Chapter 4

Establishment of Schemes

INTRODUCTION

4.1 There are a number of reasons why companies establish employees’
share schemes rather than enter into separ

ate agreements with each individual
employee. The first is convenience, since a scheme removes the need to set
out the full rights of participants in a separate agreement on each occasion an
option is granted. Second, there are co

nsiderable company law advantages.
Third, certain of the tax advantages under the Income Tax (Earnings and
Pensions) Act 2003 (ITEPA 2003), Pt 7 are only available in respect of

‘schemes’ or ‘plans’. Fourth, for listed companies the use of a scheme avoids

the need to obtain shareholders’ specific approval of each grant of an option
to a director.

COMPANIES ACT 2006
Meaning of ‘employees’ share scheme’

4.2 An employees’ share scheme is defined by the Companies Act 2006
(CA 2006), s 1166 as follows:

‘a scheme for encouraging or facilitating the holding of shares\er
debentures in a company by or for the benefit of —

(a)

the bona fide employees or former employees of —

(i)  the company,
(i)  any subsidiary of the company, or

(iii) the company’s holding company or any subsidiary of the
company’s holding company; or

(b)

the spouses, civil partners, surviving spouses, surviving civil

partners, or minor children or step-children of such employees
or former employees’.

4.3 There are a number of difficulties which arise in relation to

the construction of this definition. First, the legislation refers to ‘the
employees ..." and ‘the spouses ...’

However, one meaning for the word
is ‘those who are’ and this seems th

and this could mean all such persons,
‘the” when used with a noun in the plural
e better construction. In other words, the
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2 ries of persons
"8 ‘hemes’ sets out the categories 0O
iti ‘employees’ share schem : ! L petsen
s (t)yi incﬁlded in an employees’ share scheme, butdll l;lovi‘;vcr . 1);
faho oY 11 persons within these categories must be m_clude . Ho ' am‘ount
down tlha,:ha;t an arrangement intended to benefit only dl]‘t;c[Ol"S :vm; e
gl ! ~heme unless it is the intention that partici
ees’ share scheme §
to an employ

be widened subsequently.

4 Another difficulty arises where a particular scheme allows
4.

i i ermitted categories in CA 2006, s 1166,
partif:ipatlon b?‘!ig):-r::;su(:iujsldji:::]cetc?rs, self-employed consultants and the;
(r ll‘Lemnce,f ‘oint venture companies or other non-submdla.ne_s. There [;S r;tj
o on tgais but the widely accepted view is that a ‘d!slmcno‘n s‘ ou &
et t()mtweel; allocations to qualifying and non-qualifying perbon;. ar;m
?:en;?lcti)ec::atfons to qualifying persons should be L;'_cf:;t;dg a;sel?(?:: S;}:?)u?g 8

! ions to non-quall §
ey Sha'rfe :Saf'?:r?gl:.rilgrlaltzca&rt:f:herefore, (slhould.nm enjoy the company
e ally available in respect of allocations under employ:eesd
B e e 4% and 4.6 below). However, the statutory tax-adyantage
shflrﬁ Sghercriles S(?\i‘ .rovide for employees of joint venture companies to rt;e
Sn'l':me tici ate inpone or other of the schemes of a joint owner and, to tgﬁ
gb;::r::) I:13{)":1l-(a:slli)bsidiaries would be involved (ITEPA 2003, Sch 2, para 91;
Sch 3. para 46; and Sch 4, para 34).

Directors’ authority to allot shares

vides that directors shall not exercise any power
. CAar? O(I)g ,a?lgf s?hlz:;gs or grant options over shal.'es unless the c_om[::ﬁg y
?fthe fvaie o)r(n any with only one class of share capital or, othermgel, 31:
e s ‘Cd bp ay resolution in general meeting or under the articles o
o ﬂl_lﬂ’{OI’lbengever there is no prohibition on an allotment of sharze(s;o g\
:?JSl'(;(l:l!aartI::c:ﬂn(.Jf an ‘empioyces’ share scheme’ witlhin hlhe ;r:;ag;r:}i gfsﬁaﬁr\es bui

¢ ent’ of shares includes not only the 18 6

Zliclﬁgéz:anat“:ft r;n option over such shares (CA 2006, s 549(2)(a)).

Disapplication of pre-emption provisions

4.6 CA 2006, s 561 gives the shareholders of a ‘C(_)mpa_ny.a t;l(;g}t)‘:l 1;8
b. ffered any pr(;posed allotment of ‘equity securities’ 1nl priority e
zr':)ies However, by CA 2006, s 566 such pre-emption rights do not apply

gn offér of equity securities under an employees share scheme.

Prohibition of financial assistance by a public company in the purchase
of own shares (CA 2006, ss 677-683)

4.7 CA 2006, s 678 provides that it is unlawful for a company ;oog%l;ftz
ﬁ.nancial assistancé directly or indirectly to a person for tlhe acquﬁ:;ohoming
shares (where the company is a public company), or shares in any p
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1 Company, Amnngst th 5 . hig Gt e
: . e exceptions to this is “the provision by a company, ) . ‘
ith . : ,in , : ; : "
| good faith in the interests of the company, of financial assistancepfory Ry of interest. CA 200_6, s _177 imposes a duty on a dll‘t‘,(,t()r.[() declare' his
PUrpOses of an employees’ share scheme’ (see CA 2006, s 682 (2)(b)). ‘Financial interest in contracts 1n which he is interested. In most companies, the articles
assistance’ will be tainted if the purpose is to establish an impediment to a of association resirict a director voting at meetings of directors on matters

possible takeover (Hogg v Cramphorn [1967] Ch 25 4). “Financial assist : in which he is personally interested (sge Article 14' of the Model {\rti_cles
includes any loan, guarantee or other financial assistance o SIStAnce comprised in the Companies (Model Articles) Regulations 2008). In principle,
person’, such as an Employee Benefit Trust (EBT)S?r‘Zigze fgwg? = apgther every director is potentially interested in an employees’ share scheme and,
of shares. In addition, the giving of financial assislance\b a (:l,fbi"-: flcqmsmqn therefore, voting restrictions usually need to be relaxed where an employees’
only allowed if the company has net assets which are n(ﬁ thlz:rebl; ;;;Tlligggyolrs share scheme is to be considered at a meeting of the directors. For this reason,

to the extent that the assets are thereby reduced, if the ass; i & . the resolution to establish an employees’ share scheme will often include
out of distributable profits. Financial assislance! by per:fe[Sznmw ls-pm.WdEd such a relaxation. Strictly speaking, any such resolution should be passed as
purchase of private company shares ig permitted. panies in the a special resolution if it is intended to override the provisions of the articles

of association.

Memorandum and articles of associati
ation
Prohibition of the allotment of shares at a discount to the nominal value

4.8 It is common fo :
5 T a company’s articles of iati :
power enabling the company to eztatiish em E]Z o afsflan?{l © ek 4.11 CA 2006, s 580 provides that no shares may be allotted at a discount.
form of words for such a power is as fOHOWi.). yees” share schemes. A typical In a~share option scheme, this will mean that the subscription price of new
' ghares must be fixed at a price which is not less than the nominal value.

To establish, maintain, manage, support and contribute to any

schemes fi “quisiti ] i ; . .
S l‘))f glerac.qﬁlsmon of S]:laues in the Company or its holding 412 Whilst options may not be granted at a discount to the nominal value,
any timeyinyth r for t].e benefit of any individuals who are or were at many share option schemes provide for the adjustment of options in the event

€ employment of, or directors or officers of: of certain variations of share capital such as a rights issue. This will normally

involve a reduction in the price of the shares under option as well as an

(1)  the Company:; or
increase in the number of shares. The question arises whether any adjustment

G 2”851’1 gg’;.pd“)’ }N.hj('h 18 or was its holding company or is or was t can be made if the adjusted option price would be less than the nominal

sidiary of the Company or any such holding company; or l value of a share. In order to overcome the prohibition under CA 2006, s 580,

(iii) any other compan . ’ here shares are to be subscribed, the difference between the adjusted option
; y or former ¢ . where § < ibed, j P

in any way with the COmpanyL?)?’l\f;?:]? LEE“\EECIIM or associated price and the nominal value would need to be paid up out of a capitalisation

ole or any part of of reserves. The Model Articles (Article 36) only allow for capitalisation

its undertaking,
issues in favour of ‘the persons who would have been entitled ‘which does

not extend to optionholders and so the company’s articles of association may

and to lend money to an indivi
end y such individuals halt i itali i
of such individuals to enable them to ac quireosrhmeglilzl?}‘:s g“ behialt need to be altered to allow a specific power to capitalise reserves in favour of
9 A 5 . - al e Compan . . . o
orin its holding company and to establish, maintain, n*a.ragepang optionholders. An appropriate power is as follows:

fﬁf%?f:ng;?;"f}lralllg'yoglgg:er“"‘l;e) any schemes for shating.profits of ‘Where, pursuant to an employees’ share scheme (within the
idividnils. such company as aforesaid with any such :ncamng :)tdsecn(?n 1166 of ;’he %UmFamesdAct 2002) the Con:pany

1as granted options to subscribe for ordinary shares on terms
which provide (inter alia) for adjustments to the subscription price
payable on the exercise of such options or to the number of shares
to be allotted upon such exercise in the event of any increase or
reduction in or other reorganisation of the Company’s issued share
capital and an otherwise appropriate adjustment would result in the
subscription price for any share being less than its nominal value,
. then, subject to the provisions of the articles of association, the
Directors’ fiduciary duties Directors may on the exercise of any of the options concerned and
payment of the subscription price which would have applied had such
adjustment been made, capitalise any profits or reserves (including
share premium account and capital redemption reserve) to the extent
necessary to pay up the unpaid balance of the nominal value of the

4.9 d

00 H(S)\;eiver, tl]e ab;ence of any such express power will not be fatal

A [h,e Ob_ep‘)trovf]dﬁs that where a company’s articles association do nol'
ject of the company, then the objects are unrestricted, and so

unless there is an express ibiti :
1 prohibition of employees’ s i : .
be a permitted object of the company. PIRYRes! shave schames; they will

4.10 Under com

. pany law, there are vario isions i
o i us provisions intended to ensure

in the best interests of the company and avoids conflicts
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4.13  Establishment of Schemes

shares which fall to he allotted on the exercise of such options and

to apply such amount in Paying up such balance and to allot shares
fully paid accordingly’.

Disclosure of directors’ dealings

4.13 Under rule 3.1.2 of the Disclosure and Transparency Rules (DTRs)
published by the Financial Conduct Authority (FCA), a person discharging
managerial responsibility of a listed ¢

4.14 There is no obligation under the Companies Act 2006 on a director
to report share dealings to the company. However, a record will need to be
maintained by listed companies to satisfy the objectives in 4.13 above.,

Disclosure of notifiable interests (DTR 5.1.2)

4.15  The trustees of a SIP or other EBT holding shares in a listed company
have a notifiable interest under the provisions of rule 5.1.2 of the Discloswure
and Transparency Rules if their holdings of shares exceeds three per ‘Gent
(or any greater percentage) of the share capital. There is no obligation of
disclosure under the Companies Act 2006.

