain is taxed as income at marginal rates (plus 
NICs normally).
2. Gift employee ordinary shares in the 
company. The gain is taxed as capital and 
may qualify for Entrepreneurs’ Relief (ER) 
if the conditions are satisfied, including the 
requirement to hold interests in at least 5% 
of the equity of the company. There can be a 
significant upfront tax cost on the market value 
of the shares when they are gifted because the 
award is an employment security.
3. Grant Enterprise Management Incentives 
(EMI). The company must meet various 
conditions on size, but many private equity-
backed companies are disqualified because they 
fail the independence test. EMI is by far the most 
popular form of equity incentives for SMEs since 

there is no upfront cost for the employees and 
the growth in value should be taxed as capital. 
It can also benefit from entrepreneurs’ relief 
irrespective of the size of the holding. Usually 
a corporation tax deduction is available on any 
gain. So overall the growth in value of the shares 
can be subject, in effect, to a combined personal 
and corporate tax rate, which is negative!
4. Joint Share Ownership Plan (JSOP). The 
employee acquires an ‘interest in shares’ by 
jointly acquiring shares in the company with 
a co-owner set up by the business, usually an 
Employee Benefit Trust (EBT). But, when the 
shares are sold, the employee receives the 
growth in value, usually after achieving a hurdle, 
known as a carry charge. The market value of 
the ‘interest in shares’ is taxable income at the 
date of grant, but the gain the employee receives 
is taxed as capital when the shares are sold. 
However, unlike EMI, corporation tax relief cannot 

be claimed on the gain and there is unlikely to 
be ER. Unlike options, the shares have to exist 
from the outset, so there is a funding cost for the 
company that is offset by the carry charge.
5. Growth shares. While JSOPs use ordinary 
shares, growth shares involve the creation of a 
new class of equity that gives the holder a right 
to receive growth in value of the company only. 
There is an upfront cost based on the market 
value of the growth shares when granted, but the 
gain on sale is taxed as capital. Unlike JSOPs, 
it is sometimes possible that the growth shares 
qualify for ESS relief. The articles of the company 
will have to be amended to reflect the targets 
if the growth shares are to have any value. It 
can be necessary to amend the articles for new 
joiners repeatedly and the public nature of the 
articles of association can be a concern.

TABLE - MANAGER INCENTIVES      Quick guide to remuneration for incentivising managers to grow already valuable SMEs:
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Since it began in 2000 the UK’s Enterprise 
Management Incentive (EMI) share option 

scheme has been one of the most popular 
employee share schemes ever introduced. 
Thousands of smaller companies in the UK have 
set up EMI schemes and many tens of thousands 
of key employees have received EMI share options.

EMI was the brainchild of the then new Labour 
Government which readily accepted the argument 
that smaller companies, which have the potential 
for substantial and rapid growth, would be helped 
to grow by closely aligning the interests of owners 
and key employees through employee share 
options linked directly to the growth in value of the
company.

It is a truth universally acknowledged, that 
smaller and early stage companies are often cash 
constrained and less able to pay salaries than 
larger organisations, and the generous use of 
share options allows these companies to compete
with larger organisations for key staff. When 
structured as EMI, these options can also promote 

tax parity between owners and employees by giving 
the participants a broadly similar tax treatment to 
the founders of the companies when the business 
is sold.

The number of companies that grow sufficiently for 
their employees to enjoy substantial gains through 
some form of sale or other realisation event are 
only a minority of the companies that make EMI 
awards. But a significant number do, and few 
who have been much involved with EMI would 
argue that it has not contributed significantly to 
the strength of the UK’s smaller company sector 
(particularly in technology), which is now one of 
the most important elements of the UK economy.

The tax advantages for employees of being 
awarded EMI share option gains are considerable 
when compared with the taxation of cash 
incentives or non-tax favoured share options. 
The gains on these are taxed as Income and are 
subject to Income tax and National Insurance (both 
Employee’s and Employer’s) at the individual’s 
marginal rate, collected through PAYE. The gain on 

EMI options is normally only taxed as Capital where 
the tax rates are much lower than for Income and 
payable later under self-assessment.

The value of the tax reliefs for EMI have also 
generally increased over the years. The gains 
on the sale of EMI shares now usually only pay 
tax at the Entrepreneurs Relief rate of 10% ,and 
companies can usually claim corporation tax relief 
on the exercise of the share options. Successful 
EMI options have, therefore, given rise to an overall 
negative tax rate of about 10%. With such powerful 
tax incentives it is easy to understand why so many 
people have come to regard the case for EMI as a 
‘no brainer’.

The attractiveness of a capital gains tax treatment 
rather than an income tax treatment has also 
become more pronounced over the last decade 
or so as a result of a number of ‘stealth tax’ 
increases on the incomes of employees, such 
as higher National Insurance contributions and 
the clawbacks of personal allowances, family 
allowances and working tax credits. These can 
push up the effective marginal rates for cash 
bonuses or non-tax advantaged Share Schemes 
to high levels. For increasing numbers of young 
workers these factors, plus the ramping up of 
the Disguised Graduate Income Tax (‘DGIT’) to 
an additional 9% on income above the DGIT 
threshold (as a result of the much higher student 
fee regime that was imposed a few years ago) can 
lead to quite dizzyingly high marginal rates and 
proportions of cash bonuses being taken by the 
taxman. For such younger employees tax efficient 

The strange death and
resurrection of EMI

William Frankin considers the recent interruption of the EMI scheme and its implications
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equity incentives are going to become even more 
necessary if longer term financial incentives for 
such employees are going to be effective at all. 
(See the article ‘Encouraging growth [1]’ in Tax 
Adviser November 2017).

The original introduction of EMI options also 
involved some other important changes designed 
to encourage their use. Before EMI all the 
documentation for any tax advantaged share 
scheme had to be reviewed in detail and pre-
approved by HMRC; hence the curious and rather 
misleading terminology of ‘Approved Schemes’ for 
tax advantaged government share schemes. The 
bureaucracy inevitably slowed down the process 
of implementing share schemes and added to the 
costs of implementation deterring many smaller 
companies from introducing share schemes in the 
first place. EMI swept away all this costly rigmarole 
and put EMI from the start onto a self-approval and 
registration system. This model was subsequently 
applied by the government to all the other tax 
favoured share schemes by removing the HMRC 
approval process.

Share valuation was another area where EMI has 
led to fundamental changes. The government 
recognised that confidence in the tax treatment 
of an EMI option would be essential to encourage 
the uptake of EMI, and that key to providing 
that certainty was an agreed share valuation 
at the date of grant. Therefore EMI included a 
procedure whereby companies could seek a 
valuation agreement with HMRC before making 
the EMI awards. But, crucially, the Government 
also changed the culture of the share valuation 
agreement process. In the last century, valuation 
negotiations with HMRC had often resembled a 
form of professional trench warfare with HMRC 
and external valuers leisurely debating arcane 
precedents and legal and technical points to the 
bewilderment and frustration of the taxpayers who 
got caught up in this system. Such an approach 
would obviously not have been conducive to 
encouraging the use of equity incentives by smaller 
companies, as the government wanted, and had to 
be changed, and was.

Surprisingly, given the amount of planning and 
forethought that went into the original EMI 
legislation and its practical implementation, one 
issue the government overlooked was the EU State 
Aid rules. The meaning and practice of State Aid 
can be quite wide but rules are intended primarily 
to deter dumping and governments giving 
taxpayer support to loss making companies to the 
disadvantage of other competing companies in 
the EU. There are many exemptions and the rules 
have usually been liberally interpreted and lightly 
enforced by the EU.

The selective nature of EMI by concentrating the 
relief on smaller companies and excluding some 
business activities brought it within the State 
Aid rules but it was not until 2007 that the UK 
government sought an exemption from the EU 
which was secured in 2009. This was fortunately 
granted with retrospective effect by the EU who 
nonetheless when issuing the exemption recorded 

their annoyance that the UK had failed to follow 
the rules and report the State Aid in the first place. 
But the exemption was time limited and expired on 
6 April 2018.

