CLIENT MEMORANDUM

EMPLOYEE SHARES IN PRIVATE COMPANIES

One of the best incentives which can be offered to key staff in a private company is a shareholding in the company.  This is the ideal method to give them a stake in the business and a share in the results of it.  It also links the employee to the employer on a long term basis and offers opportunities for rewarding them in a tax-efficient manner so that, with time, much of the profit from the shares will escape the ravages of 40 per cent income tax otherwise payable on earnings.

For the smaller company looking to recruit, retain and incentivise key employees, arrangements which allow for the discretionary grant of options, or allotment of shares, are usually best.  Whilst the granting of options qualifying under the popular Enterprise Management Incentives (‘EMI’) provisions will meet the needs of many smaller trading companies, other arrangements will be necessary for some companies, where EMI’s requirements cannot be met.

Non-Tax Issues

Whilst tax issues play a significant role in determining the appropriate framework for employee participation in share-ownership, it is important that in designing the scheme appropriate advice is taken by the company in relation to the key non-tax issues. These generally require a specialist mix of commercial and legal knowledge, embracing:

i) The re-writing of Articles of Association and Shareholders’ Agreements, to address the way in which the internal market in the shares will operate, the consequences, in various circumstances, of the employee ceasing to be an employee, and the mechanism for determining transfer prices.


ii) Consideration of the employment rights enjoyed by the employee, and the consequences for an unfair dismissal claim of, for example, an option to acquire shares lapsing, or a forfeiture of shares being triggered.


iii) Equitable rights accruing to the employee by virtue of the allotment of shares, which might contingently affect the outcome of any action for Unfair Prejudice under the provisions of Section 994 Companies Act 2006.


iv) Issues affecting the influence and security of the founder shareholders’ position, arising from the dilution of their shareholdings, and the problems arising from pursuing dividend policies appropriate to a wider share ownership than hitherto. 


v) The relationship between the share ownership scheme and the setting of individual, divisional and corporate performance targets.

Income Tax – Shares Acquired At Undervalue

The basic tax position is that if an employee is allotted shares, and pays less than the market value (defined as what the employee could realise in money or money’s worth for the shares) then the element of ‘undervalue’ is an emolument chargeable to Income Tax at the employee’s marginal rate.

If the shares are readily convertible assets (which will in practice apply in nearly all cases where a corporation tax deduction is not available) and which for the independent private company would include the situation where the company is in the process of being taken over or floated, the company will be liable for employer’s National Insurance at 12.8%, and will have to account for the Income Tax on a PAYE basis.  The employee will also be liable for employee’s National Insurance of at least 1% on top of the Income Tax charge, and in some cases 11%.

Nil paid shares

The better alternative may be an issue of nil paid shares. Under this method, the employee acquires the shares under an obligation to pay the market value of them as the subscription price, but he or she is not required to make any payment on being allocated the shares.  This means that they are ‘nil paid’ and the amount due is left outstanding as ‘unpaid calls’ due to be paid at a future date, as agreed with the company.  Payment can in fact be left outstanding indefinitely until the shares come to be disposed of; at that time the employee will have the funds to pay the calls due and can collect the balance as the profit made on the shares.

Because the shares are in theory acquired for full price, there is no income tax or National Insurance contributions charge on them at the time of issue. 

Different rules apply if the shares are acquired in connection with tax avoidance arrangements, but the Revenue has confirmed that a straightforward issue of nil paid shares is not regarded as being caught by these rules.

A taxable benefit arises each year on the employee equal to (currently) 5 per cent of the unpaid calls. However, there is no benefit at all if the shares are in a closely controlled company (i.e. broadly one under the control of five or fewer shareholders) and if certain detailed conditions are satisfied (e.g. the shareholder works full time for the company in a managerial capacity).


Income Tax – Options

Matters become a little more complex where the employee acquires the shares by exercising an option which was granted to him or her by reason of his/her employment. An option may be granted by the Company, over new shares, or by an existing shareholder (the proprietor perhaps, or an Employee Benefit Trust) over existing shares.

For the independent unquoted company, options will usually be of three types – 

i) Unapproved Options.


ii) Options granted under a Revenue-approved Company Share Ownership Plan (CSOP) under Schedule 4 Income Tax (Earnings and Pensions) Act 2003 (‘CSOP options’).


iii) Options qualifying under the Enterprise Management Incentives provisions of Schedule 5 Income Tax (Earnings and Pensions) Act 2003 (‘EMI options’).

The class of ‘unapproved options’ includes all options which are not CSOP or EMI options, including CSOP and EMI options which for some reason have lost their approved or qualifying status.

In most cases Income Tax is not charged at the time the option is granted.

The option’s vesting date, that is the date on which the option first becomes capable of exercise, may be later than the date of grant – for example, the option may not be capable of exercise in the first three years. No tax charge arises in the UK on the vesting of any option.

Generally, the first date on which tax becomes an issue is the date on which the option is exercised. The three sorts of option are treated differently –

i) Unapproved Options – Income Tax (with, possibly, NI contributions) is chargeable on the difference between the price paid by the employee and the open market value of the shares on the date of exercise;


ii) CSOP options – no Income Tax is chargeable on the exercise of the option, whatever the value of the shares on that date;


iii) EMI options – if the option price is the same as the market value of the shares on the date the option was granted, no Income Tax will be chargeable on the exercise of the option, whatever the value of the shares on that date; if the option price is less than the market value was on the date of grant, that element of value difference is chargeable to Income Tax (and possibly NI contributions) on the exercise of the option.