PROSPECTUS RULES

4.16 The Prospectus Rules provide that it is unlawful to offer transferable
securities to the public in the UK unless an approved prospectus has been made

the offer and the securities to enable an investor in any EU country to purchase
or subscribe, The Prospectus Rules are derived from the EU Prospectus
Directive which is based on the principle that there should be a common form
of prospectus throughout the EU so that approval by the ‘competent authority’
in one EU country will be sufficient for an offer made in another country,
subject only to registration of the document with the competent authority in
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assporting’ of prospectuses l!]mugh(_)ul the
e B Coumry'arrl;::i ;;::giie i?]qiopn-EUecountries may be faced with thnﬂf
e tha}t Rl —— s before making an offer of shares to emlployn.c&.
I i sk i he employee offer exemption (see
f UK, although an extension to the employ £ Sxpnen (%
:,]thl\::l)ﬂaﬁlows, for companies not listed in gheE%EbAltﬁatj::eiu':ﬁ?eq gadmmed
B inc side the u s admit
exemplti()l'l . t-he!y'a(;ecl(itrtljl:'r;'orr;;?ﬁe?%srovided that the European .Commlsi:mn
i czi“lir[ the relevant market offers equivalent protections to t oge
e dt?[enps]ln?n rregliation to EU regulated markets. Cbum.:lnﬂy, tzccei [itégptehaar:
g ¢ 3 etermination, but it is ant
— ?l?ifﬁ"n[en;ﬁ:d‘.i gl{rgkbgigci Exchange, the Tpkyo Stock Exchange
exghlzfég;ililr;]ia;] Stock Exchange will qualify for equivalence.
and the Aus -
far as UK companies are concerned, the UKLA does not treat Roi{z:b ;)Tll
As far as ble options as within the scope of the .Pros;?efctus - '(for
non_—t'ransf(:f‘ah : il; no consideration paid for the receipt of free shares e
i LTIP or SIP), these also fall outside of the Ernspec_.u.‘ls R; ez
exlample updff ) a?obably the case that only offers of partnership shares u‘rll ‘erin
Itis, *here'?lé’ P rchase offers are caught (although this may not .be.thel ‘u’iseq)
) %nd Sh“m: Put-’ retation of the Prospectus Directive in olherjunsd.u.uonxt.
e lhfl . LI’I; anumber of exceptions from the prospectus requtrcmgn ';
In E?ddmon’bt tEmI aFul to companies wishing to make an foer of shgre§ V\{ Src
vl‘;hlc?fgf rils ;a;cpwholly or mainly to employees. In particular, these include:
the o

iti fi isti former
fer ion — ities offered to existing or for
loyee offer exemption — secur : et sl o
(a) ;?fei-qu Oyr employees by their employer (blem%l wgga;;?;)gar;yl?stmﬂ
i i i ffice in the EU, g
i s head office or registered o : :
haV;i:lgEI{; market, or otherwise where the extension reter;ed Ltl(\),dzll?;;)\;fe:
ggplies) provided an information memorandum is made

containing: B | h
(i) the name of the issuer and where additional information on the
1 } N e .
issuer can be found, e.g. the website; |

ii) the reasons for the offer, i.e. to give employees 1h'e opportunity to
. participate in the growth in value of the company;,

(iii) the price of the securities;

(iv) eligibility conditions; i

(v) minimum and maximum numbers of shares offered;

(vi) details of any scaling back provisions;

(vii) whether shares are offered by purchase or subscription;

(viii) the opening and closing dates of the offer;

(ix) the method of payment; and |

(x) asummary of rights eg dividend and voting rights.

The above information will normally be included in the employee

vides prepared by most companies so it will normally be fairly easy
g
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4.17 Establishment of Schemes

for most Ccompanies to satisfy the conditions of the employee exemption
offer. Where the employee offers exemption is not available, there is
the possibility for issuers without an EU listing to file a ‘short-form’
prospectus which excludes certain information not considered to be
relevant for employee offers. This does not, however, extend to private
companies.

(b)  Small offers — an offer to 150 or fewer persons is exempt and so is an
offer where the total consideration payable is less than €5m.

FINANCIAL SERVICES AND MARKETS ACT 2000

4.17  The Financial Services and Markets Act 2000 (FSMA 2000) regulates

investment business and includes provisions relating to employees’ share
schemes.

Carrying on regulated activities — exemption for employees’
share schemes

4.18 A company which establishes an employees’ share scheme, and any
EBT to be operated in conjunction with the scheme, is likely to be carrying
on a ‘regulated activity’ in the UK. A regulated activity is one of the activities
which may be specified in secondary legislation from time to time and carried
on as a business activity. By the Financial Services and Markets Act 2000
(Regulated Activities) Order 2001 (SI 2001/544), these will include:

(a) dealing in investments (which includes dealing in shares as principal or
agent);

(b) arranging deals in investments;

(c) managing investments:

(d) safeguarding and administering investments; and

(e) establishing and operating, etc a collective investmemt(stheme.

It is an offence for a person to carry on a regulated activity in the UK, or

purport to do so, unless he is either an authorised or exempt person (FSMA
2000, s 19(1)).

4.19 However, article 71 of the Order includes an exemption for group
companies or relevant trustees carrying on activities by entering into, as
principal, transactions for the purpose of enabling or facilitating transactions
in acquiring or holding shares or debentures in connection with employees,
or former employees, of that or another group company (or their spouses
or dependants). This covers most activities carried on by a company in
connection with issuing and allotting shares under employees’ share schemes.

It also covers most activities carried on by trustees, including the operation of
EBTs and SIPs.
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" ]
Prohibition of financial promotion: exemption for employees
i 4
share schemes

. ‘ . - course of
-ovides that a person must not, 1n the cours

FSMA 2000, s 21 provid : the :
4-2('] gs, ‘communicate an invitation or inducement to engage in 1nve's$r:;3;n
buts-l\,r;f;s ’unless' he is an authorised person, or the contc(a)nl of 2t|il)c cloimmuvncl;. =t
- : i con (FSMA 2000, s 21). However, this
i ed by an authorised person MA 8 2
» ipitpjt(;;n dneys not extend to any communication which 1sfmadl_cl: by a rgg;zo(r:‘

e : i the pu
C relevant trustee for p

r of a group of companies or a pose
. merrnﬂ blzyees’ fhare scheme and relates to shares, debenlure's, 0]:1012;0 (())(1;
22rt?ﬁclz)1tes in respect of securities (Financial Services ggd Markets Act
(Financial Promotion) Order 2001 (SI 2001/1335), art 60).

LISTING RULES

isti ies admitted to the Official
The Listing Rules apply to all' companies a .
?23 of the Financial Conduct Authority (and i](} éioes [|11m ap;)lleymmm}‘k{lll\g
hranies ‘or ies admitted to the High Growth seg
Corapanies or companies a . . wih segment o the
¢ f which are subject to their o j
London Stock Exchange, each. 0 I
h the provisions relating to employees’ share sche .
?«::-I;?l;ﬁ;cmivg schemes do not apply to overseas companies admitted to

listing.

Terms used in the Listing Rules

4,22 In the Listing Rules, the terms fdeferred bonus’ and ‘long-term
incentive scheme’ have the following meanings:

(a) Deferred bonus — any arrangement pursuant to the t(e.rmls gitngfg?hﬂ;i
ici ceive an award of any asset (inclu as
participant(s) may rec . _ . e ading L
ity) i > or performance in a p

any security) in respect of service an . : .
em};eedinu )Ehe length of the relevant financial year notwuhstlar!dmi
that any :uch asset may, subject only to thPT participant(s) ren‘lvapmn;g ;
director or employee of the group, be receivable by the participan (s,
after the end of the period to which the award relates.

(b) Long-term incentive scheme — any arrangement (other than a rﬁfeir:c:;
 benefit plan, a deferred bonus or any other.arrangement thjdh e
element of an executive director’s remuneration package ‘w lic ! );
involve the receipt of any asset (including cash or any security) by
director or employee of the group:

° which includes one or more conditions in respect of service andfoé‘
performance to be satisfied over more than one financial year; an

i inc er than in relation to
° pursuant to which the group may incur ﬂmh ’ SR
the establishment and administration of the arrange
cost or liability, whether actual or contingent.
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5.40  Discretionary Share Option Schemes
(c) either:

(i)  where the company reports half-yearly, the period from the end of

the financial peried up to, and including, the announcement; or
(i)  where the company reports quarterly, the period of 30 days
immediately preceding a quarterly announcement (or from the engd
of the period to the announcement, if shorter), except in the case
of the announcement of annual results.

PROCEDURE
Offer and acceptance/grants under deed

5.40 As for any other legal contract, an option will only be enforceable if
consideration is given for its grant or the option is executed as a deed.

Options may be granted by the company sending out invitations to
eligible employees and requiring consideration to be paid for the option grant,
Generally speaking, the alternative procedure of granting an option under deed
is much simpler. The grant of options under deed saves time and effort since
it is not necessary to wait for the optionholder to respond to the invitation by,
applying for the option, or even requiring him to pay the consideration (which
is often a nominal amount of, say, £1). In particular, it does not matter ifahe
proposed optionholder is absent on business or holiday. For these reasons,

Mmost companies now grant options under deed involving a pre<orinted

certificate, countersigned by a director and Secretary as may beé\required by

the company’s articles of association, although normally the signatures wil]
be pre-printed as well. Options may, alternatively, be granfédander a single
(global) deed of grant which sets out a list of the optiong abing granted in a

schedule. In this case, optionholders need only receive a certificate which does
not need to be executed.

5.42 Any payment for the grant of an option will be deducted in calculating
any gain for income tax purposes accruing on the exercise of an unapproved
option or approved option exercised within three years (ITEPA 2003, s 478),

PRICE

CSOP options

5.43  ITEPA 2003, Sch 4, para 22 provides that the price at which shares
may be acquired on the exercise of an approved option must be stated at
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i i ice may be stated in a currency 0@her than
e time of gram'bzr;ig::‘:gceﬁeaf l:l)( or SI.){Ch higher market value as is agreed
e g maﬁ Assets Valuation at HMRC’, which allows options tolbe
e an]isted shares without waiting for Shares anc'! Ass;ts Valuanoli}

e ket value of the shares. The acquisition price of the.shares is
E agr?jeai]:nrtl:luto a legally binding contract that it is difficult to envisage any
so fun

t of an option without stating the exercise price.
gran

: P can be drafted to allow for a.varlatlmle
5.44 A Al.t hotﬁl’;i:g“ Liiléa{ifg onSt(lze option. For instan‘ce, the exercise price
exercise price sed on each anniversary of the date of grant by an amount
ey be l‘ncrfiﬁe increase in the retail prices index over the previous year, or
mpres§nt1ﬂ8 increase from time-to-time to reflect the carrymg'cosls of the
e maydl rin kthe option period (ie interest costs on a notional loan to
P sha;'les hlaltrc-sgless the amount of dividends payable on that number of
B s f ISI as the exercise price of a CSOP option is determinable at any
o arest)};esfc‘;’uifcmem for the exercise price to be stated at the time of grant

=

:;,Igud be satisfied.

i ice which is not manifestly less
SOP options must be granted at a price w ; “ '
- the n(':larket v[zllue of shares of the same class at the time of grgnl..OP;:‘c:ES
th;n be granted at a higher price than the market value. CSOP options g
:tlff discount are subject to income tax (ITEPA 2003, s 526).