The government had been well aware that the 
exemption was due to expire and in the Spring 
2017 Budget announced it would be seeking an 
extension of the State Aid exemption, and over the 
following months, reassuring noises emanated 
from Whitehall that all would be well. So it was 
a considerable shock for many (including HMRC) 
when the government announced in a low key 
statement only two days before the exemption 
expired that a continuation of the exemption after 
6 April had not been obtained. Furthermore in that 
statement the government offered no assurance 
that awards made after 6 April would be valid EMI 
options and in fact suggested companies might 
wish to delay granting options until the position 
was clear. Companies and their advisers were 
effectively left to work things out for themselves.

The fact that Sweden and Ireland have in the last 
few years been granted State Aid exemptions for 
share schemes (albeit less generous than the 
UK’s EMI) targeted at smaller companies offered 
some significant reassurance that a renewed UK 
exemption should be obtainable, although this only 
added to the puzzlement as to why the extension 
had not already been secured. Fortunately, in early 
May, the EU swiftly agreed to a continuation of the 
exemption until the UK leaves the EU but pointed 
out that the UK had only submitted the formal 
request for an extension in March 2018.

Despite the casualness over the State Aid issue, 
EMI has been one of the policy successes of 
government and it is loss (even if only temporarily) 
and the legal uncertainty over the status of EMI 
options that ensued was deeply regrettable. It 
is hard not to conclude that EMI has been one 
of the business casualties of the pressures and 
dislocations that the Brexit process has placed on 
the machinery of UK government. It remains to be 
seen whether after we leave the EU, State Aid rules 
continue to apply.

However, EMI is starting to show its age, and is 
probably approaching the point where a review of 
its operation might be needed. The EMI tax reliefs 
come with a plethora of granular conditions. The 
rules on independence, the rules that prevent 
companies with EMI schemes participating in 
some joint ventures, constraints on making 
changes to the Articles of EMI companies, working 
time and employee number requirements, and 
changes in the mix of the activities of companies 
with qualifying and non-qualifying trades are just 
a few of the rules that companies can trip over 
during the lengthy lifetime of an EMI scheme.

For the majority of EMI schemes these problems 
are of only academic interest as the companies 
never achieve a realisation event with gains 
for the employees. But for the minority that do, 
where there is an exit the normal due diligence 
process for transactions is increasingly becoming 
a challenge. As HMRC, in the new tax digital age, 

extend the number and scope of their own detailed 
share scheme reviews such concerns are likely to 
intensify.

The need for there to be an exit event within 
10 years of grant for the EMI tax reliefs to 
apply may have contributed to some extent to a 
business culture in the UK whereby successful 
entrepreneurs prefer to sell and realise value early
rather than carry on with the hard slog of building 
much larger enterprises. However, the widespread 
cultural preference of owners in the UK for selling 
rather than holding and growing businesses 
organically over the long term was well entrenched 
in the UK before EMI. It is reinforced by so much of 
the available finance for business being channelled
through private equity which invests on five year 
exit timeframes. But EMI has at least allowed more 
people to benefit from the UK’s early exit culture.

But the clear danger is that, as experience of 
problems at an exit increases the perception 
that EMI tax reliefs can be lost will grow and its 
effectiveness as an incentive diminish.

Radical solutions might then need to be considered. 
For example, one might remove many of the EMI 
conditions while mitigating the government’s 
concerns over the loss of tax revenue or the risk 
of tax abuse by setting an overall lifetime cap for 
each taxpayer on the quantum of EMI gains that 
can be taxed at the lower tax rate for capital gains.

There are other alternatives to EMIs that companies 
might consider. Growth shares and Joint Share 
Ownership Plans (JSOPs) can also provide for 
participants a capital gains tax treatment but they 
are more complex and considerably more costly 
to implement, and so are not really a practical 
alternative for most smaller companies.

However, CSOPs as the old Approved options have 
been renamed, are still on the books and as they 
are not selective are outside the State Aid rules. 
They have been rather neglected in recent years 
with the focus of attention being on the much 
more generous EMI options and the overall limit 
on the value of awards that can be granted has 
not been increased for 20 years. If it had kept 
pace with inflation or the rise of earnings over the 
period it would have doubled to about £60,000. 
The equivalent limit on grant for EMI options is 
£250,000 and unlike EMI options CSOP option 
gains do not benefit from the 10% Entrepreneurs 
Relief rate but have to pay tax at the higher 
standard rates of Capital Gains Tax.

However, CSOPs are much simpler to implement 
now that the rigmarole of HMRC pre-Approval has 
been removed and have far fewer of the granular 
rules that are now starting to bedevil EMI. CSOPs 
have the same opportunities as EMI to agree tax 
valuations in advance with HMRC and if the limit 
on grants were uplifted to £60,000 and indexed, 
most start up and early stage companies which 
would otherwise have used EMI options could 
still make meaningful awards to most of their key 
employees with CSOPs.
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The End of an Era
William Franklin considers the implications of the withdrawal of post transaction value checks
HMRC’s specialist Shares and Assets Valuation 
(SAV) Department in Nottingham (previously 
known as Shares Valuation Division (SVD)) receives 
consistently high ratings in surveys of its users. 
However, it is doubtful if it would always have been 
so highly regarded. Readers with long memories 
may recall the trench warfare that often prevailed 

in the last century between taxpayers and their 
advisers and HMRC. Too often, share valuations 
become lengthy legalistic battles over case law 
that had little relevance to modern business 
practices. For the last 15 years at least, the 
culture has been different. With the introduction 
of Enterprise Management Incentive (EMI) options 

(see box 1), it was recognised that optionholders 
and their employers were going to need certainty 
as to the value of the shares under the option. This 
helped foster a more pragmatic and commercially 
minded approach to fiscal valuations for share 
schemes among HMRC and advisers.

HMRC SAV became an important factor in the 
spread of equity incentives both EMI and non EMI 
amongst unquoted companies in the UK. SAV 
adopted a public service role of providing certainty 
for taxpayers; as well as raising revenue for the 
government and managing the tax system. However, 

with the government’s continuing deficit and 
pressure to reduce the running costs of government, 
it was perhaps inevitable that this wider public 
service role would come under scrutiny. This year, 
HMRC announced that they were withdrawing two 
longstanding non-statutory valuation agreement 

procedures: Post Transaction Valuation Checks 
(PTVCs) for ITEPA and Best Estimates for PAYE. 
These had often been used by larger unquoted 
companies that were too big to qualify for EMI 
options and had made other equity awards often in 
the form of growth shares (see box 2).

EMI is by far the most popular form of equity 
incentives for SMEs as the employees have no 
upfront cost and the growth in value should be 
taxed as capital and benefit from entrepreneurs’ 

relief, irrespective of the size of the holding. 
Usually a corporation tax deduction is available on 
any gain so the growth in value can be subject to a 
combined personal and corporate tax rate, which 

is negative! These require the company to meet 
various conditions including a size test, and many 
private equity  backed companies are disqualified 
because they fail an independence test. 

BOX 1      Enterprise Management Incentive Options

Growth shares are usually implemented if EMI 
options are not available and involve the creation 
of a new class of equity that only participates 
in the growth in value of the company above 
its current value. In fact, usually an increase in 
value (or hurdle) above the current value has 
to be achieved well before the growth shares 
participate and so they can be a powerful 

incentive to achieve exceptional performance.

There is an initial income tax charge on the 
market value of the growth shares when 
they are awarded but any subsequent gain is 
taxed as capital and the gain does not qualify 
for a corporate tax relief unlike EMI options. 
Growth shares have often been used with the 

government’s Employee Shareholder Status 
(ESS) scheme under which an employee can 
receive equity from his or her employer, on which 
the first £100,000 of gain is tax-free. However, 
this is on the proviso that the individual has 
agreed to forego some fundamental statutory 
employment rights in return for the shares.

BOX 2      Growth Shares
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Consultation by HMRC, before they made this 
announcement, was limited. Some time before 
the announcement, HMRC had indicated at Fiscal 
Forums (an annual meeting between HMRC and 
share valuation specialists) and elsewhere that 
they might not be able to sustain these services. 
HMRC appealed to share valuations specialists 
to make it easier for them to understand the 
valuations of growth shares with complex legal 
drafting, which were time consuming for their 
staff to review. They asked for worked examples 
to analyse and illustrate the operation of the 
shares in different scenarios. But these appeals 
mostly went unheeded by outside advisers and 
the pressure on HMRC resources continued to 
grow.