Schemes For Larger Enterprises

Other schemes not covered by this Memorandum include Approved Share Incentive Plans under Schedule 2 Income Tax (Earnings and Pensions) Act 2003 and SAYE Option Schemes under Schedule 3 Income Tax (Earnings and Pensions) Act 2003.

For the typical private company these tend to be over-costly in administrative terms, or over-restrictive in terms of, for example, the requirement to open the scheme to all employees. Such schemes are better suited to the larger scale organisation.

Taxing The Gain On The Shares

However the employee acquired the shares, tax will be charged on any gain arising on the ultimate sale of the shares. 

Some or all of the charge will be to Capital Gains Tax, and in the case of most trading companies, this was eligible for business asset Taper Relief up to 5 April 2008.  This relief progressively reduced the chargeable gain over the period of ownership of the shares, so that after two years of ownership the effective Capital Gains Tax rate is reduced to 10% for a higher rate taxpayer.  For disposals after 5 April 2008, taper relief no longer applies but instead for most employees a flat rate of capital gains tax set at 18 per cent for 2008/09 will apply.  The exception to this is where the employee has shares carrying at least 5 per cent of the votes in the company in which case, under a relief known as entrepreneurs’ relief, the effective tax rate on the gain is 10 per cent up to an upper limit of £1 million of gains.

Under the EMI option scheme, the Taper Relief ‘clock’ started on the date when the option was granted, not (as in the case of other options and share allotments) on the date the shares are acquired, but from 6 April 2008 this advantage ceases because of the abolition of the taper relief regime

.

The base cost for calculating the gain on sale will depend on the acquisition history – 

i) Shares directly allotted to the employee and shares acquired on the exercise of an unapproved option – the base cost is any amount charged to income tax as employment income in respect of the shares plus whatever sum is actually paid for them;


ii) Shares acquired on the exercise of a CSOP option – the base cost is the option price, which must always approximate to the market value of the shares on the date of grant of the options;


iii) Shares acquired on the exercise of an EMI option – the base cost is the option price, plus any amount which is liable to Income Tax on the date the option was exercised.

Under rules introduced in the Finance Act 2003, some of the gain on disposal of the shares may be subject to Income Tax, if the shares are ‘Restricted Securities’. The rules apply where shares are subject to risk of forfeiture, or restrictions on transfer (conditions which apply to almost all employee shares in private companies).  They are complex in their application, and any private company proposing to issue shares to employees under non-Revenue approved arrangements should seek specialist taxation and valuation advice under this head.

The company and the employee can make a joint election in relation to the taxation of the Restricted Securities on their receipt by the employee, which will usually involve the employee paying more Income Tax up-front, in order to ensure the benefit of full Capital Gains Tax treatment when the shares are sold. In general it is usually considered advisable to make this election.

Tax Advantage And Flexibility

The general thrust of tax mitigation planning in employee share arrangements is twofold –

i) For the employee, to ensure that as far as possible realised benefits fall within the Capital Gains Tax regime, with its lower tax rate, rather than the Income Tax regime;


ii) For the Company, to avoid having to pay high Employers’ National Insurance contributions, and to secure deductibility of the cost of funding employee shares against Corporation Tax.

Generally, from the point of view of the employee, EMI options have traditionally been the most tax advantageous, although with the abolition of taper relief the main advantage no longer applies. The rules for qualifying (and retaining qualifying status) are complex, and will rule out some companies and/or employees.  Certain activities, for example leasing or property development accounting for more than 20% of a company’s activity, disqualify the company from granting EMI options, and control vesting in another company (for example a Venture Capitalist company) would similarly disqualify the company.

Also an employee cannot hold qualifying EMI options over more than £120,000 worth of shares (valued at date of grant, and ignoring any restrictions on transfer or risk of forfeiture).

The range of permitted trading activities under the CSOP scheme is broader than for EMI purposes, but in other respects the restrictions imposed on an approved scheme are draconian and frequently unworkable. A £30,000 value limit applies, and the vesting period must commence three years after the date of grant (unlike EMI, where the vesting date is entirely flexible).  There is considerable less flexibility in the drafting of transfer and pre-emption provisions in the Articles of Association.

Direct allotment, and grant of unapproved options, are, on the face of it, the least tax advantageous routes from the employee’s point of view.  However, in certain circumstances, the tax exposure may be mitigated through the design of special deferred performance-related shares with a low initial value. Such ‘unapproved’ arrangements offer the benefit of enhanced flexibility compared to EMI and CSOP-based schemes. Specialist advice should be taken in this area, particularly in the light of the ‘Restricted Securities’ provisions introduced in the Finance Act 2003.

Obtaining Corporation Tax deductibility has in the past been a complex, and administratively expensive affair, requiring the setting up of an Employee Benefit Trust to provide employee shares, funded by the Company.  The 2003 Finance Act introduced direct Corporation Tax deductibility, matching the benefit to the employee liable to Income Tax in each year, or the amount that would be liable but for the relief afforded by, for example, the EMI provisions.

FOR GENERAL INFORMATION ONLY

Please note that this Memorandum is not intended to give specific technical advice and it should not be construed as doing so.  It is designed to merely alert clients to some of the issues. It is not intended to give exhaustive coverage of the topic.

Professional advice should always be sought before action is either taken or refrained from as a result of information contained herein.

