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C H A R T E R E D  A C C O U N T A N T S

E Q U I T Y  F O R  E M P L O Y E E S
Enterprise Management Incentive (EMI) Share Option Schemes

Business asset taper relief can reduce gains
on the disposal of shares in private trading
companies to give an effective tax rate of
just 10% after only 2 years. That means
that shareholdings remain a very attractive
mechanism to reward employees in private
companies. The attractiveness of shares is
enhanced when one considers that shares
in new companies often have little value 
at the outset so that shareholdings can be
provided relatively inexpensively to the
employee and, providing appropriate
elections are made, future tax exposure
under the restricted securities legislation
can be avoided. 

However, from a company perspective
equity participation at the outset for
employees is not necessarily desirable
because directors will not wish to give
them parity in voting rights and dividend
rights with existing shareholders. 

Options are an attractive alternative to
equity. Companies can often obtain a
corporation tax deduction for the benefit
and do so without some of the
complications of a direct equity holding.
Government approved EMI schemes are
especially attractive and it is these schemes
that this note addresses. 

An EMI option is granted under a Revenue
approved scheme and offers important 
tax advantages to the employee that are
not available with unapproved options. 

EMI options, like many share options and
equity participation, are often used where
an exit is anticipated so as to provide a
mechanism for realising value. However,
with judicious use of an employee benefit
trust it is also possible to create an internal
market for the shares which enhances 
their attractiveness even where an exit is
not anticipated. 

CONDITIONS THAT MUST BE
MET BY THE COMPANY 

To qualify, the company must be an
independent company carrying out a
qualifying trade, with gross assets not
exceeding £30 million;

An independent company is one which is
neither a 51% subsidiary of, nor controlled
by, another company. At the time the
options are granted there must not be any
arrangements in place by virtue of which
independence might be lost;

A company with subsidiaries can only
qualify if the subsidiaries are 51%
subsidiaries of the holding company; 

A company is not a qualifying company if 
it has a property managing subsidiary 
which is not a qualifying 90% subsidiary of
the company. 

A qualifying trade must be carried on. 
A qualifying trade is one carried on wholly
or mainly in the UK with a view to the
realisation of profits, with the following
activities specifically excluded:

� dealing in land, commodities, shares,
securities or other financial instruments;

� dealing in goods other than in the
course of a trade;

� banking, insurance, debt factoring and
other financial activities;

� leasing;

� receiving royalties or licence fees;

� legal or accountancy services;

� property development;

� holding, managing or occupying
woodlands, any other forestry activities
or timber production;

� farming or market gardening; 

� operating or managing hotels, nursing
homes or residential care homes; and

� the provision of services or facilities 
for a business consisting of any of these
excluded activities carried on by
another person.

Companies which operate in other
jurisdictions through separate subsidiaries
should remain eligible but those which
extend their business overseas through
branches or divisions must be careful 
that they do not fall foul of the qualifying
trade test.

CONDITIONS THAT MUST BE
MET BY THE EMPLOYEES

To be eligible for EMI options, employees
must be employed by the company or
group for at least 25 hours per week or, 
if less, for at least 75% of their working
time, where ‘working time’ includes time
spent in self-employment as well as
employment. This means that great care
must be taken when Executive Directors
become Non-Executive taking on roles
elsewhere.

Employees, who, together with their
associates, have a material interest in the
company, where ‘material interest’ is
defined as more than 30% of the ordinary
share capital, cannot participate.

CONDITIONS APPLYING TO
SHARES

The shares must be fully paid up ordinary
shares, so that the employees have a right
to share in the profits of the company, and
redeemable and convertible shares cannot
be used for EMI; the shares can be listed 
or unlisted.