1 i i ded in the London Stock
alue of shares which are inclu _ :
ISE.J?c:ﬁhangc;r fga“\’y Official List (but not AIM shares) will 1101'1(:1\;3;11.3/l hbee r(i}:;:ﬁ
ted prices for the relevant day (or an average '
fir;;:) tt'};:hgur?laerkg value is taken from TCGA 1992, s 272, which currently

provides for the lower of:

(a) the quarter-up price (the lower of the two prices shown for the relevant
day plus 25 per cent of the difference); or

in pri highest and lowest prices)
bargain price (halfway between the e
i’ igﬁor?gjg oarl)rgthe pre]evam day (unless there have been any special
circumstances).

" writi i i The Market Value of Shares,
ti of writing, a draft regulation ( % ‘ :
?éc;??tie;maend Strips Rbegulations 2014) hfas been published for consultation
which would result in a simplified calculation — see 4.81 above.

547 Non-quoted shares are valued at the price which SUChI?F]g;; rznéggn
réasonab]y be expected to fetch on a sza_};(iln))th; ](t)t};)g:gr;:e‘ll:l;e:n (a ot O;.

a 36(1) and TCGA 1992, s ; . walugi
gf(l::l‘;: cl;i(r)‘tled (gn)overseas stock exchanges currently needs to tl)(e élgrﬁzﬁ \Zlg;
Shares and Assets Valuation, the prices 1(:13\ tShB ANS\;V Yczir;(nig(:jc - ;clhe %v e

i Stock Exchange (but not as B :
g:e?tn}:igszl will normally be accepted as market. valucf. This r?C{IL:I:ZIn;nn(;
will likely change as a result of the proposed regulation referred to at 4.

4.83 above.
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5.48 Discretionary Share Option Schemes

5.48 Problems often arise in valuing shares for the purposes of the

options are granted not later than the day of any offer for sale, then Shareg
and Assets Valuation may be prepared to treat the offer for sale price ag
the market value, provided there is a fixed price and the grant takes effect
unconditionally no later than the day of the flotation. If HMRC are consulted
in advance and will not accept the offer for sale price as market value on the
day of flotation, for example because of significant ‘grey market’ trading, then
the grant of options may need to oceur in advance of flotation. It is often the
case that the shareholders of a company proposing a flotation do not wish to
see unconditional grants of options prior to flotation and, in such cases, the
scheme rules may provide for the lapse of options if the proposed flotation
does not take place within a specified number of days after grant,

the market value of the shares on a day earlier than 30 days prior to the date
of grant. Where options are granted under deed, unilaterally, by the company,
HMRC will not normally agree to value the shares by reference to the market
value over more than five dealing days prior to the grant. Similarly, where
applications for the grant of options are invited, HMRC will not normally
agree to value the shares by reference to the average market value over more
than five dealing days before the date of invitation, Any such five-day period
must, in any event, fall within the 30-day period.

5.50 CSOP options must be granted at a price which is not ‘manif; ostly” less
than the market value of the shares at the material time. ‘Manifestly s strictly
interpreted by HMRC and s0, where fractions of a share are. involved, the
fractional amount should be rounded up. HMRC emphasisethatif an exercise
price is not determined exactly in accordance with the uiies-of the approved
scheme, the option will not qualify for income tax relief. HMRC specifically
seeks information, through the annual return, of the basis on which the market
value of the shares was determined, including, in the case of unquoted shares
and, currently, shares quoted on any overseas recognised stock exchange, the
date Shares and Assets Valuation agreed to the market value,

5.51 By virtue of ITEPA 2003, s 526, any undervalue on the grant of
approved options is taxable as income of the tax year in which the option
is granted. Any amount charged to income tax under ITEPA 2003, s 526 is

determining the cost of the shares on any subsequent disposal. Tt appears that
if a CSOP option is granted at less than the market value of the shares, then
the option will inevitably have been granted otherwise than in accordance with
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5.52
than the
s 475(1)).

5.53 _
income tax in respect o

g tthgz tf(;] geer? l-1?{(3511'5 as a result of ABI Guidelines (ABI Guidelines,
of an opti

y . . . . [i
't;.\:d'ld 0 F dlrcCtOI’S or, more SpEClﬁca"y m hSled C{)mpamCS, the RGIIIHIIEIa on
- 1— A

mittee. AN lop i t Shﬂ[‘e
1t app I iale 1“[ m Ul ll()al‘d Ieso]ull()l'l fOI‘ l.he g—raﬂ[ 0

Discretionary Share Option Schemes ~ 5.55

ins i ill, therefore,
OP legislative requirements (and any gains on exercise will, t

ect to income tax).

Unnpproved options

Sy & Of p i 1
I . (0] I )
n unappr()\‘ed Slla]e Opil n S‘Clle nes, the grant a]l(“ tion at OCISS
ma['kbt “alue L']" not be C]lﬂlgeable to income tax IIEI l‘& 20 3,

i 1 option was only relieved from
i ril 2003, an unapproveq op :
e Apf gains arising on grant if it was capabl_e of exerc_:;se fo;
i'r?)m grant. Most schemes continue to limit the lifespa

paragraph 2.viii).

Board resolution to grant options

; . L he
Under most schemes, the authority to grant options is given (o (

options is as follows:

‘Directors’ resolution

i ed
d)] options be hereby grante
ED THAT [CSOP]/[Part B (unappmve ;
o RES]OSL;;re Option Scheme to the following employees:

nder the [ | B |
; d address ~ Number of shares Exercise price Term}\voa performance
E o largel!
of optionholders :
ils tails
[Details] [Details] [Details] [Details]

i i ificates and to
The Secretary be hereby instructed to prepare anc! lSSLlP: the option certific
make all necessary regulatory notifications accordingly.

2.55 Boards of directors and Remuneration Commltteesl o{;egui%riz St::':
pt be granted in advance of the actual dau_a of gran . .
& st cannot be ascertained at the time the du"lectors, 4
i etec pgcfnmittee meets, but there is no reason why options cannot [

dR:tr;]rlrJ:E:([ll?l? ad(\)iance bas,ed on an aggregate acquisition price. An appropriate

form of board resolution is as follows:

‘Directors’ resolution

i b CSOP)/[Part B (unapproved)]
THAT with effect from [date], [ B ave
IT WASbRﬁSrE:%;[ S;)nted at a price equal to the [market.valucg[mldlgnﬁf?; lLlo(::mg
glrjil(;:]nim (Especiﬁed date of grant] under the [ ] Share Option Scheme

employees:

3



5.56 Df,ycrg[;'g”a,y Share Option Schemes

Name apg address ~ Number of shares  Exercise price Terms or Petformaneg
of optionholders largets

[Details] [Details] [Details] [Details]

PROVIDED THAT the number of shares above shall pe limited, where appropriate,
to such lesser number of shares as shall not exceed any limit on the number of shareg

available to that individual under the Scheme rules.’

Option certificate

5.56 ITEPA 2003, Sch 4, para 21A requires optionholders to receive
certain specified information on grant (as denoted by * in 5.57 below), which

5.57  Any form of option certificate should contain the following:

° the identity of the optionholder;

e the name of the company;

] the name of the scheme;

L the maximum number of shares under option*;
® the exercise price (per share)*:

° a description of the shares which may be acquired*;

° details of any restrictions which apply to the shares to be acquireds;
° the period during which the option may be exercised*;

. the circumstances in which the option may lapse*:

e a statement that the option is not transferable, and that (he option rights
will lapse upon the occasion of any assignment, chargedisposal or other
dealing with the rights conveyed by it or in any other clrcumstances; and

s any performance targets or special conditions of oxercise (if these were
not included in any invitation)*,

HMRC accepts that the option certificate need not set out in detail all of the
above information but may cross-refer to the provisions of the scheme rules.

includes provisions for options to be granted under deed or as 2 result of an
invitation of applications and Payment of nominal consideration for the grant

of the option. Most schemes now provide for the grant of options solely under
deed.

5.59 The manner in which 4 company may execute a document must be
ascertained from the articles of association.
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i:éal is as follows.

Date of grant

[Details]

5.62

Discretionary Share Option Schemes
e i ific for options granted under
ommended form of option certificate for options g
B n’l /.
A rec
[Certificate No]

‘SHARE OPTION CERTIFICATE
[ ] ple/Limited
SHARE OPTION SCHEME
Exercise price per

share
[Details] | Details]

i Number of shares
Normal first exercise

date

[Details]
of

if AE) i e T e RS SRS A i
i lhhi[ been granted an Option to acquire the number of ordinary
as be a

...... s exercise price shown above under
"""""" [ Jp each fully paid in the Company at the exercise price sh
eal
shares of [ Ip

....... 1 Share Option Scheme.

¢ Rules of the [ iversary of the date of grant.
S ot be exercised later than the tenth anniversary of the dal &

- ion may no XETeis
‘] he option m

Executed as a deed)

by [a person] on behalf)

of [a company])

in the presence of:) i

[Secretary]

I e Optio ( ansiera and w Se upon a 5 a anme charge
N 1S e, “ lﬂph'.. upor lelcll nent, é, s
)

(1) |
iSpos: er dealing. —
disposal or other dez | N !
The option may be exercised and may lapse in other circumstanc
(2) e op g ;
the scheme rules. | ’ - 1S
i for inspec request 1o
A s of the Scheme rules is available for inspection upon req
3) copy

’ F KE N A SAFE PLACE’
THIS CERTIFICATE IS IMPORTANT AND SHOULD BE KEPT I

~ sart1 e te
issue a balance certifica
S company to issue et
any schemes allow the . e o5
. Md?cquis exercised in part; the option certificate may tzircumq[anccs
e Optlor cancellation and replacement in approprfal’t; :bccn i
?ﬂdﬂrbﬁmelg where the number and price of option s?z;es as ]
or example, i price Shar
fn!lowinupany variation of share capital (see Chapte
N (=

Disclaimer of options

5-62 IVIdIl [)l.lb ya SL]!EIILLS nro - ) Fl) )“l] l(le WI 0 SO
Vld(. or an optic [§) )
l[Q com y . .
3 y 1m 4an ()[)llOl’l glan‘ed to l“ nw ll]“ll d \)cbl[lbd ]JEI“JOLI j( HOW“lg
wishes, to dl%Cla
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6.8 Enterprise Management Incentives

new grant may be made within three
qualifying option (ITEPA 2003, Sch 5,
new EMI grant to be made within three
that the previous grants were over shares with a value of £249,999 or Jegs,
EMI options, therefore qualify for relief if, at the time of grant, there has beep
no previous qualifying option granted in excess of the £250,000 Limit in the
previous three years.