After the announcement, HMRC sought to explain 
their reasons at meetings with interested parties 
and pointed out that in almost 90% of PTVC and 
Best Estimate cases the proposed valuations were 
accepted by HMRC. HMRC (not unreasonably) 
pointed out that, with valuers consistently getting 
valuations right, these reviews were a poor use 
of the department’s manpower. Following these 
discussions HMRC provided a breakdown of 
their workload. In 2015, the department dealt 
with about 14,000 share valuations of which 
5,000 were EMI valuations. There were about 
800 valuations for Employee Shareholder Status 
(‘ESS’) awards, 600 PTVC ITEPA valuations and 
50 PAYE Best Estimate valuations. The rest were 
an assortment of valuations including: valuations 
for Share Incentive Plans (SIPs), Company Share 
Option Plans (CSOPs), PTVCs for CGT, Corporation 
Tax relief on option exercises and IHT. Many of the 
cases were referrals by local tax inspectors from 
reviews of personal and corporate tax returns.

Historically, many EMI options have not resulted 
in large gains being realised and many of 
the companies that use EMI are small and of 
low value when the awards are granted. This 
has encouraged HMRC to adopt a risk-based 
approach to the level of scrutiny and so HMRC 
have sought to restrict the significance of EMI 
agreements by saying they are only agreed for 
EMI purposes.

It is possible for the same shares to have different 
theoretical valuations. The value can differ with 
the size of the holding and the standard of 
information assumed. Fiscal valuations differ 
from commercial valuations because they need 
to reflect the law, cases and practices relevant 
for tax valuations. These differ from country 
to country so there may be different values in 
different jurisdictions. However, whether limiting 
the relevance of a valuation, simply because of 
the level of scrutiny HMRC choose to adopt, is 
logical and legally sustainable has yet to be tested 
in the courts.

Even with a risk-based approach, EMI valuations 
continue to absorb significant amounts of HMRC’s 
manpower and so they also announced that 
they were intending to examine EMI and other 
valuation procedures for efficiencies; suggesting 
that they might change these to some form of 

self-certification procedure. However, it is not 
clear how a self-certification procedure would 
work, and change would not be easy to implement 
where the existing procedures have a statutory 
basis.

One of the reasons PTVC valuations often 
absorbed so much time was that growth shares 
are much more difficult to value than ordinary 
shares. Ordinary shares reflect the current 
value of a company and there are established 
methodologies using historical performance to 
value ordinary shares, whereas growth shares 
– intended to encourage business growth – 
do not derive value from the current value 
of the company but from the hope value of 
future growth. This is inherently uncertain and 
dependent on future events over several years. 
Valuation methodologies such as earnings 
multiples and net assets are not easily applicable 
or even relevant.

Some people therefore argue that growth 
shares have no value, other than nominal value, 
particularly if the hurdle in the growth shares is 
demanding. This reasoning is often combined 
with the argument that for tax valuations 
the information standard means that future 
prospects and forecasts of the company would 
be confidential, and therefore excluded from 
consideration in preparing the valuation. 

This reasoning has, in the past, been quite widely 
followed and, in some cases, accepted by HMRC 
for growth shares though it has not been tested 
in the courts. Nowadays, HMRC increasingly 
challenge this reasoning on the common sense 
grounds that: ‘why would a company go to the 
trouble of making complex changes to its articles 
to create a new class of shares to incentivise key 
employees if there was no expectation that shares 
could have some meaningful value in the future?’ 
HMRC argue that, if there is such an expectation, 
then the hope value today cannot be nil, although 
they acknowledge it might be quite small.

How then is this value to be determined? One 
approach is to rely on the ‘gut feel ‘of the valuer 
and how much he personally would pay to buy 
such a share. With so much uncertainty, such a 
subjective approach is not as unreasonable as 
it might seem, although it does rely on personal 
judgement, lacks any objective analysis and could 
give rise to inconsistent valuations. There are 
some advanced valuation techniques, such as the 
Capital Asset Pricing Model and Black Scholes 
option pricing theory, which might be used and 
one of the challenges facing valuers today is to 
develop more consistent and practicable bases 
for valuing growth shares.

If growth shares meet the conditions for ESS, 
then it is still possible to seek an early agreement 
from HMRC as to the value of the growth shares. 
Otherwise now, following the withdrawal of 
PTVCs, the normal route for the taxpayer to obtain 
certainty as to the market value, will be through 
the submission of personal tax returns. This is not 
a speedy process. 

Employees need to disclose on their personal 
tax returns details of awards received and tax 
already paid on their behalf through PAYE. 
Although there is some ambiguity in tax returns 
as to what information needs to be disclosed, 
these tax returns give employees the opportunity 
to have the valuation effectively agreed by HMRC 
in due course. With the increasing digitisation 
of the UK tax systems, it will be important that 
the information disclosed by the Company in its 
annual share scheme return to HMRC (formerly 
called Form 42) is consistent with personal 
taxation returns, otherwise taxpayers may face 
unnecessary questions if there are inconsistencies 
between personal and corporate tax returns. With 
the normal time delays for submitting tax returns 
and agreeing the individuals’ entire tax affairs, 
there will be a considerable delay in effectively 
reaching an agreement (compared with the old 
PTVC procedures) for the year with the share 
award, even if no questions are raised on the 
valuation itself. Furthermore, self-assessment will 
not generate letters from HMRC formally agreeing 
valuations. 

Any review under self-assessment by HMRC of 
a growth share valuation is likely to occur some 
years after the date of the award. This will give 
rise among taxpayers to concerns that hindsight 
will be applied in future reviews of valuations. 
However, fiscal valuations are not supposed 
to use hindsight and this rule is (by and large) 
followed by HMRC and taxpayers, although the 
position is not quite as clearcut as sometimes 
supposed (see Box 3). But as the valuation of 
growth shares is based on an assessment of 
future events, concern is understandable that, 
as HMRC’s review will be in the future, it might 
to some extent, be coloured by hindsight. The 
company will need to carefully document its 
reasoning and the evidence of the circumstances 
in existence at time of grant to be able to resist 
such challenges if they arise.

Employee share schemes are often key to 
the incentive arrangements for the managers 
and other key employees of SMEs and larger 
unquoted companies. They encourage managers 
and employees to think like owners and to grow 
the business. They can promote internal harmony 
by giving the employees broad parity of capital tax 
treatment with the owners. The concern is that the 
loss of certainty of the value of employee share 
awards, and therefore any potential upfront tax 
charge, may discourage their use. If the current 
regime for agreeing EMI valuations were to be 
withdrawn, these concerns would be heightened. 
This is a serious issue because, if managers are 
not incentivised to grow the country’s larger SMEs 
and unquoted companies, these companies may 
stagnate and not achieve their potential. That 
would be a very bad thing indeed for the UK 
economy.
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The requirement for share valuations not to use 
hindsight is based on legislation and case law.

Employee share schemes’ valuations are usually 
carried out for the purposes of determining 
tax charges arising under ITEPA Part 7 which 
imports TCGA ss 272 and 273 for the definition 
of market value as ‘the price which those assets 
might reasonably be expected to fetch on a sale 
in the open market’ (s 272(1)).

For unquoted shares and securities, s 273(3) 
provides that ‘it shall be assumed that, in 
the open market which is postulated for the 
purposes of determining the market value there 
is available to the prospective purchaser of the 
shares in question all the information which a 
prudent prospective purchaser might reasonably 
require if he were proposing to purchase it from 
a willing vendor by private treaty and at arm’s 
length’.

Holt v IRC (1953) is the authority that the use 
of hindsight in determining a valuation for tax 
purposes is not permissible. Danckwerts J 
stated: ‘It is necessary to assume the prophetic 
wisdom of a prospective purchaser at the 
moment of the death of the deceased, and firmly 
to reject the wisdom which might be provided by 
the knowledge of subsequent events’. 

This means the valuer should only consider the 
information available at the time of that event 
and not subsequent information which would not 
have been available at the date when the shares 
are acquired. 