 



CONDITIONS APPLYING TO
THE OPTIONS

To qualify, options must be issued for
commercial reasons to recruit or retain
employees, and not be part of a tax
avoidance scheme;

Each employee can hold options over
shares worth up to £100,000 at the time 
of grant;

Once options with a total value of
£100,000 have been granted to an
employee, no further qualifying options can
be granted to that person within three
years of the grant of the last qualifying
option, irrespective of whether the earlier
options have been exercised;

Options held under a Company Share
Option Plan (CSOP) are treated as
unexercised options under EMI, so that, 
for example, it is not possible to hold
£100,000 of options under an EMI at the
same time as £30,000 of options under 
a CSOP; and

The total value of shares in a company over
which unexercised options exist cannot
exceed £3 million.

DISQUALIFYING EVENTS

Each of the following is a disqualifying event
in relation to an EMI option:

(a) A loss of independence. If shares are
sold to a company that becomes a
controlling company then independence 
is lost.

b) Additionally, if a controlling individual
shareholder transfers any of his or her
holding of the shares in the EMI company
to a corporate trustee of a trust of which
he or she is the settler, or any company of
which he or she has control, the test of

independence will cease to be satisfied.
This is because the EMI Company is then
under the control of a company and a
person connected with it. We understand
that HMRC will not in practice take this
point if the individual controlling
shareholder retains his control of the
company after making such a transfer. 

c) Such a loss of independence is not 
a disqualifying event if it occurs in
consequence of a takeover, or inter-
positioning of a new holding company by
way of an exchange of shares.

d) The EMI Company ceases to meet the
trading activities requirement.

e) The option holder ceases to be an
eligible employee either because he is no
longer an employee of the EMI Company,
or a qualifying subsidiary, or because he
ceases to meet the commitment of working
time requirement.

f) The terms of the EMI option are
varied so as to increase the market value 
of the shares under option or such that the
requirements of the legislation are no
longer met.

g) Any alteration is made to the share
capital of the EMI Company which affects
the value of the shares under option.

h) The conversion of any of the shares to
which the option relates into shares of a
different class unless all of the shares of 
the original class are converted and either
immediately before the conversion, the
majority of the shares of that class are 
held by persons other than directors or
employees, or the EMI company was then
employee controlled by virtue of holding 
of shares of that class.

THE EFFECT OF A
DISQUALIFYING EVENT

If a disqualifying event occurs before an 
EMI option is exercised, and the option is
not exercised within the 40 days, the relief
from income tax will be curtailed and the
CGT taper relief will be lost altogether.

� Disqualifying events include the
company ceasing to meet the qualifying
trading activities requirements and the
individual ceasing to meet the working
time conditions.

� Where a disqualifying event occurs
before the option has been exercised,
the employee has 40 days in which to
exercise and retain the tax benefits; and

� If the option is not exercised within the
40 days, the employee will be taxed 
on the difference between the market
value of the shares at the date of the
exercise and their market value
immediately before the disqualifying
event, in addition to the charge on any
discount.

OTHER ISSUES TO BE AWARE
OF

Companies must take care when looking 
to restructure share capital so as not to 
lose qualifying status and must be careful
wherever there is a change in control.

Companies must be aware that any loan
notes obtained on exercise of an EMI
options only qualify for taper relief from the
date of acquisition of the loan note because
the loan note is not a qualifying share for
the purpose of the legislation. 

The acquisition by the EMI Company 
after the grant of an option of an interest in
a subsidiary which does not satisfy the

requirements of being a qualifying subsidiary
is in fact not a disqualifying event. However,
it would prevent the grants of any fresh
EMI options.

If the company is subject to a takeover
before the EMI option is exercised, and the
option holder releases his EMI option in
exchange for the grant of a corresponding
right to acquire shares in a new holding
company, then the replacement option will
be treated for the purposes of both income
tax and CGT as if it were the original EMI
option.

a) The option must be exchanged within 
6 months from when control passes and
any conditions of the offer have been
satisfied. 

b) The replacement option must satisfy
the requirements of being an EMI option
with the exception of the £30m grossed
asset.

c) The total market value of the shares
under the old option must be equal to the
total market value of the shares in respect
of which the new option is granted. In
addition, the total amount payable upon
exercise of the new option is equal to the
total amount that would have been payable
upon exercise of the old option.

d) The grants of a replacement option
must be notified to HMRC within 92 days
after the date of the grant.