6.8 In determining the £250
treated as unexercised EMI o
CSOP options are subsisting,
be granted.

,000 limit, unexercised CSOP options are
ptions. This means that if the maximum £30,000
only up to £220,000 worth of EMI options may

No limits on the number of participants

6.9 There is no limit on the number of employees who may hold
qualifying options in respect of shares in the relevant company but there is
an overall limit of £3m worth of subsisting EMI options (ITEPA 2003, Sch 5,
para 7).

Qualifying companies

6.10  Part 3 of ITEPA 2003, Sch 5 lays down restrictions on the types of
company which may grant EMI options and these restrictions mark out EMI
options relief as more ‘targeted’ than CSOP options,

Independence test

6.11 ITEPA 2003, Sch 5, para 9 provides that companies must 2ot te:

(a) a 51 per cent subsidiary of another com
another holds 51 per cent of the shares);

under the control (within ITA 2007, s 995) of anethel cOompany; or

under the control of another company and any other person connected
with it (without being a 51 per cent subsidiary).

pany (ie a company in which
(b)
(c)

There must also be no arrangements in existence by virtue of which the
company could become a 51 per cent subsidiary or come under the control of
another company (other than as a result of a ‘qualifying exchange of shares’
within ITEPA 2003, Sch 5 — see 6.46 below). Where an investment has been
made by one or more venture capital investors and others then a shareholder
agreement will usually be entered into in order to lay down how the business
will be run. Technically, any such agreement might amount to the company
being under the control of another company and any connected persons. It
is understood that HMRC do not intend to apply this test aggressively, but

care will always need to be taken when there is any form of shareholders’
agreement in existence.
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years of the date of the last grant as g
para 6). It is possible, however, for a
years of the last EMI grant, provideq

Enterprise Management Incentives 6.14

Oualifying subsidiaries test
i _‘

f ) s subsidiaries, all those subsidiaries
company (‘the parent’) has su sidiarie
a2 *“:xgﬁfey?ng sull)::sicliaries’: ITEPA 2003, Sch 5,' para Ing; sé%t;%d;a;rz;(s)
guscte which is under the control within the meaning of !
“gfgﬁ} another company (and any connected persons).
an

: A company is a ‘qualifying subsidiary’ of another company (‘the
6.13

oarent’) if all the following conditions are met:
p

{hat the subsidiary is a 51 per cent subsidiary of its holding company;
jan tha

person (other than the parent or its subsidiaries) has control of the
(b) noO per
% company; and

in exi " which any of the
there are no arrangements in existence as a result of which any
P above conditions would cease.

i ditions will not
isi ich make it clear that the aboye con ‘

g‘hire ar?:l [:so;;f\t?r?; c\:?;ils(;d to apply where either a w;_ngllng up l;;rl cﬁ:.g())se:
e R bsidi it wi o be a qualifying su

2 i hereby it will cease to . :
oG ;ugzidi:g:'y bé:a ?ide 3éommercia.l reasons, ie not for the p#rpozis:ij ;1: eu:;
-~ E 7)), or where anything 1s

‘ 003, Sch 5, para 11(4)(7)), or Ang.
s.vmdsa:qc:e(:;E (?:hi company being in administration or receivership (ITEPA
acon
2003, Sch 5, para 11(8)~(10)).

idi ich i managing subsidiary, ie one whose_ bpsmess
a SuPSldlaf]{)lT'h]cT ga?n[;;o?ne?ge holdignggof managing .Of land, buﬂdmg;og;
FOHSIStS’ Wl.':mdy will not, however, be a qualifying subsidiary if the parent =
' l? vari.ous 90 p,er cent tests — it must hold at least 90 per cent “)1 o=
POt SaUSilY apital, 90 per cent of the votes, 90 per cent of the assets _avtz;i af 1
lfssuz?stsrigll-lctif)npon ,a winding up and 90 per cent of the profits available fo
d(;;t.ribution (ITEPA 2003, Sch 5, para 11A(1)).

Gross assets and employees tests

6.14  ITEPA 2003, Sch 5, para 12 provides for a gross assets te'SIEh‘: lr]ﬁfcl:;
o.f the company (or group of companies) granting EMI opngns. T oy
f £30m. Where there is more than one member (f s s
%;Osznal;zent?e: the £30m test applies to the consolngiatetli Tera;f 30 (;;: geh ;5)
o 5 § i companies. > )
disregargmg 'f]%ﬁiﬁ:ﬁ;siﬂnz&t)%eiogﬂﬁ the a?failabili.ty of EMI options. to
s W;:dl roups with less than 250 full-time equ:valent‘cmployi,es.l u;
COlmplfn:'les the n%mber of full-time equivalent employees, part-time emp ciyssé
t:ecgo?l:gegd on a pro rated basis, but employees on matam1ty.v’pact1e:1‘;‘n1ftuy1 Lfime
and students on vocational training are exe‘luded. I—IMRCI tjei%]arlumh e
employee as someone whose standard working week (exc l:l g et Sk
an(;J ovirtime) is at least 35 hours, although any gmployeT who \:vrge s liipe’
of 35 hours would still only count as one full-time employee. p
these two tests is to limit EMI options to small companies.
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6.15 Enterprise Management Incentives

UK permanent establishment and trading activities tests
6.15 I : i 4
Company ”ﬁil:ﬁ 20g3, Sch 5, para 14A provides that, in relation to a sing]
comy A order to be. able to grant EMI options the company mu '
anp Ortr;]anent establishment in the UK. For a group, this requiremgm isSt ha\{e
y other member of the group has a permanent establishment in the Unll(etﬁ

either case, the trading activiti
. g activities test must b [ i
permanent establishment in the UK. PmeL by the company whiES

ITEP 5
A 2003, Sch 5, paras 13 and 14 set out alternative tests on trading

activities depending on wheth S
e85 er a sin
group i fiivaled. gle company or a parent company of a

6.16 In the case of a sin
gle company, the com exi
& ' , pany must exist wh
! i; gl::?r(r)s?nof (c):anylr;]g on one or more qualifying trades (see 6.18 bel(?\i'l)yafr(l)é
ying on such a trade, or preparing to do so, ignoring any incidenta]

activities (e.g. holdin i i
by if) g Ing property for one or more qualifying trades carried op

6.17  In the case of a group of compani

% _ ) panies, at least one group m
acltlis\fi ts}.:t;sﬂy]et];i Stiensés mf6.16 above. In addition, disrega:dinggany pinci?itennbt:;
et a,substamialss a(:t t'he group talktm as a whole must not consist wholly
08 subst &Cﬁvfi_ , in the carrying on of non-qualifying activities, othe;
e ities, e.g. the ho]du]g of shares in a subsidiary, making
ware o %;Ollllp company, or holding property used in qualifying trades
T i ;tho;'gpany (sef? 619 below). Non-qualifying activities
course of a trade. HMli(lfvgé?lS(arglil 3?;;1;}55 Ctil'ﬂ'ed ites amontine S
than 20 per cent of the trade formya subs]ta?:rtiala[tazfttgfl tllhe: ?vnﬁ(?;;mmg A

(c)

6.18 i
By virtue of ITEPA 2003, Sch 5, para 15(1), a trade isa.Gualifying

trade if it:
(d)

(a) is conducted on ; :
a commercial basis wi ] 5
profits; and asis with a view tosiie realisation of

(b) does not consist wholl i
. y or mainly (or as to a i i
carrying on of excluded activities (see 6.19 belofvufsmn“al P B G

Rese

s Coanl;(;;leir;cé rﬁiﬁ?b?mem-b'y t!1e company (or a company in the group) prior

e i 0 ahquallfylng trade, which it is intended to carry on, is

-~ rying on the qualif ying trade. However, preparation for ca 1
research and development is not the carrying on of a qualifyingr;'};;eg

6.19 A iviti
number of activities are treated as excluded activities so that

companies carrying them out ifyi i
con g cannot grant qualifying options. These activities

(a) Dealing in land, i iti
, In commodities and future i iti
Pl e daiies tures or in shares, securities or
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Dealing in goods otherwise than in the course of an ordinary trade of
wholesale or retail distribution.

‘Wholesale distribution’ means a trade where goods are offered for sale
or for resale (or processing and resale) to members of the public for their
use and consumption. ‘Retail distribution’ means a trade where goods
are offered for sale to members of the general public for their use and
consumption (ITEPA 2003, Sch 5, para 17).

A trade is not ‘an ordinary trade of wholesale or retail distribution’ if
it consists, to a substantial extent, in dealing in goods of a kind which
are collected or held as an investment (or a mix of that and some other
excluded activity), or if goods are held for a significantly longer period

than would reasonably be expected.

It is an indication of the carrying on of ‘an ordinary trade of wholesale or
retail distribution’ if the goods are bought in quantities larger than they
are sold, or if the goods are bought and sold by the dealer in different
warkets, or if the person employs staff and incurs expenses in the trade
ia addition to the cost of the goods and (in the case of a trade carried
on by a company) any remuneration paid to any person connected with
it. It is an indication that the activities are not ‘an ordinary trade of
wholesale or retail distribution’ if there are purchases of sales from and
to a person who are connected with the trader, or if the purchases are
matched with forward sales or vice versa, or if the goods are held by that
person for longer than is normal for goods of the kind in question, or
if the trade is carried on otherwise than at a place or places commonly
used for wholesale or retail trade, or if the person does not take physical

possession of the goods.

Banking, insurance, moneylending, debt-factoring, hire purchase
financing or other financial activities.

Leasing (including letting ships on charter or other assets on hire).

Letting of ships — ITEPA 2003, Sch 5, para 18 provides supplementary
information on the letting of ships (but does not apply to offshore
installations or pleasure craft). A trade shall not be excluded from being
a qualifying trade by reason only of its consisting in letting ships on
charter if the following requirements are met:

every ship let on charter is beneficially owned by the company;

every ship beneficially owned by the company is registered in the
UK;

the company is solely responsible for arranging the marketing of
the services of its ships; and

- the following conditions are satisfied:

e the letting is for a period not exceeding 12 months and there
is no provision for extending it (other than at the option of

the charterer);
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L
Operating Or managing nursing homes or residential care homes, or

during the letting there is no provision for a new letting &
2 managing property used as a nursing home or residential care home.

(other than at the option of the charterer) which wil] end

more than 12 months after the provision is made:
p ion is made; [TEPA 2003, Sch 5, para 22 provides supplementary information on

nursing homes and residential care homes. Nursing homes are defined
as establishments which exist wholly or mainly for the provision of
nursing care for persons suffering from sickness, injury or infirmity
or for women in maternity wards. Residential care homes are defined
as establishments that exist wholly or mainly for the provision of
residential accommodation (with board and personal care) for persons in
need of personal care by reason of old age, mental or physical disability,
alcoholic or drug dependence, any past illness, past or present mental
disorder. Any such activities are excluded activities if the company
has an estate or interest in, or is in occupation of, the nursing home or
residential care home in question.

(I) Providing services or facilities for another person carrying on an
excluded activity.