In Buckingham v Francis, the question was not 
whether the use of hindsight was permitted but 
the circumstances in which later events might 
affect the assessment of the information known 
at the date on which the shares have to be 
valued. It was a corporate, not a tax case, and 
Staughton J said: ‘The Company must be valued 
in the light of facts that existed at 24 March 
1981 ... but regard may be had to later events 
for the purpose only of deciding what forecasts 
for the future could reasonably have been made 
on 24 March 1981’.

This is not saying that hindsight can be used 
but, where forecasts are applied at the date of 
the valuation, the veracity of those forecasts can 
be assessed by reference in part to subsequent 
events. 

Another case which is sometimes raised in the 
context of hindsight is IRC v Stenhouse’s Trustees 
(1992). This was concerned with which facts 
can be taken into account and not specifically 
hindsight. In particular, there was a discussion 

about the extent to which actual transactions in 
shares and other values agreed with HMRC were 
admissible. Lord Coulsfield said that: ‘Evidence 
is relevant if it is in some way logically connected 
with matters in dispute or if it is consistent with, 
or gives rise to a logical inference regarding, the 
facts at issue’.

Taking these cases together, the conclusions are:

• Hindsight is not admissible to determine share 
values (Holt).
In Stenhouse, in rather extreme circumstances 
actual values shortly after the date of the award 
were allowed to be taken into account to a very 
limited extent, but this does not challenge the 
fundamental principle set out in Holt.

• There may be a limited ability to take into 
account subsequent events, but only to verify the 
veracity of forecasts available and applied at the 
time of the event giving rise to the valuation.

• The key point is that the legislation and 
case law requires the valuation at the time of 
the relevant event to be by reference to the 
information available at that time.

BOX 2      Hindsight

Identifying the Boundaries
Stephen Woodhouse considers the effect of the tax avoidance debate on share plan design

The debate about tax avoidance continues 
unabated, with the controversial leaking of 

the ‘Panama papers’ adding fuel to it. Yet much 
of the discussion has been ill-informed with the 
media and public opinion not unduly concerned 
to understand the detail of the underlying facts. 

Distinctions between offshore funds and offshore 
trusts have been blurred in much the same way 
that the difference between tax evasion and tax 
avoidance seems like an archaic nuance in public 
perception. It is apt that a former chancellor, the 
late Denis Healey, measured this difference in 

terms of the thickness of a prison wall.

This has an acute impact on the design of share 
plan and remuneration structuring, as the plethora 
of cases in the area and changing legislation 
demonstrate. 
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Commercial context

Irrespective of the tax avoidance debate, 
the starting point for plan design should be 
the commercial context and the commercial 
objectives. A plan which is primarily designed 
to achieve a particular tax objective with 
commercial issues being secondary is likely 
to be commercially ineffective. Further, if the 
structuring involves seeking tax advantages that 
are not intended to be achieved by the underlying 
legislation, the venture is likely to fail to obtain 
those advantages, possibly leading to a worse 
tax result than if the planning had not been 
undertaken at all.

Stakeholder expectations

In the 21st century, it is not just the interests 
of the taxpayer and HMRC that need to be 
considered. Shareholders are more active and 
ready to criticise both the context and structure 
of remuneration packages, and tax is part of this. 
This has various consequences:

• Investor associations warn against plans that 
offer executives tax benefits at the cost of the 
company or its shareholders. As an example, 
plans that offer personal tax savings at the cost 
of corporate tax relief for the company are likely 
to be viewed unfavourably unless award levels 
are adjusted to compensate the business for any 
resulting loss of tax relief.

• In turn, this implies the need for a more holistic 
approach to tax structuring. It is not enough to 
identify a particular saving and any planning 
must take into account the overall effect, not 
just on the participants but related parties and 
external stakeholders.

• This extends to media perception and the 
potential for adverse reputational effects of a tax-
based approach even where this is consistent 
with the intended purpose of the underlying law.

The avoidance debate

The final point leads to consideration of the 
impact of the debate about tax avoidance and 
what is and is not acceptable. Views will vary 
from person to person and circumstance to 
circumstance but it is clear that the traditional 
bright line distinction between avoidance and 
evasion is no longer so clearly delineated. In 
2009, Alastair Darling, when Chancellor of the 
Exchequer, stated in reply to a parliamentary 
question:

‘Tax planning has been with us... since the 
beginning of the 19th century... It is perfectly 
legitimate for people to tax-plan. They are only 
obliged to render until Caesar what is due to 
Caesar and that has always been a feature of 
their case.’

Although that statement was made only seven 
years ago and correctly states established legal 

and policy orthodoxy, it now seems dated in the 
light of developments in statute and case law, to 
say nothing of public opinion.

Statutory changes

The range of statutory changes affecting tax 
planning have been extensive and fundamental, 
ranging from general anti-avoidance law (such as 
the GAAR, DOTAS and Advance Payment Notices 
or APNs) to provisions specific to employment tax 
and employee incentives.

This is illustrated by some changes announced in 
this year’s Budget:

• Restricting the capital gains tax relief for 
employee shareholder shares to a lifetime limit 
of £100,000 a person, substantially limiting the 
value of the relief and reducing the efficacy of the 
entire relief, mainly to counteract the potential 
use of the provisions for tax planning purposes.

• Imposing a prospective tax charge to take 
effect in 2019 on the capital value of loans from 
employee benefit trust (EBTs) if no settlement was 
reached with HMRC under the EBT settlement 
offer which closes on 31 July 2016. Although 
the legislation is prospective, when combined 
with the impact of the disguised remuneration 
legislation introduced in 2011 and being applied 
to loans made before then, it will affect historic 
loans and in substance have retrospective effect.

• The message from these provisions is that 
statutory changes will be introduced to counter 
perceived abuses of reliefs. The intended purpose 
of reliefs will need to be considered, not just the 
explicit terms of the legislation.

Case law

This is reinforced by case law. The Rangers case 
(Advocate General for Scotland v Murray Group 
Holdings Ltd and Others [2015] CSIH) heard at 
the Court of Session in Edinburgh related to an 
EBT that the lower courts had found in favour of 
the taxpayer. The Court of Session overturned 
the decisions in earlier hearings, accepting 
arguments advanced by HMRC which had not 
been raised previously. Potentially, these have 
wide-reaching and negative effects for other 
structures, many of which (such as salary 
sacrifice into pension plans) have been operated 
for many years without controversy.

Similarly, in the case relating to planning 
implemented by two banks, UBS and Deutsche 
Bank (DB Group Services (UK) Limited v HMRC 
and HMRC v UBS AG [2014] EWCA Civ 452) 
decided by the Supreme Court, a gloss was 
added to the wording of the statute. The broad 
effect of this was to disapply tax reliefs relating 
to restricted securities if the restrictions were 
included to avoid paying tax. This went beyond 
the application of Ramsey principles in that 
there was no artificial step inserted with no 
commercial purpose other than the avoidance 

of tax which was ignored for determining the 
tax consequences of the arrangement - but 
construing the express words of the statute by 
extending them to achieve the presumed purpose 
of parliament in introducing the reliefs.

Both of these cases - together with earlier 
examples such as PA Holdings (HMRC v PA Holdings 
Ltd [2011] EWCA Civ 1414) - demonstrate the 
extent to which the courts will strive to prevent 
plans having a perceived tax avoidance motive 
achieving the planned tax saving.

Planning traps to avoid

The direction of the developments is clear. The 
more difficult question is in identifying planning 
which would and would not be likely to be 
effective in terms of the response of HMRC 
and taking into account the positions of other 
stakeholders.

Although it is not possible to be definitive on 
specific traps, some principles can be identified.

Parliamentary purpose

The UBS case demonstrates the focus on the 
intention of parliament. This creates a difficulty 
for companies and their advisers as discerning 
Parliamentary intention looking beyond the 
immediate wording in the legislation.

Equally, if a plan has artificial features that are 
included simply to achieve a beneficial tax result, 
it will often not be difficult to recognise that this is 
likely to result in HMRC and the courts identifying 
tax avoidance and seeking to counteract the 
intended saving accordingly. Whatever the 
technical merits of the judicial analysis in UBS, 
there are several features of the planning which, 
viewed through the prism of the approach to tax 
in 2016, could be seen as likely to fail. These 
include:

• A clear intention to mitigate tax in a way 
running contrary to the purpose of the legislation, 
in this case allowing the economic value of 
a discretionary bonus pool to be paid to the 
individual participants without incurring income 
tax or national insurance contribution charges.