Takeover for these purposes is defined as 
a situation in which an acquiring company
obtains control of an EMI company as a
result of making a general offer to acquire
either:

a) The whole of the issued ordinary share
capital;

b) All of the shares of the same class as
those for which the option remains;

c) Obtains control of an EMI company in
pursuant of a compromise or arrangement
sanctioned by the Court under CA 1985;

d) Obtains all the shares of the EMI
Company as a result of the interposition 
of a new holding company.

If there is a takeover after the options have
been exercised then the benefit of the
special taper relief rate will be retained if:

a) The shares acquired upon exercise of
the EMI option are exchanged for shares
which are fully paid up, non-redeemable
and form part of the ordinary share capital
of the company concerned; and

b) The replacement shares are treated for
CGT purposes has the same asset as the
original holding.

It is important to note that the taper relief
benefit running from the time of the grant
will be lost if the shares acquired are
subsequently exchanged for loan notes. 
We understand however that this policy is
currently being reviewed by HMRC.

SHARE VALUATION

It is necessary to determine the market
value of the shares under an EMI option:

a) When the option is granted;

b) Upon the occurrence of a disqualifying
event;

c) Upon exercise of the option will be
charged to income tax that arises at that
time;

d) Upon an exchange or rollover of
options.

ACTION 

If you are interested in implementing an
approved share option scheme then please
speak, in the first instance, to your usual
contact at Dixon Wilson or the authors:

Jon Sutton
jonsutton@dixonwilson.co.uk

Philip Pickles
philippickles@dixonwilson.co.uk

EQUITY FOR EMPLOYEES EQUITY FOR EMPLOYEES
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E Q U I T Y  F O R  E M P L O Y E E S
Enterprise Management Incentive (EMI) Share Option Schemes
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an exit is anticipated so as to provide a
mechanism for realising value. However,
with judicious use of an employee benefit
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small or medium sized and it need not be
a UK company. There are special reliefs
available where the subcontractor and the
company claiming the relief are connected
so as to ensure proper relief is given for
the costs incurred.

OWNERSHIP OF THE
INTELLECTUAL PROPERTY

The company claiming the relief must own
the intellectual property. Even if the
research and development fails, the cost
still qualifies for relief providing it would
have qualified had it been a success. There
is one exception of this which is for small
and medium sized companies where work
is subcontracted to them. 

THE NATURE OF THE RELIEF

The relief is a deduction from profits for
tax purposes. However if the business is
loss making the additional loss can be
surrendered in exchange for an immediate
repayment of tax rather than be carried
forward to be set against future profits. 

a) Claim against profits

If the research and development relief is 
to be claimed as a cost against profits then
the relief is calculated by adding a further
50% to the qualifying expenditure for tax
purposes. This is then claimed in addition
to the 100% of the costs already available.
For a tax paying company this reduces the
liability. For a loss making company it
increases the loss available to carry forward
(or backward) or to use against other
income or to surrender to other
companies. So for instance if a company
spent £20,000 on qualifying expenditure
then it will get relief against its profits
totalling £30,000; this is the £20,000 of
cost and the extra £10,000 of relief.

b) Claim as a tax credit

If the company is loss making then it may
be that a relief as a deduction from profits
is not attractive. In this situation the
company can obtain a repayment of tax
from HMRC but only up to the lower of:

a) 16% of the surrenderable loss 
(i.e. 24% of the qualifying 
expenditure); and

b) The total PAYE and Class 1 
National Insurance paid by the 
company in that accounting period.