° ltjhee letting is by way of a bargain made at arm’s length
tween the company and a person who is not
il 1o connected

. under the charter, the company is responsi inci
: ' U ponsible as princi
fo'r managing the ship and defraying expenses in connectirz)il
with the ship (other than those of a particular voyage); and

° no arrangements exist for someone t i
0 be a
] manager of the ship. ProTIed 8

(e)  Receiving royalties or licence fees.

Receipt of royalties and licence fees — IT

' lic — ITEPA 2003, Sch 5 ‘
pr(()jwdes supplementary information on royalties and licencé }:’:;2 12
trade shall not be excluded from being a qualifying trade by rea.son

gnll}_f that it_con§ists to a su-bstantial extent in the receiving of royalties
atrtr'tl():ence fees if the roy_aitr_es and licence fees (or substantially all) are
ot nln slta:ézoto tthe exploitation of intangible assets (in accordance with
untancy practice), the whole or greater part of
of which has been created b - g st
( : d by the company or a qualifying subsidi
anludmg most forms of intellectual property which have been creata?ci
y the company (alone or with others).

Providing legal or accountancy services.

Property development.

ITEPA 2003, Sch 5, para 20 provides supplementary informatidiin

ITEPA 2003, Sch 5, para 23 provides that the provision of services or
facilities for a business carried on by another person is excluded if it
consists, to a substantial extent, of excluded activities and a controlling
interest in the business is held by a person who also has a controlling
interest in the business carried on by the company providing the services
or facilities. Control of the business is extended in the case of a close
company to cases where the person and his associates (being a director
of the company) beneficially own 30 per cent of the ordinary share
capital or are able directly or indirectly to control more than 30 per cent
of that share capital or not less than one half of the business could, for
the purposes of CTA 2010, s 942, be regarded as belonging to them for

the purposes of CTA 2010, s 941 (company reconstructions without a

s e
elation to property development which is defined as the develenment h f 1)
ML change of control).

H of land by a company which has (or at any time has had) an.i{ntcrest in

) i)afn:ﬂ ?1;1[2:- ;?teirslo[l:e()]; :{;a\i:h(;gjicgsog rea]}ising a gain t'rqrn the dlisposal (m) Shipbuilding (for options granted from 21 July 2008).

| ieooy itphenc) it ggﬁoc:]pse;l‘.l eI;] ;?]rcest:;l;t?r;gtlnc]ude The definition of shipbuilding is set out in ITEPA 2003, Sch 5, para 20A
i right but do not include the interests of creditors g lnoﬁéage,s. P apribesace o Buogssn Iofllion 2 =

l.. () Fafiiliig or market — (n) Producing coal (for options granted from 21 July 2008).

ITEPA 2003, Sch 5, para 20B provides that coal is defined in accordance
with Buropean legislation on state aid, and includes the extraction of

coal.

‘ 3 ’ I ¥
(1) IIOIdI”g ma“aglng OT 0Ccu; 1n WO()C[]EHI S, an Othel fOI est activi es
I . I [ .
|

i () Operating or managing hotels or comparable establishments or

I‘ b managing property used as a hotel or comparable establishment. e e

ITEPA 2003, Sch 5, para 20C provides that the definition of steel
includes any of the steel products listed in Annex 1 to the European
guidelines on national regional aid (OJ [2006] C54/08) published in the
Official Journal on 4 March 2006.

It is possible to seek comfort from HMRC before options are granted as to

whether it considers that a company will qualify for the grant of EMI options
by writing to the Small Company Enterprise Centre (SCEC) at:

! ll;glill’A 25)03, Sch 5, para 2_] provides supplementary information on
|; ‘. hosuj zr; ::}:)mparal;ll_e ;:stab]nshments which is defined as a guest house
Other establishment the main purpose of maintaini which is
o blis ing wh
the provision of facilities for overnight accommodation (with ir wilt(t:llzulii
‘.' catering services). The activities will only be excluded if the person

| has an estate or interest, or is in occupati F
.. » onof, t - »
H establishment in question. : he hotel or comparable
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6.20 Enterprise Management Incentives

Local Compliance

Small Company Enterprise Centre Admin Team
S0777

PO Box 3900
Glasgow
G70 6AA

The SCEC will only give its view on the qualifying requirements, and not in

relation to other aspects of an EMI option, such as whether an individual is an
eligible employee.

Eligible employees

6.20 Part 4 of ITEPA 2003, Sch 5 lays down three eligibility tests relating
to individuals which must be satisfied. These three eligibility tests are gz
requirement that the individual is employed with the relevant company, g

requirement in relation to his commitment of working time and a requirement
that he has no material interest.

The requirement of employment with the relevant company

6.21 ITEPA 2003, Sch 5, para 25 provides that an individual will only
be eligible if he is an employee of the company whose shares are the subject
of the option or of a qualifying subsidiary (see 6.13 above) of that company.,

Commitment of working time test

6.22 ITEPA 2003, Sch 5, para 26 provides that an employee will guly
be eligible if they satisfy one of the two tests in respect of the time they 4dre
required to spend on their duties (‘committed time’). These alternafive tests
are that their committed time amounts to:

(a) atleast 25 hours a week; or

(b) ifless, 75 per cent of their working time (all gainful ~erk including self-
employment).

Committed or working time includes any time which the employee would
have been required to spend on their duties in relevant employment (ITEPA
2003, Sch 3, para 26(2)—(4)) but for injury, disability, pregnancy, childbirth,
maternity or paternity leave or parental leave, reasonable holiday entitlement or
any garden leave. Relevant employment means employment with the relevant

company or (if the relevant company is a parent company) employment with
any group company,

The ‘no material interest’ requirement

6.23 ITEPA 2003, Sch 5, para 28 excludes participation by individuals
who have a material interest (see 6.24 below) in the company (or any 51
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- cent subsidiary
P Lout their associate
‘has :
'-lh eir relatives

Enterprise Management Incentives 6.28

). An individual has a material in_tercst it they (w1.tht (S);

. §) or any associate (with_ or w1thout [ht'?,ll" gszpsilgueal
ial interest. An associate means, in relation to an indi 1:

a materia (lineal predecessors or descendants) or )par?fl:;, ttl;l‘llsst:;ss gf

or any relative of theirs) and the

| nt ?gvt(ci%tbgeﬁ[:émployyee benefit Lrust.s). under.whlch t{xety agi

" g beneficiary or the personal representatives of any estate

e aswzilere the individual is a beneficiary) which is interested in shares

mfthtﬁz o moany (ITEPA 2003, Sch 5, paras 31-33)

0

4 By virtue of TTEPA 2003, Sch 5, para 29, a material interest in a
6!2

means: _ .
compzlzleﬁcial ownership of (or the ability to control) directly or indirectly,
()

more than 30 per cent of the ordinary share capital;

i ion of, or entitlement
company is a close company) 'h.e possessi _
> (Wh: 1-t:litl'I::es;uch Eighyts as would, upon the winding up of the comp_elmglgrf:)r;
t?t?erq circumstances, give a right to 30 per cent of the assets ?;%1 aa e o
(:iscribution A close company includes a comp(e_:l’r;‘};X tgagl\go;xMzia) o im
\ . i i der 3 s
: for its non-UK residence un : :
Zﬂﬁzﬁ{ E:éel? CTA 2010, ss 446 and 447 (exciu§1;?n of certzzg](i%(;treei
i S has the ability to con
v nies). For these purposes, a person . (
:f trlr:apﬁas a)right to subscribe for them (ie the shares are unissued).

any settlement

6.25 In determining whether any person has a material inttzlr‘es;té s:rlgzzs
: der EMI options and unappropriated shares held under a SIP all;e h;Sr esg ;
%llui the 30 per cent test will be applied to a smaller number of s :

Terms of options

irements as to the terms
5 of ITEPA 2003, Sch 5 lays down requir
g}ztge optri’ra):s w(I)1ich must be satisfied. These le;'msfrglgte to thfctijsfgdcs :1)12 stllarrgz
i ' ion i ble of being exe ;
be acquired when the option is capab -
ﬁattnem aag);ced 'mqwriting and the non-assignability of the option.

Type of shares that may be acquired

6.27 By virtue of ITEPA 2003, Sch 3, para 35 options must be over shares
hich: ‘
:;)]c form part of the ordinary share capital of the relevant company (see 6.21
above);
(b) are fully paid up; and
(c) are not redeemable.

Option capable of exercise within ten years

i sised within 10 years of the
tion must be capable of being exercise : 4
cﬁi:':lztg of gﬁ;:togTEPA 2003, Sch 5, para 36). This does not mean that an EM
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8.93 Share Incentive Plans or SIPs — General
MISCELLANEOUS
Company reconstructions and rights issues

8.93 ITEPA 2003, Sch 2, paras 87 and 88 contain provisions which
allow a new holding of shares received on a company reconstruction (e.g. a
share exchange on a takeover, or upon a scheme of arrangement, or a bonus
or rights issue) to be treated as if it were the original holding and therefore
provides relief from income tax and capital gains tax on any gains arising
on the disposal of the original holding involved in the transaction. The relief
is available where the new holding is equated with the original holding for
capital gains tax purposes, including a transaction where the new holding
consists of, or includes, a qualifying corporate bond (within the meaning given
by TCGA 1992, s 117). However, the relief is not available where the new
holding consists of redeemable shares, a bonus issue which follows an earlier
repayment of share capital, or a stock dividend taxable as income under ICTA
1988, s 249.

894  Where in respect of plan shares the trustees subscribe for new shares
on the same terms as all other shareholders under a rights issue then the rights
shares taken up will be treated as part of a new holding under a company
reconstruction (see 8.93 above) for capital gains tax purposes unless funds
are provided to exercise the rights otherwise than under the tail-swallowing
powers of the trustees under ITEPA 2003, Sch 2, para 77. In addition, if any
rights are offered specifically to participants in the plan (or on special terms),
the shares acquired will be outside the relief for company reconstructions and
will be treated as a part disposal for capital gains tax purposes.

Relief from stamp duty

8.95  Where partnership or dividend shares are transferred by, the-trustees
of a SIP to a participant, no stamp duty or stamp duty reserve tax\is\due on the
stock transfer or in relation to the agreement to transfer (FA 246015 95). Stamp
duty issues are not in point on the acquisition of shares fer wiconsideration,
as with free and matching shares.

HMRC’s power to require information

896  ITEPA 2003, Sch2, para93 enables HMRC to obtain such information
as it may from time to time require for the performance of its functions from
any person who may have the information (or can reasonably be expected to
provide it). In particular, HMRC can obtain information to enable it:

(a) to check anything contained in a notification of the SIP or any annual
return; or

(b) to determine the liability to tax (including capital gains tax) of any
participant in the plan or any other person who may have such a liability
in connection with the SIP.
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It can also seek information about the administration of the plan and any
proposed alteration. HMRC must give at least three months’ notice of any
information sought and there are penalties for non-compliance.