• Offshore companies incorporated for no 
purpose other than to facilitate the achievement 
of the intended tax saving.

• Features of the plan to create minimal and, 
aside from tax, unnecessary commercial risk.

Artificial features

Similarly, including elements of the structure 
which are artificial - typically inserted for no 
material purpose other than to achieve a tax 
saving - would be an indicator of tax avoidance.
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Too good to be true

HMRC has made the point that, if the tax benefits 
of a plan look too good to be true, they probably 
are. A particular example of this arises if a plan 
lacks tax symmetry - where the employer is 
seeking to obtain corporate tax relief but without 
a matching income tax or NIC charge - other 
than when this is explicitly contemplated by the 
legislation.

Conflicts of interest

Although this does not affect the likely efficacy 
of the planning with HMRC, other stakeholders 
(mainly shareholders) will be concerned to ensure 
that tax planning to deliver benefits to employees, 
particularly senior executives, does not prejudice 
their position or that of the company. An example 
of this is a plan implemented to deliver potential 
employment tax savings for the individual at 
the cost of the company losing corporate tax 
relief without adjusting the level of the awards 
to compensate the business for the less of that 
relief.

Planning is not dead

The question is whether no planning is likely to be 
effective. That is not the case but in determining 
whether planning is likely to be suitable, the 
principles for identifying unacceptable planning 
should be considered.

Taking that into account, some areas of 
acceptable planning would include a number of 
approaches.

All employee plans

Some plans still attract statutory tax advantages. 
As long as they are established in compliance with 
the detailed requirements of the legislation and 
without including artificial provisions designed to 
avoid an intended tax result, significant benefits 
can be obtained.

In practice, many tax-advantaged plans are not 
considered due to the limits on the value of 
awards that can be delivered under them. As an 
example, company share option plans are limited 
to awards for each person over shares with a 
maximum value at any one time at the date of 
grant of no more than £30,000. 

Equally, in suitable circumstances, tax-approved 
plans can deliver significant benefits. This can 
arise when there are either substantial numbers 
of employees or substantial increases in share 
prices.

A well-publicised example with both these 
features is the British Telecom share save plan. 
This was reported to have resulted in gains of 
£1.3bn being shared among employees across 
the workforce, with individual profits of £46,000 
on average.

EMI

The potential value of enterprise management 
incentives (EMI) for smaller companies – those 
with gross assets of less than £30m at the date 
of grant – should not be underestimated. The 
limit on the value of awards for each participant, 
measured at the date of grant, is £250,000 with 
a total company limit of £3m.

As an incentive targeted at smaller companies, 
many will have substantial potential for equity 
value growth. EMI options granted with an 
exercise price equal to or greater than the 
market value of the underlying shares at the date 
of grant offer a potential tax treatment with, for 
suitable companies:

• No tax or NICs on the grant of the awards.
• No tax or NICs on the exercise of the awards.
• Corporation tax relief on the exercise of the 
awards on the excess of the market value at the 
date of exercise over the exercise price.
• CGT on sale subject - where the options were 
granted at least one year before the disposal of 
the shares - to the benefit of entrepreneurs’ relief 
reducing the effective tax rate for the employee 
to 10%.

If an employee received options over shares 
worth £250,000 at the date of grant subject to 
a gain of five times over the life of the options, 
the potential outline tax treatment would result in:

Option gain = £1m
Tax on sale = £1m x 10% = £100,000
Corporation tax relief (at 17%) = £170,000

The overall effective tax rate, due to the benefit of 
corporate tax relief, is 7%

Growth interests

Growth interests take different forms. They may 
be a separate class of share participating only 
in corporate value above a stipulated threshold 
(growth shares) or through a joint share 
ownership plan where the ownership of ordinary 
shares is split, with the employee being granted 
a right to share in future value growth and their 
co-owner (being a third party such as the trustee 
of an employee share ownership trust or ESOT) 
owning the balance of the shares.

The structure and resulting valuation dynamics of 
each structure are different, but with a similar tax 
treatment, namely:

• Income tax on award equal to the market value 
(of the interest at the date of acquisition).
• CGT on sale with the possibility of 
entrepreneurs’ relief depending on the nature of 
the interest and the company whose shares are 
subject to the award.
• No corporate tax relief on the realisation of 
value on sale subject to capital gains tax.

With the significant differences between 
corporation tax rates (due to fall to 17% in 
2020), capital gains tax rates and the combined 
income tax and NIC rates, this approach can 
offer significant tax benefits without provoking 
controversy at HMRC (other than possibly in 
relation to the determination of the initial market 
value). This is reflected in Research Report 
372, published but not written by HMRC, which 
recognised the nature of growth interests and 
their role in providing effective incentives.

Subsidiary shares

As a variation on growth interests, there may 
be scope for awards to be made over shares in 
subsidiary companies. If the subsidiary operates 
a separate trade, in particular one in the early 
stages of development, the resulting value profile 
and tax treatment is similar to growth shares, 
with a market to allow for the realisation of value 
being provided through a sale to the parent 
company, either for cash or by way of a share for 
share exchange.

Pension replacement

Tax relief for pension contributions for higher 
earners has been significantly restricted. At the 
same time, there is growing pressure, particularly 
in the financial services industry, for senior 
executives to be required to hold share interests 
over an extended period.

The combination of these factors leads to the 
possibility of combining share plan awards with 
long-term pension provision in a manner similar 
to the approach in many US companies. This 
may offer the deferral of tax for the participants 
leading to them achieving a tax profile similar to 
that for a conventional pension scheme with tax 
(and NICs) only payable at the time of the delivery 
of shares.

Summary

The boundaries of acceptable tax planning have 
changed substantially. This has resulted in part as 
a response to changing economic circumstances 
that have added to the pressure to reduce 
Treasury deficits and partly due to political and 
social pressures.

This affects the design of share plans and other 
incentives. It does not mean, however, that tax 
and achieving an optimal tax result is no longer 
relevant to plan design. Instead, the focus should 
be on delivering incentives to make full use of the 
intended reliefs offered by tax legislation while 
balancing the interests of participants with other 
stakeholders.
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Encouraging Growth
William Franklin and Alan Garrod consider the importance of robust share scheme incentives 
in rewarding employees of all salaries and ages

In the UK our tax system is often said to encourage 
the use of employee share schemes. That view is 

based on the existence of a number of government 
tax favoured schemes such as CSOP, SAYE, 

SIPs and, in particular Enterprise Management 
Incentives (EMI) (see figure 1). Broadly speaking, 
these schemes seek to put employees in a similar 
position to the owners of companies and align the 

interests of employees and owners. They aim to 
encourage and reward growth and achieve parity of 
tax treatment by taxing growth as a capital gain, in 
much the same way as the owner would be taxed. 

However, these schemes mask the underlying 
harshness of the overall ‘employment tax 
regime’ when these government schemes or 
other structures, such as Growth Shares or Joint 
Share Ownership Plans (JSOP) (see figure 2 for 

summaries) are not available, or are not used. We 
have a tax regime on employment income, which 
as a result of cumulative changes over more than 
a couple of decades has become for many key 
employees rather arbitrary and harsh. In particular, 

for many younger working people on whom 
growth in the economy depends, the employment 
tax regime could actually discourage them from 
participating in share based incentives if these tax 
favoured arrangements were not available.

An option which is granted outside one of these 
schemes has no tax on its grant. Such options are 
known in outdated tax jargon as Unapproved Share 
Options. However, once such an option is exercised 
a harsh tax regime begins. The gain on exercise, 
(which is the difference between the market value 
of the shares on exercise and the exercise price 

of the option which the employee pays to acquire 
the shares) is taxed as income. Very often the 
shares at the time of exercise will fall within the 
now widely drawn definition of ‘readily convertible 
assets’ bringing them also into the regime of 
PAYE. As a result, the ‘gain’ will be subject to 
National Insurance (Employee’s and Employers) as 

well as income tax. Because PAYE applies these 
employment ‘taxes’ have to be paid to HMRC within 
a few weeks of the exercise of the options by the 
company which then has to recover the income 
tax and Employee’s National Insurance from the 
employees otherwise there is an additional penal 
tax charge.