The loss surrendered to a tax credit is
equal to the lower of:

� 150% of the qualifying expenditure;
and

� The total loss of the trade after any
claims made or which could be made
against other profits or gains of the
same period, and other reliefs claimed
in respect of the losses.

MAKING A CLAIM FOR RELIEF

Relief by claiming the enhanced cost against
the income of the company is made in the
company’s corporation tax return in the
relevant period. This must be made within
six years.

If a repayment is to be claimed then this
must be claimed within one year of filing
the tax return for the company.

OTHER RELEVANT ISSUES

a) Pre-trading expenditure 

Where a company has not yet commenced
its trade then it can still claim the research
and development tax relief providing the
research and development is related to the
trade it is anticipated will be commenced in
due course.

If you would like further information or
advice, please contact any of our partners
with whom you are already in contact or
the author:

jonsutton@dixonwilson.co.uk

July 2006

b) Joint ventures

It is quite common for a company to carry
on research and development through a
joint venture so as to bring together the
skills and abilities of two complimentary
companies.  

Where a corporate joint venture is used
then it is the joint venture company that
needs to claim the relief.

Where instead there is a non corporate
joint venture each company will normally
own the research and development 
which they each create. Each of the two
companies will be able to claim the relief
on the relevant part of their expenditure.

c) Grants and subsidies

Where some form of qualifying
government grant or subsidy is received 
by the company then none of the cost for
the project qualifies for the research and
development tax relief. This is the position
irrespective of whether the entire cost 
of the project is covered by that grant or
subsidy. However, those companies may
be able to claim large company relief as
that is not classed as a state aid. There 
are certain exceptions where the grant or
subsidy provided by the company is not
paid state aid.

� Dixon Wilson
Rotherwick House
3 Thomas More Street
London E1W 1YX

Telephone 020 7680 8100
Fax 020 7680 8101
E-mail dw@dixonwilson.co.uk

� Dixon Wilson
19 avenue de l’Opéra
75001 Paris
France

Telephone +33 1 47 03 12 90
Fax +33 1 47 03 12 85
E-mail dw@dixonwilson.fr

� www.dixonwilson.com

small or medium sized and it need not be
a UK company. There are special reliefs
available where the subcontractor and the
company claiming the relief are connected
so as to ensure proper relief is given for
the costs incurred.

OWNERSHIP OF THE
INTELLECTUAL PROPERTY

The company claiming the relief must own
the intellectual property. Even if the
research and development fails, the cost
still qualifies for relief providing it would
have qualified had it been a success. There
is one exception of this which is for small
and medium sized companies where work
is subcontracted to them. 

THE NATURE OF THE RELIEF

The relief is a deduction from profits for
tax purposes. However if the business is
loss making the additional loss can be
surrendered in exchange for an immediate
repayment of tax rather than be carried
forward to be set against future profits. 

a) Claim against profits

If the research and development relief is 
to be claimed as a cost against profits then
the relief is calculated by adding a further
50% to the qualifying expenditure for tax
purposes. This is then claimed in addition
to the 100% of the costs already available.
For a tax paying company this reduces the
liability. For a loss making company it
increases the loss available to carry forward
(or backward) or to use against other
income or to surrender to other
companies. So for instance if a company
spent £20,000 on qualifying expenditure
then it will get relief against its profits
totalling £30,000; this is the £20,000 of
cost and the extra £10,000 of relief.

b) Claim as a tax credit

If the company is loss making then it may
be that a relief as a deduction from profits
is not attractive. In this situation the
company can obtain a repayment of tax
from HMRC but only up to the lower of:

a) 16% of the surrenderable loss 
(i.e. 24% of the qualifying 
expenditure); and

b) The total PAYE and Class 1 
National Insurance paid by the 
company in that accounting period.

The loss surrendered to a tax credit is
equal to the lower of:

� 150% of the qualifying expenditure;
and

� The total loss of the trade after any
claims made or which could be made
against other profits or gains of the
same period, and other reliefs claimed
in respect of the losses.