Plan returns

8.97 ITEPA 2003, Sch 2, para 81B provides that the company operating
the SIP must file an annual return with HMRC by 6 July immediately
following the end of the relevant tax year. This return must be in such form,
and contain such information, as HMRC shall require and, under ITEPA 2003,
Sch 2, para 81D must be filed electronically through the HMR online system.
This return should also indicate whether, during the relevant tax year, any
alterations to a ‘key feature’ of the plan have been made. Penalties may apply
in the case of a late or missed filing.

898 If at any time HMRC has reason to believe that the requirements
of TTEPA 2003, Sch 2 are not, or have not been, met, HMRC may open an
engiiry into the SIP. Where, following such enquiry, HMRC consider that the
iegislative requirements have not been met, HMRC may require amendments
to be made to the SIP terms, or may issue a closure notice specifying that the
SIP shall not maintain tax-advantaged status from the date of the notice, or
such earlier date as HMRC may specify. Such a determination will not affect
the tax advantages enjoyed by participants, but may result in a penalty being
imposed on the company operating the STP calculated by reference to the tax
savings being made by participants (see 4.55 above).

899  The company may appeal to the Tax Tribunal within 30 days against
a decision of HMRC to:

(a) impose penalties on the company;

(b) withdraw corporation tax relief (see 9.21-9.23 and 10.19); or

(¢c) require amendments to a SIP.

Termination of plan

8.100 The plan may provide for the company by notice to terminate a plan
early (ITEPA 2003, Sch 2, para 89(1)). The company may include in the plan
such circumstances of early termination as it may determine. These may relate
to the expiry of a specified period, a change of control of the company or at
the exercise of a discretion on the part of the directors. Any plan termination
notice must be served on the following without delay:

(a) the trustees; and

(b) all participants (including any individual who has entered into a
partnership share agreement even though he may not yet have any
shares).
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Chapter 9

SIPs — Free Shares

INTRODUCTION

9.1 A Share Incentive Plan (SIP) can provide for the award of free shares.
] Tax (Earnings and Pensions) Act 2003 (ITEPA 2003), Sch 2 provides

Income
tax reliefs for the participant (see 9.14-9.20 below) and tax deductions for the

company (see 9,21 and 9.22 below).

VAXIMUM ANNUAL AWARD

92 The maximum value of shares which can be awarded as free shares
under a SIP each tax year is £3,600 (ITEPA 2003, Sch 2, para 35), increased
from £3,000 from 6 April 2014. This is based on the market value of the shares
on the date they are awarded. For this purpose, any restrictions (including
forfeiture provisions) are disregarded in valuing the shares.

The market value of shares quoted on a recognised stock exchange will depend
on whether those shares are acquired on the market, in which case HMRC
will allow the market value to be determined by reference to the average
acquisition costs of the shares over the period of up to five consecutive dealing
days ending on the date of the award, or whether the shares are new issue (or
already held in the trust), in which case HMRC will allow the market value
to be determined by reference to the quoted price on the date of the award or
on the previous dealing date, or as the average quoted prices over a period
specified in the rules of up to five days immediately preceding the award.
The market value of unquoted shares must be agreed with Shares and Assets
Valuation at HMRC who have issued a form of application (Form VAL 230)
for valuations which may be used by the employer company.

PERFORMANCE ALLOWANCES

9.3 It is possible for the plan to provide for free shares to be allocated
on the basis of performance allowances (conditions). Performance allowances
may determine whether or not free shares will be awarded to an individual
and the number or value of the free shares to be awarded. It should be noted
that this flexibility relates only to pre-allocation targets: the performance
allowances cannot be imposed as conditions for the release of shares
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(i.e. once the trustee is holding shares for an employee those shares cannot

be forfeited based on performance). This means that performance aHOWanceg
will normally relate to one financial year and the awards will be made i b

next financial year, thus effectively extending the plan term by the length of

the performance period, as notifications of potential allocations will be sent
to employees 12 months in advance of the allocation date). It remains open to
companies, however, to operate group-wide targets which must be satisfieq in
order that the plan is operated in any year. In such cases the requirementg in
relation to performance allowances will not apply as employees need not be
informed of the conditions for operating the plan in advance of the allocationg
being made.

9.4 ITEPA 2003, Sch 2, para 38 provides that if performance allowanceg
are imposed in relation to an award, they must apply to all qualifying
employees.

Performance allowances — measures and targets

9.5 ITEPA 2003, Sch 2, para 39 provides that any performance allowances
used must:

(a)  be based on business results and other objective criteria; and

(b)  be fair and objective measures of the performance of the units to which
they apply.

There is, therefore, no scope for the exercise of discretion in determining
whether performance allowances are satisfied.

9.6 Performance allowances must be set by reference to performancé
units comprising one or more employees. In that case it will be easy-in
identify a performance unit — a group of companies, a company, a division
or any business unit (even a single person) — provided objective\ (though
not necessarily audited) information is available about the perforinance of
that business unit. It is the policy of HMRC to rely largelyxin companies
determining whether the business unit identified by the company satisfies the
requirements and only intends to challenge unreasonable cases. However, an
employee must not be a member of more than one business unit.

9.7 ITEPA 2003, Sch 2, para 40 requires each qualifying employee who
has accepted an invitation to participate in an award of free shares to be notified
of the performance measures and targets which will be used to determine the
number and value of free shares to be awarded to him. In addition, a general
description of the performance measures applying to employees generally must
be given to all qualifying employees. It is necessary to give this information as
soon as practicable. This does not necessarily mean the information must be
provided before the start of the financial period to which the target applies; in
many cases companies will only determine the performance target well after
the financial year has started and it is only necessary in these cases to give
the information as soon as reasonably practicable thereafter. The company is
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ice inf i i easonably
from the notice information which the company r
- m;T; confidential (ITEPA 2003, Sch 2, para 40(3)).

performance allowances — Methods 1 and 2

There are two methods of setting performance allowances. In practice,

. ally be satisfied (even if Method

Method 2 gives greater ﬂcxib‘ility and will usu
1 is also coincidentally satisfied).

Method 1

9,9 Under Method 1:

at least 20 per cent ) ‘
® employees must be awarded without refer

‘same’ terms. The shares awarded on non :
award will be on the ‘same’ terms as require
sara'9 (see 8.40 and 8.41 above);

{ { ; and
(b4 ;"the remaining shares must be awarded by reference to performance; a
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( no lndi \‘ld al ay I 1 as ( p anc
‘ Y S s (]
ha-l es an d] V n 'pe anc
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y not e1ve Y pe[t rmance s ). If more Khall one C]ElSS 0! Shme
18 awal'ded, tlle pe[fo[mance ElllOWd.Ilce t'l.lleS Elpply o BaCh ClﬂSS 01 S]lale
SBpa.Ithely. I" ]Jl'aCthE, lt WOU]d be UIIUSLIal o dwa]d more Ulaﬂ one ClabS

of share at a time (ITEPA 2003, Sch 2, para 41).

ded to
e total number of shares to be awar
o ence to performance but on the

-performance terms under the
d by ITEPA 2003, Sch 2,

Method 2

9.10 Under Method 2: | | |
(a) some or all of the shares must be awarded by reference to performance;

and

the awarding of shares to
o same employment unit must be on the same terms (

S iff es
Many plans will satisfy both Method 1 and Method 2 but there are differenc
which may be important: .
cither method allows for an element of non-performance shares — in

ifyi lovees who are members of the
e el ITEPA 2003, Sch 2,

(a) case of Method 1 there must be a minimum of 20 per cent of the s}ﬁ;‘e;
covered by the award but in the case of Methgd 2 the compan)l/) ! ﬁot
discretion to award any proportion of non-performance shares (bu
100 per cent); ' .

(b) under Method 1, no individual may receive more than four times the

o
number of performance shares than non-performance shares, but n
such ratio applies under Method 2; and
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(c)

THE HOLDING PERIOD FOR FREE (AND MATCHING)
SHARES

9.11 ITEPA 2003, Sch 2, para 36 provides that the com
holding period for each award of free (and matchin
need to be permanently fixed under the plan rules but will be contained in the
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5 i3 ination
ve shares with the consent of the participant on early termin
under Method 2, which provides for allocations to different emplo © ' rt:mo_I
units, awards of performance shares must be on the same terms (eq "~ of the plan. - i the participant under (a) above in
or pro rata salary, length of service or hours worked) as begy, The trustee may act on directions from the p
members of the same employment unit (but not as between members qf ! £
vor v ct Ol s i . s
different employment units) ™ hare for share takeover or offer of non-qualifying corporate bonds on
B s e
@) a takeover;

n Offe] Oi ud]liylng CcO! Ola[e bOildS (Wlth (8)] Wlthﬂut Other aSSf.‘.[ OI

cash) on a takeover; »
a cash offer (with or without other assets) on a takeover; an

(b)

pany may get 5
g) shares, ie it does not

(c)

(d) acompany reorganisation.

free shares agreement (see 9.12 below). The period may be between three and
five years and must apply to all participants in the same award. The company
may from time to time vary the length of the holding period for future awardg
but only within these parameters. As it has been possible, as a result of
changes made by FA 2013, for SIP shares to be subject to restrictions, it would
be possible for the company to impose an additional ‘no sale’ period once the
shares cease to be subject to the SIP, which would effectively replicate, or
extend, any holding period imposed. This could be used, for example, in place
of a holding period where participants leave employment and the SIP holding
period comes to an end early (see 9.13 below), although where tax charges

arise on shares leaving the SIP, a sale of shares to cover tax may need to be
permitted.

9.12  During the holding period, the participant must permit his shares 1o
remain in the hands of the trustees and must not assign, charge or otherwise
dispose of the beneficial interest in the shares. The plan must provide for. {fie
participant to be bound in contract with the company. A form of undertaking
(the free shares agreement) must be entered into before any award oi" free
shares is made to a participant. HMRC accept that, in relation\{o> awards
of free shares, companies may, rather than asking employees: t, enter into
‘Free Share Agreements’, operate an opt-out process wherehy employees
receive invitations to participate in a free share award-eanchoxill be deemed
to have accepted the award unless they opt out within a'period specified in
the invitation. Whilst HMRC require only a 14-day period to be open to

employees for the acceptance of invitations, if the opt out method is used a
period of not less than 25 days is required.

9.13 The holding period will terminate early if the participant ceases
to have relevant employment (see 8.47-8.52 above). The obligation on the

participant to leave his shares with the trustees is subject to the power of the
trustees:

(a) to act on directions from the participant in respect of general offers
affecting the shares;

(b) to sell shares to meet its PAYE obligations under ITEPA 2003, Sch 2,
para 79; and
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INCOME TAX CHARGE ON FREE (AND MATCHING) SHARES

Ceasing to be subject to the plan

ITEPA 2003, s 505 provides that when free (and rrllatghmi)dis:;r;s;
o b bject to!the plan, income tax may be chargeable depe ding o
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5112 Eﬁ;(és cease to be subject to the plan. There is no tax payable

withdrawn from the plan after five years.
s less than three years, the amount

d therefore the amount on which the
ket value of the shares when they

9,15  If the period since tk_‘le award 1
which counts as employment mcor_ne,h an u
participant is charged income tax, 15 the m
cease to be subject to the plan.

he award is three or more years (but less than five

9,16  If the period since [h counts as employment income is the lesser of:

t whic
years) then the amoun |
(a) the market value of the shares on the date of award; and
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9.20 SIPs - Free Shares

i ees
cated between the various group companies whos§ egl;ll:(a)ll?l)é ”
the award. The allocation to different group companies

must be allo .
tion to the number of shares awarded to its employees.

articipate in t
‘made strictly in propor

market value of the shares when they cease to be subject to the plan, regarge
of the period which has elapsed since award. The amount of tax payabla ie
reduced by the tax paid on any earlier capital receipt in respect of these shareg,
Exemption from tax for good leavers and on takeover Non-employee taxpayers

ares awarded to an individual

9.23 No deduction is allowed in respect of sh 4 ¢ § if respect of

ho is not chargeable to tax under ITEPA 2003, Pt 2, Chs
:eneral earnings from his employment.