These are the four government tax favoured 
schemes which in different ways allow employees 
to have capital growth taxed as a capital gain or 
entirely tax free, rather than have the gain subject 
to Income Tax and NICs. CSOPs and EMI are 
discretionary option schemes. The awards that can 
be made under CSOP are much smaller, but can 
be made by much larger companies and with less 

complex rules, than awards made under EMI. 

SAYE and SIPs are all employee non-discretionary 
schemes, so companies cannot select who 
benefits and the schemes have quite low individual 
participation limits. SAYE has been around for 
over 30 years and is a common feature of the 
remuneration structures of larger UK quoted 

companies. Employees are required to save 
regular amounts from monthly salaries over a 
three year period to have the funds ready to allow 
them to exercise options when the options mature. 
SIPs involve employees being given or buying 
shares (with a tax subsidy) and requires the shares 
to be held in a special purpose trust for at least 
five years to get the full potential tax free benefits.

FIGURE 1      Brief summary of SIP SAYE CSOP and EMI

Growth shares involve the creation of new classes 
of shares which only allow the participants to 
receive value from a subsequent sale if the value 
of the Company has grown above its value at the 
time the growth shares were awarded. In fact they 
usually strengthen the incentive effect by requiring 

growth above a threshold increase in value as 
well. They are designed to reward and incentivise 
growth. The growth shares are an employment 
security and so the original award of the shares 
gives rise to an Income Tax charge reflecting the 
hope value of the growth shares when awarded, 

but growth afterwards is taxed as capital as an 
owner is taxed. JSOPs are economically similar to 
growth shares and allow a similar tax treatment of 
growth using ordinary shares where it is difficult to 
create a new class of shares.

FIGURE 2      Brief summary of Growth Shares and JSOPS
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If the option is exercised without the employee 
having the opportunity to sell the shares, because 
the company is unquoted, the employee not only 
has to fund the exercise price to acquire the shares 
but also has to pay tax on an unrealised gain. This 
is an example of a dry tax charge because the 
employee has a tax liability from an event (exercise) 
but no cash proceeds from the event with which 
to pay the tax. It is hard to imagine a tax regime 
less conducive to employees wishing to become 
long term shareholders in unquoted companies 
that are not planning an imminent sale or other 
liquidity event. For a wealthy individual a dry tax 
charge might be just about tolerable but for a 
young worker hard pressed with student loans, rent 
or mortgages, the costs of starting a family and 
providing for retirement as well as normal living 
expenses, such as a dry tax charge is about the last 
thing one could want. This tax regime reinforces 
the UK’s business culture which has for many years 

encouraged unquoted companies to seek early 
exits rather than long term independence, organic 
growth and the creation of large scale companies. 

One way of alleviating the dry tax charge would be 
for the income tax and National Insurance to be 
deferred until the shares were actually sold and 
the employee had the money to pay the tax. Ideas 
along these lines were proposed to the Office of 
Tax Simplification a few years ago but fell on deaf 
ears at the Treasury, who were apparently more 
concerned about the risk of losing immediate tax 
revenue than encouraging long term employee 
share ownership.

In addition to the harshness of taxing unrealised 
gains, the employment tax regime can also cause 
employees to pay seemingly disproportionate 
amounts of their gains as tax. An employee who 
participates in a share scheme will usually receive 

the gains in a lump in a single tax year. But it 
would have been a long term incentive, which was 
intended to reward long term performance and 
contribution over a number of years. If the taxable 
value of the share based gain for an employee is 
large relative to the person’s annual income in a 
particular year and is taxed as income not capital 
it can push the employee’s total income in that 
year through the erratic ‘tax’ bands on employment 
income that now exist (see figure 3 for a graphical 
illustration of 2016/17 tax rates). A surprisingly 
large proportion of gains will then be taken by the 
taxman, detracting significantly from the incentive 
effect of the equity incentives. It is not surprising 
therefore that, share schemes, such as EMI, which 
protect the gain from being taxed as income are 
so keenly sought by companies offering employee 
share based incentives.

How is it that we have such erratic and irrational 
tax bands on income? While income tax rates have 
generally fallen since the 1970s National Insurance 
contributions have been increased and now the total 
revenues raised by the government from income tax 
and National Insurance is approaching parity. Other 
changes to the tax and benefits system such as the 
clawbacks of family allowances (child benefits) for 
incomes over £50,000 and of personal allowances for 
incomes over £100,000, the restrictions on working 
family tax credits and pension tax reliefs contribute to 
creating high, complex and erratic combined marginal 
rates of income tax and National Insurance.

There are age based effects as well that add to 
the distortions. Employee National Insurance is not 
payable after reaching retirement age. By contrast, 
the new generation of graduate workers who went 
to university after 2012 (‘new graduates’), are now 
burdened with even higher levels of student debt than 
their immediate predecessors. For post 2012 students 
it is hard not to conclude that (because the loans are 

much larger and will normally increase each year by 
interest charges of about 3% + RPI) the student loan 
regime is effectively an additional Disguised Graduate 
Income Tax of 9% on most of their earnings for at least 
the first 30 years of their working lives.

For employees on less than twice national average 
earnings even a modest gain can be sufficient to push 
an employee into the higher rate 40% tax band and if 
they have children trigger the clawback of child benefit 
or family allowances, giving eye-wateringly high 
effective marginal rates of ‘tax’ on their remuneration 
from work.

This is a very different and much more complex 
overall employment tax regime than a basic rate of 
20% and a higher rate of 40% established in the late 
1980s when the then Chancellor Nigel Lawson cut 
higher income tax rates but failed to integrate National 
Insurance with income tax.

The jargon of National Insurance can mislead people 

into thinking that they have paid into a fund. Over the 
years various Chancellors (e.g. Lawson and Osborne) 
have raised the possibility of recognising reality by 
consolidating income tax and National Insurance into a 
single combined tax on income but have backed away 
from making changes from the fear of the political 
backlash of vested interests such as the retired who 
escape National Insurance on their retirement income.

When Lawson changed the rates of income tax he 
also equalised the rates of income tax and capital 
gains tax. However, subsequent, governments in order 
to encourage growth and entrepreneurial activity 
reduced the tax rates on capital gains significantly 
and after 2000, EMI options were introduced which 
allowed option gains to be taxed as capital and 
encouraged the use of options among smaller 
companies with growth potential. As is illustrated in 
the examples of employees with different incomes in 
figure 4, a capital gains tax treatment considerably 
moderates the harsh effects of lump sum options 
gains being taxed as income.

FIGURE 3      Chart of Tax ‘Rates’ on Incomes Between £0 - £200,000 Per Annum
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Mr A is over 70 (so does not pay employee’s 
NICs) and continues to work as a part-time 
non executive director and is paid a salary 
of £50,000 a year. Some unapproved share 
options mature and he exercises his options with 
a gain of £50,000. He has to pay income tax on 
this unrealised gain of £20,000. If the options 
had been CSOPs and he had no other gains in 
the relevant tax year he could have paid capital 
gains tax only after the shares were actually sold 
through self-assessment of £7,780 and there 
would have been no employers NICs.

Mr B is 32 and has two children and is highly 
qualified engineer working for a large company. 
His salary is £45,000 a year. He was granted 
unapproved options a few years ago which 
he can now exercise and these are standing 
at a gain of £50,000 but he would have to 
pay Income Tax and NICs of £22,800 on this 
unrealised gain and lose his child benefit for 
his two children of about 1,800 if he exercises 

these options. His employer would also have 
to pay Employers NICs on the unrealised gain 
of £2,760. If the options had been granted as 
CSOPs he would only have paid tax after selling 
the shares and the amount payable (assuming 
he had no other gains in the tax year) would 
have been £7,780 and he would not have lost 
his child benefit. 

Ms C is a new graduate who has to pay the 
Disguised Graduate Income Tax. She works for a 
tech start up and is paid a salary of £25,000 but 
was granted unapproved share options which 
have now matured giving a gain of £50,000. But 
she has to pay income tax, NICs and Disguised 
Graduate Income Tax of £23,700 on this gain 
through PAYE. Had the options been granted as 
EMI options she would have paid £3,890.