MAKING A CLAIM FOR RELIEF

Relief by claiming the enhanced cost against
the income of the company is made in the
company’s corporation tax return in the
relevant period. This must be made within
six years.

If a repayment is to be claimed then this
must be claimed within one year of filing
the tax return for the company.

OTHER RELEVANT ISSUES

a) Pre-trading expenditure 

Where a company has not yet commenced
its trade then it can still claim the research
and development tax relief providing the
research and development is related to the
trade it is anticipated will be commenced in
due course.

If you would like further information or
advice, please contact any of our partners
with whom you are already in contact or
the author:

jonsutton@dixonwilson.co.uk

July 2006

b) Joint ventures

It is quite common for a company to carry
on research and development through a
joint venture so as to bring together the
skills and abilities of two complimentary
companies.  

Where a corporate joint venture is used
then it is the joint venture company that
needs to claim the relief.

Where instead there is a non corporate
joint venture each company will normally
own the research and development 
which they each create. Each of the two
companies will be able to claim the relief
on the relevant part of their expenditure.

c) Grants and subsidies

Where some form of qualifying
government grant or subsidy is received 
by the company then none of the cost for
the project qualifies for the research and
development tax relief. This is the position
irrespective of whether the entire cost 
of the project is covered by that grant or
subsidy. However, those companies may
be able to claim large company relief as
that is not classed as a state aid. There 
are certain exceptions where the grant or
subsidy provided by the company is not
paid state aid.
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small or medium sized and it need not be
a UK company. There are special reliefs
available where the subcontractor and the
company claiming the relief are connected
so as to ensure proper relief is given for
the costs incurred.

OWNERSHIP OF THE
INTELLECTUAL PROPERTY

The company claiming the relief must own
the intellectual property. Even if the
research and development fails, the cost
still qualifies for relief providing it would
have qualified had it been a success. There
is one exception of this which is for small
and medium sized companies where work
is subcontracted to them. 

THE NATURE OF THE RELIEF

The relief is a deduction from profits for
tax purposes. However if the business is
loss making the additional loss can be
surrendered in exchange for an immediate
repayment of tax rather than be carried
forward to be set against future profits. 

a) Claim against profits

If the research and development relief is 
to be claimed as a cost against profits then
the relief is calculated by adding a further
50% to the qualifying expenditure for tax
purposes. This is then claimed in addition
to the 100% of the costs already available.
For a tax paying company this reduces the
liability. For a loss making company it
increases the loss available to carry forward
(or backward) or to use against other
income or to surrender to other
companies. So for instance if a company
spent £20,000 on qualifying expenditure
then it will get relief against its profits
totalling £30,000; this is the £20,000 of
cost and the extra £10,000 of relief.

b) Claim as a tax credit

If the company is loss making then it may
be that a relief as a deduction from profits
is not attractive. In this situation the
company can obtain a repayment of tax
from HMRC but only up to the lower of:

a) 16% of the surrenderable loss 
(i.e. 24% of the qualifying 
expenditure); and

b) The total PAYE and Class 1 
National Insurance paid by the 
company in that accounting period.

The loss surrendered to a tax credit is
equal to the lower of:

� 150% of the qualifying expenditure;
and

� The total loss of the trade after any
claims made or which could be made
against other profits or gains of the
same period, and other reliefs claimed
in respect of the losses.

MAKING A CLAIM FOR RELIEF

Relief by claiming the enhanced cost against
the income of the company is made in the
company’s corporation tax return in the
relevant period. This must be made within
six years.

If a repayment is to be claimed then this
must be claimed within one year of filing
the tax return for the company.

OTHER RELEVANT ISSUES

a) Pre-trading expenditure 

Where a company has not yet commenced
its trade then it can still claim the research
and development tax relief providing the
research and development is related to the
trade it is anticipated will be commenced in
due course.
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