9.20  ITEPA 2003, s 498 provides that there will be no charge to income
tax on shares ceasing to be subject to the plan where the participant ceaseg
relevant employment (see 8.47-8.55 above) as a ‘good leaver’ on account of:

(a) injury or disability;
(b)  dismissal by reason of statutory redundancy;
(c) aTUPE transfer;

(d) a change of control (or other circumstances ending the associated
company status) of the employer company;

(e) retirement (see 8.65 above); or
() his death.

There will also be no charge to income tax on shares ceasing to be subject
to the plan in connection with a scheme of arrangement, takeover by way of
general offer or compulsory acquisition of shares under the provisions of the
Companies Act 2006 provided that the participant receives, for the SIP shares,
cash consideration (and no other asset) and the participant did not have the
opportunity of accepting replacement assets which could have remained in the
SIP trust. This exemption will also not be available in connection with SIP shares
awarded where HMRC consider that the award would not have been made but
for the ability to take advantage of the transaction-related tax exemption.

CORPORATION TAX DEDUCTIONS FOR FREE (AND
MATCHING) SHARES

9.21 CTA 2009, s 994 (previously ICTA 1988, Sch 4AA para 2) provides
a deduction for corporation tax on an amount equal to the market value of
any free (and matching) shares awarded to employees. The deduction is given
for the period of account in which the shares are awarded to employees in
accordance with the plan. It is to be noted that the deduction may be given
in a later year to which the shares are acquired by the trustees. Shares are
identified for this purpose strictly in the order of acquisition by the trustees.
There is in fact nothing in the legislation which requires actual expenditure '
to be incurred and indeed any amounts for the actual cost of the shares are
specifically disallowed. '

Group plans - allocation of deductible amounts '

9.22  Where shares are awarded under a group plan, the amount to be

deducted for corporation tax purposes (ie the market value of the shares)
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13.15 Takeovers, Reconstructions, Demergers and Dividends

wi_lllbe entitled to elect for any particular form of consideration which w,
originally available to shareholders under the offer (CA 2006, s 981 (3)).

Rollovers of options — tax-advantaged options

13.15  Arollover of tax-advantaged (CSOP, SAYE and EMI) options involy
an offer b_y an acquiring company to grant replacement options upon the relea::
of !J'fe existing options in the target company. The replacement options must
continue to satisfy the relevant legislation, including as to the type of share
which may be used. Subject to this, repleacement options may be granted over
sha{es in any company in the acquiring company’s group (although, for EM
options, only shares in the acquirer may be used) and may be over issued or
un{ssued share capital. It follows, of course, that unincorporated offerors cannot
offer a rollover facility. An offeror which is under the control of a private
company can only offer to replace the existing options by replacement options
over its ultimate parent if the ultimate parent is so willing.

1316 'I_"here are three principal reasons for a company offering a rollover
tac;llty.‘ First, where a company with an SAYE scheme or CSOP is taken over
by a private company then the scheme shares in that company will cease to
satisfy the requirements of ITEPA 2003, Sch 3, para 19 (SAYE options) or
ITEPA 2003, Sch 4, para 17 (CSOP options) upon the cessation of listing

with the result that, unless exercised within 20 days under a rule permitte,ci
by ITEPA 2003, Sch 3, para 37(6B), or Sch 4, para 25A(7B), income tax is
cha_rgeaple on any option gains arising. The solution is to allow a rollover of
options into the shares of a company in the acquiring group assuming those
shares satisfy the provisions of ITEPA 2003, Sch 3, paras 18-20 and 22 or
ITEPA 2093, th 4, paras 15-18 and 20, as appropriate. This is, therefore, the
gnly way in which rights of exercise can be preserved with income tax r;.liet’
in a takeover by a private company. The second reason for rollovers in SAYE
an.d CSOP scfclemes is to avoid the premature income tax charge whith may
arise, depending on the consideration being offered on the takeover, where
options are exercised within three years of the date of grant (se4 5.25 above)

The terfi reason for rollovers relates specifically to SAYE s¢hemes. As note(ii
above,. in such schemes, optionholders are restricted on“an early exercise
of_ options to acquiring only such number of shares as may be purchased
with t_helr accumulated savings and interest at the date of exercise. An early
exercise pf options, therefore, has the effect that optionholders will lose the
opportunity to realise the accrued gains on the shares to the extent the savings
contract is incomplete (this may also be the case in relation to other share
plans_wheTe time apportionment applies). The point of a rollover of options

therefore, is to allow the optionholder to continue saving until the bonus datc;
and, therefore, eventually realise the gains on all the shares assuming, of
course, that the shares under option retain their value between the date of,the
rollover and the eventual bonus date.

13.17  The facility for a rollover of tax-advant : )
where: ax-advantaged options only applies
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(a) the acquiring company obtains control of the company whose shares are
held in the scheme as a result of making a general offer to acquire either
all the issued ordinary share capital of the company which is made on
a condition such that if it is satisfied the offeror will have control of all
the shares of the same class as the shares used in the scheme;

(b) the acquiring company obtains control of a company whose shares are
scheme shares in pursuance of a compromise or arrangement sanctioned
by the court under CA 2006, s 899;

(c) the acquiring company becomes bound or entitled under CA 2006,
ss 979-982 to acquire shares in a company whose shares are used under
the scheme.

For EMI options, a rollover may also be offered where there is a ‘qualifying
exchange of shares’, effectively where there is any other arrangement under
which the consideration receivable by shareholders in the original company
cosists wholly of the issue of shares in a new company.

13.18{ \The maximum period during which the offer to rollover tax-
ad¢aitaged options may be made available by the offeror is:

(a) where a general offer has become unconditional, six months;

(b) where the court sanctions a scheme of arrangement under CA 2006,
s 899, six months;

(c) where the offeror’s rights of acquisition under CA 2006, ss 979-982 are
invoked, during the period the offeror is bound or entitled to acquire the
shares of the dissenting shareholders.

13.19 The shares offered under the replacement option must satisfy the
conditions of TTEPA 2003, Sch 3, paras 17-20 and 22 (SAYE options) or Sch 4,
paras 15-18 and 20 (CSOP) and, for EMI options, the provisions of Sch 5,
para 43 must be met. The replacement option is governed by the rules of the
target company scheme — it is, therefore, immaterial whether the offeror has its
own share option scheme. The replacement option must be ‘equivalent’ to the
existing option. The total amount payable on exercise of the replacement option
must be the same as the total amount payable under the existing option. The total
market value of the shares under the replacement option must be equivalent to the
total market value of the shares under the existing option immediately before the
time of release. Where the shares in the offeror and the target company are both
quoted on a recognised stock exchange and the offer is in the form of a share for
share offer, then the basis of exchange of shares available to shareholders will
be accepted by HMRC as ‘equivalent’ value and the offeror company need only
notify HMRC of the exchange. In all other cases, the basis of exchange must be
considered by Shares and Assets Valuation on the basis of the market values of
the shares. An appropriate basis of exchange will be agreed for a limited period
which will usually be a maximum of 21 days. When applying to HMRC for
approval of any basis of exchange HMRC will normally require the following:

(a) acopy of the proposed rollover calculation;
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(b) the offer documentation; and

) a cc()jpy of the articles of association of the com
used in the scheme, unless company is, or is t

T ; ;
0 avoid HMRC having to be approached on multiple occasions

possible to ensure that all options are rolled over on the same day 1t mays

%11?:‘:: aa;i Assels Va]qation ‘will agree that a rollover may be
o Offs. e original option price is adjusted by the market value o
the offeror on the day agreed with HMRC divided by the mark
in l.he offeree on the same day; ) e
options is adjusted by its reci rocal, i

o $ procal, ie the market
offeree divided by the market value of share in the of;lear]cl:re o

Example |

The optionholder has an opti
option over 1,000 shares with an i i
150p per share. An offer is made for the company at 500p ;::rscl;f;ep?-\ieﬂ?f
: e

time that the rollover is made, a share i
» are i ‘
The rollover calculation is as follows: i the offerorts worth *00p et ahisg

(a) The exercise price of the replacement option is:

150p x 800p  (offeror share price)

500p (offeree share price)
= 240[3

(b)  The number of shares under the replacement option is:

1,000 x 500p  (the reciprocal of (a) above)
800p

= 625 shares

3‘{1:35 ;p}gi%me:t 6(:.2pstior|13 over 625 shares has an aggregate exercise price of
(1§0p g 100% o ), being equal to the original aggregate exercise price
ca]culated’as 62‘5 shix Iigsg,:e(%:(a)tg g;;:oc)m exercise of the new option is £3,500

: : ~240), which is equal ¢ in on
the old option at the time of rollover, calculated a? ‘;?00(()) g;leafegsg;e?;(;% %ailgg)n

It is

A ‘Sifrt'egnthtili hcginse th?t, where the rollover is to be effected immediately

R o ige [a)k control, the market value of the two shares to be used

raf e sht gn on the last 'day of trading in the offeree’s shares

E ke as become effective, the offer consideration will likel'
or the market value of an offeree share as there will no longe):‘

be a readily ascertainabl
been fixed e value for those shares, and the offer price will have

304

pany whose shares wij] be
e 0 be, listed on a rccognjse}f

effected ag
f a share ip

lue of
and the number of shares under indjvsigl,axﬁ

a share in the

Takeovers, Reconstructions, Demergers and Dividends 13.21

1320 The tax treatment of any rollover under a tax-advantaged share
option scheme is as follows:

(a) Income tax — The replacement option is treated as granted at the same
time as the old option was granted, with the result that income tax will
only be payable on the exercise of the replacement option in the same
circumstances as applied to the old option. In practical terms, this means
that exercise rights and lapse provisions will be measured not from the
date of the replacement option, but the date of the original option. Even
if there were no express statutory provisions in ITEPA 2003, Sch 3,
para 39(5) and Sch 4, para 27(5) about the effect of the SAYE and CSOP
rollover provisions including overriding any income tax charges at the
time of the rollover of options, ITEPA 2003, s 483 would still have the

same effect.