Ms D is Mr B’s boss. She has an annual salary of 
£100,000. She receives the same unapproved 
option gain of £50,000 and would have to pay 

income tax and NIC on this of £25,400.

Mr E is the managing director of the Mr B and 
Ms D’s company and earns over £200,000 a 
year. On the same unapproved gain of £50,000 
he would have income tax and NI Cs of 
£23,500.

Mrs F works for a large retailer and is paid 
£12,000 a year. After five years some 
unapproved options mature and she makes 
a gain of £10,000 but has to pay income tax 
and NICs on that of £3,200 and can suffer 
reductions in working family tax credits. Had 
the options been granted as CSOP or SAYE 
options she would have no extra employment 
income and paid no more tax because the gain 
would have been covered by the CGT annual 
exemption. Had she been over the retirement 
age she would have paid no NICs and the tax 
on the unapproved option gain would have been 
£2000. 

FIGURE 4      Example of Employees with Different Incomes

Faced with a seemingly intractable deficit and 
growing demands for increased spending, the 
pressures on government to raise more taxes show 
no sign of abating. But as Britain approaches Brexit 
and the pressures on our companies to compete 
in global markets intensify our political leaders 
would be well advised to remember that our tax 

system needs to encourage and reward growth and 
enterprise and work, rather than penalise them; 
and do this for the many and not just the few.

Share schemes have an important role to play 
in encouraging growth and softening the basic 
harshness of a tax regime which would otherwise 

treat unrealised lump sum gains as income and 
subject them to the complex and distorted system 
of ‘taxes on employment income’ which the UK 
now has. It is important that they do because if 
an award falls outside these favoured schemes it 
suffers a treatment reminiscent of the tax regime 
of the 1970s stagflation era.

When future economic historians assess the 
long term effects of the Coalition government, 

it is possible they may one day conclude that the 
most lasting impact arose from some little noticed 
legislation in Sch 37 of the Finance Act 2014 (FA 
2014). These are the provisions that introduced 
some new and relatively generous tax reliefs for 
employee-owned companies.

For these purposes an employee-owned company 
is a normal limited company which is run on 
a commercial basis. The key difference is that 
the majority of the shares are owned by a trust 
collectively for the long term benefit of the employees 
as a whole. To distinguish this kind of trust from other 

forms of employee benefit trusts (EBTs) the trust is 
normally known as an employee ownership trust 
(EOT). Employee-owned companies have indirect 
employee share ownership through the EOT.

In introducing these tax reliefs the government had 
strategic objectives. It wished to encourage the 
growth of what is sometimes called a ‘John Lewis 
economy’. John Lewis is the leading example of a 
UK business with this indirect employee ownership 
model. However, John Lewis is by no means the only 
example and there are many other companies with a 
similar ownership structure. After the financial crisis 
the government saw encouraging more John Lewis 
style companies as one possible way that could help 

rebalance the UK economy.

Advocates of the model argue that employee-
owned companies display greater resilience to 
economic fluctuations, and certainly some of 
them have achieved a longevity and continued 
independent existence that is somewhat unusual 
for UK businesses. An association of employee-
owned companies known as the Employee 
Ownership Association (EOA) exists to promote 
these companies and it has collected research into 
their economic performance which suggests that 
employee-owned companies often achieve a strong 
financial performance. In 2015 the EOA published 
some findings and these are summarised in Box 1.

William Franklin looks at 
the relative benefits of 
employee-owned companies
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Under FA 2014 Sch 37 it is possible for the owners 
of a company to sell their shares tax-free to an EOT. 
The sale must be for the majority of the shares so 
that the company becomes owned and controlled by 
the EOT.

After the EOT has acquired the shares, it may not 
have any funds to pay the consideration, and so it 
is not unusual for all or most of the consideration to 
be left unpaid until the EOT has received sufficient 
funds from the company that the EOT has acquired. 
This might be in the form of a loan by the company, 
but such loans can trigger tax liabilities under the 
loans to participators rules, so funding by gift tends 
to be the preferred approach.

In this scenario, from an economic perspective 
the purchase consideration is ultimately being 
funded from future earnings and this can make the 
arrangement attractive to an owner who wishes to 
retire. Future earnings that otherwise might have 
been taxed as income can be released from the 
business without income tax or National Insurance. 
However, this benefit is to an extent offset by the 
fact that gifts to fund the EOT do not qualify as 
deductions for corporation tax purposes, unlike 
employee remuneration which would be deductible.

A vendor of the company might, of course, have had 
the benefit of entrepreneurs’ relief on a conventional 
sale of the shares and only have had to pay 10% 
tax on the gain anyway. So, while a tax-free sale 
is attractive it is unlikely by itself to be a sufficient 
reason for converting the company into an EOT 
ownership structure.

Tax considerations should only be a relatively minor 
factor in a decision to become an employee-owned 
company. The owners need to have compelling 
reasons for making such a fundamental change in 
ownership structure because once a company has 
become majority-owned by an EOT it is not easy to 
reverse the structure, as the trustees of the EOT have 
to act in the long-term interest of employees as a 
whole.

It is important that the owners think through how the 
corporate governance of the business will function 
after the company has become owned by the EOT, 
and there are many non-tax issues that must be 
addressed. For example:

• Who should the trustees be and how should 
they be appointed? It is normal for there to be a 
corporate trustee and for the corporate trustee 
board to include employee and independent 
directors.

• How should employees influence decisions? An 
employee council is often created that may advise 
and appoint employee trustee directors, but is 
it the intention that key commercial decision be 
referred to employees? If someone later wants to 
buy the company, should the employees have a 
vote or even a veto?

While a tax-free sale funded from future earnings 
has obvious attractions to existing owners who are 
exiting, indirect collective ownership may not be 
so attractive to future key employees, if they are 
denied the opportunity for capital accumulation 

through direct ownership of shares. However, 
the government thought about this and another 
advantage of Sch 37 EOTs is that up to 49% of 
the shares can remain in direct ownership. Tax-
favoured share schemes, such as enterprise 
management incentives (EMI) and share incentive 
plans (SIPs) are available as there are special 
rules for an EOT-owned company with a corporate 
trustee that set aside the corporate independence 
requirements that normally would prevent such 
tax-favoured schemes.

EOT-owned structures with direct shareholdings 
and or options over shares are often called hybrid 
schemes. They can appear to offer the best of both 
worlds, allowing the company to be put on the long-
term secure footing of control by indirect employee 
ownership while allowing individuals to have direct 
equity participation. An internal market might be 
created with possibly a separate EBT acting as a 
company-funded market maker. However, there 
are issues that need to be carefully considered 
with such a structure. For example, what is the fair 
market value of the shares if EOT control means an 
external sale is highly unlikely? If share options or 
new shares are issued the company needs to be 
careful that the EOT’s holding is not accidentally 
diluted below 51%, triggering clawbacks or other 
tax charges.

A case study that explores the potential tax and 
other issues that need to be addressed when a 
company considers moving to an EOT owned 
structure is set out in Box 2.

Productivity* Increased 4.5% year on year in employee-owned businesses. 
Productivity in the UK economy as a whole is flat.

*Capital Strategies 2014 

The employee-owned sector contributes £30 bn GDP to the UK economy 
annually.

*EOA 2012

Operating profits of the Top 50 employee  owned businesses increased 
25.5%

*Capital Strategies 2014

Employee numbers increased by 3.3% year on year in employee-owned 
businesses

*Capital Strategies 2014

The number of employee-owned businesses is growing at an annual rate 
of just under 10%

* EOA 2012

Employee-owned businesses outperformed the market during the 
economic downturn

Employee-owned businesses grew sales by 11.1% in the recession 
compared to non employee-owned businesses which only grew by 0.6%

*Cass Business School 2014

The sales revenue of the Top 50 employee owned companies increased by 
4.6% year on year

*Capital Strategies 2014

Employee engagement

80% of employee owners are happy to recommend their organisation as 
a place to work

80% of employee owners experience a sense of achievement from their 
jobs

*Edinburgh Napier University 2012

BOX 1      Summary of EOA Research Findings for Employee-Owned Companies

Productivity and Growth Resilience
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BOX 2      EOT Exit Scenario Case Study
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Schedule 37 also provides another tax sweetener 
to encourage more employee-owned companies. 
The company (not the EOT) can pay tax-free 
annual cash bonuses up to a value of £3,600 per 
employee. This is a cash bonus, not a dividend, and 
so it can be paid without the company having to 
make a profit or have distributable reserves.