(b) Capital gains tax — The release of the old option in consideration of the
grant of a replacement option at a lower price is, in principle, a disposal
of a chargeable asset (the old option) for the purposes of capital gains
ta% \This is because the surrender of rights is treated as a disposal for
the purpose of TCGA 1992, s 22(1)(c). The proceeds of the disposal is
the value which accrues to the optionholder as a result of his receiving
an option to buy shares at a price which is less than their current market
value. However, relief is provided in TCGA 1992, s 237A which
provides for a rollover in respect of the option so that the replacement
option is treated as the same asset as the old option.

There will be no National Insurance contributions liability on the rollover, and
on the eventual exercise of the option National Insurance would only apply
to the extent that it would have applied to the original option had that option
been exercised at the same time.

Rollover of unapproved options and restricted share awards

1321 The tax treatment of any rollover under an unapproved share
option scheme (including an unapproved rollover of a tax-advantaged option,
ie outside the scheme rules) is as follows:

(a) Income tax — the replacement option is treated as granted at the same
time as the old option was granted with the result that income tax will be
payable on exercise of the replacement option under ITEPA 2003, 5 483.
If the shares are readily convertible assets at the date of exercise then the
income tax on any gains will be collected through PAYE (ITEPA 2003,

s 700(2)).
(b) Capital gains tax — the capital gains tax treatment of the rollover of an

unapproved option is identical to the treatment of the rollover of an
approved option (TCGA 1992, s 237A): see 13.20 above.

(c) National Insurance contributions (NICs) — relief from NICs is available
on the rollover of unapproved options where the total discount to
the market value of the shares under the replacement option is not
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substantially greater than the total discount on the original option g
at

the time of rollover (Social i ibutions’ i
ShE B K ore 5()'001 Security (Contributions) Regulations 2001,

The tax treatment of a rollov
. - ! er under a share sch i ;
restricted (including forfeitable) shares is as follovgs:eme which:provides for

(a) Income tax — provided th i

¢ at the unrestricted market valu
ir;prilac:;.mem shflres 1s no greater than that of the origin:1 2{1 e
.-elau‘eo ;a;elythpngr to the exchange, there will be no income taxargs
o the disposal of the original shares or the isition o1

: acquis
E?;Erggagg{%ent Zg%r:ik )and the disposal is not a charggablgl?:re?xi

, S ). Provided that the restrictions i

) appl
gllle repla'cement.shares mirror those attaching to the original Elllaaié:gt 3
arges in re]auQn to the replacement shares will follow those ilax
would have applied to the original shares. U

(b) i&;]torlta: C{gﬁiﬂS tax — the capital gains tax treatment of a rollover of
icted shares will follow the normal rules for a share-for-sh
exchange under TCGA 1992, s 135. b

(c) ONnal;ii:)enzL(I]ngull;gnce c;(igtributions (NICs) — relief from NICs is available
] uisition of the replacement shares were no incom
. . . - . e tax
ar;rsesg (Sgual Sequrlty _(Contrlbutlons) Regulations 2001, Sch 3 c;ltaf%e
para 9). As there is no income tax charge on the disposal of the (;riginai

shares, no NIC charge arise "l i ibuti
i A 200],l_egg22(7). s under Social Security (Contributions)

Surrender of an option for a cash consideration

13.22  The offers made to optionholders on a takeover may include gnoifer

p
10 S]Hlel[(lel llleﬂ options 1n COnSlde a p &

13.

cgnzggany'{?: ?é’::re (r:tmsg ltae m?jde by ordon behalf of the offérety not the target
A _ ax-advantaged options. The reason for this is t

;v?:;:u rtile !fJagrment is rnadf.: b){ the target company, HMRC will regal:dllfhilst,l E:é
of the scheme which is not made available in accordance with ITEPA

Sch 3 or Sch 4, as ap i
A propriate, and so would be cont t
Sch 3, para 5 (SAYE) or ITEPA 2003, Sch 4, para 5 ( Cgaé)lg ).0 ITEPA 2003,

1324 In a letter to i i
professional advisers dated
= ) ated 6 February 1991
recol:n([in ggzitaitggst?:tig tglr)%et n;orlr:ipany t\;wl] often wish to advise aﬁd make;
onholders about the vario tfi
offeror company and has indica it wi i el o
: : ted that it will not treat the provisi
a(xjdsv(;c; sggerggorﬂlmend?non%aﬁ unacceptable in connection l\jivith al;) g‘gl;'sh}'lz?
' . In practice, RC will normally acce
( _ pt the target
ﬁittmg the offers to its optionholders on behalf of the offeror.gHI\ZI‘;%P:frilﬂ
any payments made by the trustees of an employee benefit trust which
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has a close relationship with the target company in the same way as if they
were made by the company which established the scheme.

Taxation

13.25  Any sum received by an optionholder for the surrender of his option
will be chargeable to income tax by virtue of ITEPA 2003, s 477(3)(b). The
tax charge is based on the whole of the sum received less any sum paid for
the grant of the option or for its surrender. The surrender of the option is also
ireated as a disposal of a chargeable asset (the option) for capital gains tax, but
as the amount brought into charge to income tax will be taken into account in
computing the amount of any chargeable gain, no gain will in practice arise.
The surrender of an option for a cash payment will be subject to PAYE.

1326 Following the introduction of the statutory corporation tax deduction
in FA 2003 (now CTA 2009), the surrender of options for cash is likely to
be unaftractive as there will be a loss of the corporation tax deduction which
would hive been available had the options been exercised.

Privare company offerors often propose a surrender for cash for administrative
purposes as the statutory corporation tax deduction would, before changes
introduced by FA 2014, have been lost in any event as a result of the shares
which would otherwise have been acquired ceasing to satisfy the legislative
consitions in CTA 2009, s 1016, namely that the shares acquired must either be
in a company not under the control of another company, listed on a recognised
stock exchange or in company under the control of a company listed on such
an exchange. CTA 2009, s 1016(1A) now provides that where the shares are
acquired within 90 days of the takeover, the legislative conditions will be
deemed to still be met if they were met immediately prior to the takeover.

Share incentive plans

13.27 The basic point in relation to SIPs is that the plan shares are retained
by trustees subject to certain restrictions on disposal. Where there is a takeover
offer or reconstruction which is treated as a ‘reorganisation’ for capital
gains tax purposes (ie the shareholders are entitled to a rollover) then the
legislation treats the new holding as substituted for the original shares and held
accordingly under the terms of the SIP. To the extent any such transaction is
not treated as a reorganisation, it will usually be treated as a disposal of plan
shares (for instance, a cash offer for the shares), or possibly a capital receipt
if the original shares have been retained and the receipt represents a capital
distribution not subject to income tax, €.g. an exempt demerger distribution

of shares.

Takeover offers — relaxation of the trustees’ obligations

1328 In relation to free, matching and dividend shares under a SIP, ITEPA
2003, Sch 2, paras 36(1), 61 and 67 provide that each participant must agree
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di ST
1spose of the beneficial interest in the shares (para 36(1)(b))

13.29 ITEPA
2003, Sch 2, para 37, provides that the above obligati

shall not prevent th o s
€ part . .
plan shares: participant from directing the trustees in respect
o

a
(a) L?aﬁzgggg ﬁr! olffer of a new holding (shares or lo
1s treated as a ‘reorganisation’
(para 37(2)) — see 13.32,—13.39%5‘“1Satlon e
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(©) toa :
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(d) to accept 'fy' Wi
pt an offer of quali mg corporate bonds, whether alone or with
1

cash or other assets or b i
(para 37(4)(b)). oth, if the offer forms part of a general offer

Trustees’ circular

1330 As a

Bt tht;la:)t;filt'ic(i)f gem'aral trust law, the trustees should seekiwh

scheme. of aTaneemmes tp:;nmz in relation to any takeover offer or p wohg

ill noxmmally et most trust deeds provide accordirgl‘ T[T;fi

it ustegs_sendmg copies of any offer ok e i
€Is or participants, together with an ex piana;tc?rr; l::)i:]

seeking their directions i 3
51n
the offer or proposal, writing by a date shortly beforetho.closing date of

Cash offer

1331 If the tru
stees accept a cash
under a SIP °S accept a cash offer for the participant’
The panicipéri?;l;;rgmp;n tis treated as making a gispg:slslagtfsth]ﬁ: ! Srims
ithi e chargeable to i : e shares.
within fi g - o income tax if th a
ve years of the appropriation. For further infgnst?:trizs;la;i f;lsep?;:d of
' ome

tax treatment of dis
Neach >nt of disposals of plan shares, s
liability arises in relation to a disposa]efsr,otf;ealgﬁgs above. No capital gains tax
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: provisions apply t ;
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ection with a takeover. HMRC accept that, if

ghares are disposed of in conn
ded to confirm the position. Where

considered necessary, the plan may be amen
ghares are acquired by the offeror as a result of a compulsory acquisition

rocess (or through a scheme of arrangement — Se¢ 13.40 below), and the
forfeiture provisions are drafted in terms of the participant ‘withdrawing’
partnership shares, then it would seem clear that in these circumstances
there should not be a forfeiture of the matching shares (which would also be

acquired under the compulsory acquisition process or scheme).

Share consideration

made involving share consideration for the
11 be treated as a ‘reorganisation’ for capital
f TCGA 1992, s 135 apply, namely:

(a) the issuer holds, or in consequence of the exchange will hold, more than
25 per cent of the ordinary share capital of the target company; or

(b)_«(the" issuer issues the shares pursuant to a general offer for the whole of

the issued share capital of the company (or all the shares of the relevant

class) which is made in the first instance on a condition that, if it were
satisfied, the issuer would have control of the target company; OF

(c) the issuer holds, or will in consequence of the exchange hold, the greater
part of the voting power in the target company. Given that any takeover

offer will normally involve the acquisition of at least 51 per cent of the

ordinary share capital of the company, there will not usually be any

difficulty in establishing that any takeover offer will be treated as a
‘reorganisation’ for capital gains tax purposes.

13.32  Where a takeover offer is
shares acquired, the transaction wi
gains tax purposes if the conditions o

13.33  Assuming the takeover offer is treated as a ‘reorganisation’ for
capital gains tax purposes, the trustee of a SIP will be treated, after the time of
such reorganisation, as holding the ‘new holding’ on the basis that:

(a) there was no disposal of the original holding as a result of the exchange
(ITEPA 2003, Sch 2, para 87(2)(a));
ed under the scheme at

(b) the new holding is treated as if it were appropriat
the time of the original holding (ITEPA 2003, Sch 2, para 87(2)(b)):

s under TTEPA 2003, Sch 2, Pt 4,

the new shares as if they were (or

he original holding (ITEPA

(c) the conditions related to scheme share
are treated as satisfied with respect to
were treated as) satisfied with respect to t

2003, Sch 2, para 87(2)(c));

(d) the provisions relating to the ¢
holding as they did to the or
para 87(2)(d)).

axation of SIP shares apply to the new
iginal holding (ITEPA 2003, Sch 2

isation’ it is necessary, unless the new shares
hares, to apportion the base value of the old
after the reconstruction.

13.34¢  Following any ‘reorgan
are a ‘mirror image’ of the old s
holding amongst the new holding
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