The EOT-owned company legislation does not 
exempt sales of shares into such structures from 
the transactions in securities rules set out in Income 
Tax Act 2007 ss 682 et seq. This means that the 
funding of the consideration paid by the EOT 
from future earnings generated by the company 
could potentially create an exposure under this 

legislation. Therefore, many companies will wish 
to obtain an advance clearance from HMRC that 
the transactions in securities provisions will not 
be invoked. If the sale of the shares is intended to 
create a genuine employee-owned company and 
the transaction is carefully explained to HMRC, 
then it is unlikely that it will withhold a clearance. 
The continued relevance of this legislation is likely 
to act as a deterrent to those who might seek to 
use the tax reliefs for potentially abusive purposes.

EOT-owned companies are not a complete solution 
and most owners and companies will probably not 
wish to make use of these tax advantages, but it is 
hoped that a significant minority of entrepreneurs 

and their advisers will at least consider the EOT 
route when considering exit planning.

Since the legislation was introduced growth in the 
number of companies in the sector has continued 
and appears to be modestly increasing. The model 
seems to appeal particularly to smaller professional 
service firms or other people businesses which 
need to retain good quality staff. Whether the 
changes will have the effect hoped for and the 
employee-owned company sector becomes a 
substantial part of the UK is something that may 
have to be left to the economic historians to decide.

The Corporation 
Governance Lessons 
from Carillion’s Collapse
The failure of the outsourcing firm will feed 

debate over directors’ duties, remuneration 
and clawback conditions.

‘Our commitment to business integrity, safety, strong 
governance and sustainability remains a key strength 
of our business,’ Carillion’s 2016 annual report tells 
the reader. Naturally, hindsight raises some questions 
about the accuracy of this statement.

The scope of what went wrong at Carillion and why it 
failed are beyond this article. As the investigation goes 
on and the company’s internal state is dragged into the 

light, there will doubtless be more to analyse.

But there are lessons directors can learn from what we 
know already, even for companies not facing Carillion’s 
sad state.

Paying for failure

One issue repeatedly raised is directors’ pay at Carillion.

A particular point is the change of the malus and 
clawback conditions, which the Institute of Directors 
suggested were ‘relaxed’ in 2016, preventing clawback 

from taking place in the event of ‘corporate failure’ - 
a phrase which one might fairly use to describe the 
company’s current condition.

This is only half correct. The clawback conditions 
approved in 2017 are conventional ones of gross 
misconduct and misstatement of financial results.

Neither appear at the time of writing to apply here, but 
they probably represent the same terms found in long-
term incentive plans (LTIPs) used by most of the FTSE. 
It is unlikely this was seen as a deliberate relaxation of 
their provisions.
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Why would any company not specify that awards 
may be clawed back if the company goes into 
compulsory liquidation? The fact is that the majority 
do not.

This is an obvious and hopefully uncontroversial 
change that many might consider in the future, but 
presumably most remuneration committees do not 
consider that performance targets could continue 
to be met when the company is on the brink of 
collapse.

This shows both the need to look ahead, even to 
unlikely scenarios, when preparing performance 
targets and the need to design those targets 
carefully. Carillion is not unique in this respect.

A contrary example might be the housebuilder 
Persimmon, whose shareholders are doubtless 
much happier with the growth in its share price in 
the last few years than Carillion’s backers.

Its chief executive has - like executives at Carillion - 
faced calls to pay his bonus back, not because of the 
company’s failure, but because of its unanticipated 
success.

Persimmon’s share price was perhaps driven more 
by the introduction of the government’s Help to Buy 
scheme than the ability of its management team, but 
nonetheless means its executives will be receiving a 
windfall.

Similarly, the government is currently consulting on 
the uses of share buybacks.
These can be a legitimate tool to return value 
to shareholders, but there are fears that they are 
being used to increase executive pay by artificially 
increasing measures such as earnings per share 
(EPS) without any real improvement in performance.

Wider duties

Consultation is also underway on the next round of 
proposed revisions to the UK Corporate Governance 
Code, and draft legislation is expected soon on 
reporting on directors’ duties to stakeholders other 
than their shareholders. The need for both of these 
can again be demonstrated by this situation.

In terms of the latter, shareholders have lost 
their investment in Carillion. Simply on the basic 
measure of the core duty to the company’s owners, 
the directors at Carillion appear to have failed.

Still, you might say investors expect some risk. The 
questions now facing the Carillion directors have 
focused less on shareholder losses and more on 
the impact on others directly affected - pensioners, 
employees, and suppliers.

There is always a danger of making duties too 
diffuse. Whether a company is taking account of 
its duties to its employees is harder to measure 
than simply whether it is profitable and therefore 
harder to enforce. These should not, however, be 
seen as in opposition.

A successful company will need to understand the 
context in which its profits are made.

In Carillion’s case, lengthy payment terms meant 
that suppliers missed out on payments for up 
to four months’ work already undertaken when 
it entered liquidation. Those poor relations with 
suppliers might help short-term cash flow but are 
hardly a recipe for long-term success.

Further, it is easy to forget the force behind 
directors’ duties. In general, we look at corporate 

governance in a constructive light, focusing on 
ways it can drive success and improve outcomes. 
The other side is that directors owe a fiduciary duty 
to the company they work for, and can be held 
accountable for failing to act in its interests.

In a well-run company, the prospect of this will be 
remote. But in a poorly-run company, the directors 
can, in the last analysis, be held personally liable. 
In this light, the results of the Insolvency Service’s 
investigation into Carillion will be interesting.

Generic Statements

Other upcoming proposed changes to the UK 
Corporate Governance Code are also pertinent. 
Annual reports will need a statement of how a 
company has complied with the code’s principles, 
prepared in a manner shareholders can evaluate.

Changes are being made with the aim of linking 
reporting on governance to the company’s 
reporting on strategy. Rather than being an add-
on, good governance should be seen as integral.

When asked by the select committee why the 
Carillion chief executive’s salary was increased by 
50% over the two years before the collapse, the 
chair of the firm’s remuneration committee said 
that it had been ‘benchmarked’ and that ‘it was 
Carillion’s policy to pay median’.

The sometimes counterproductive effects of 
disclosing remuneration are not a novel point: 
revealing the details of executives’ excessive pay 
can drive their counterparts elsewhere to demand 
similar treatment. Ensuring no one is paid ‘below 
average’ can obviously drive that average ever-
higher.

It may be unfair to try to draw insight from 
the defence given during an (understandably) 
aggressive interrogation from MPs, or to dissect 
the usual wording on governance in Carillion’s 
annual reports with scepticism borne of hindsight.
But the anodyne statements found in both do seem 
suggestive. Advice was taken. Decisions were 

taken in response to the UK Corporate Governance 
Code. And the company’s remuneration policy, 
in the words of the 2016 annual report, would 
‘continue to effectively support the … creation of 
shareholder value.’

Clearly, the creation of shareholder value has not 
been a notable outcome: the current expected 
return to creditors is some 1p in the pound. But 
while the targets found in Carillion’s reports 
might appear deeply insufficient now, much of 
the wording and justifications are common and 
conventional.

It is impossible to avoid some degree of generic 

phrasing in this sort of context: there are only so 
many ways to restate your commitment to your 
stakeholders, however sincere.

This does, nonetheless, seem a clear illustration 
of why we must move away from the ‘tickbox’ 
compliance that appears to be on show and 
towards real and thoughtful engagement with the 
company’s governance in practice.

Carillion may be an extreme case, but it is unlikely 
to be unique.

Charlotte Fleck is assistant solicitor
at Pett Franklin

“Why would any company not specify that awards may be clawed back if 
the company goes into compulsory liquidation?”

“Clearly, the creation of shareholder value has not been a notable outcome: 
the current expected return to creditors is some 1p in the pound”
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