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Part 7. Employment income: share-related income and exemptions

Overview

1798.

1799.

1800.

1801.

This Part contains the provisions concerning the income tax treatment of share-related
remuneration. The chapters in this Part reflect the major divisions in the legislation
relating to shares acquired by employees:

»  Chapter 1isintroductory,

e Chapters 2 to 5 deal with topics whose principal purpose is to impose charges to
tax by providing that certain share-related benefits count as employment income
(see background in paragraphs 1802 to 1812); and

» Chapters6to 9 deal with income tax aspects of the various schemes and plans that

confer tax advantages (see background in paragraphs 1813 and 1814). The sections
in these Chapters are supplemented in each case by a Schedule (see background in
paragraph 1815) containing the administrative provisions for the scheme or plan
in question.
Chapters 6 to 9 deal with income tax aspects of the various schemes and plans that
confer tax advantages (see background in paragraphs 1813 and 1814). The sections
in these Chapters are supplemented in each case by a Schedule (see background in
paragraph 1815) containing the administrative provisions for the scheme or plan
in question.

Chapter 10 dealswith adifferent topic: the exemption given to employeesin connection
with priority share allocations for employees when an offer of shares to the public is
made. The material in Chapter 10 derives from section 68 of FA 1988.

This Part also contains a fina chapter (Chapter 11) which contains supplementary
provisions relating to employee benefit trusts.

This Part does not include any provisions dealing with the tax consequences of an
employee acquiring employment related shares at |ess than market value. Thistopicis
dealt with in section 162 of ICTA, which treats the acquisition of shares at less than
market value asanotional |oan to the employee, and usestherulesfor beneficial loansto
give a cash equivalent of the benefit. Section 162 al so sets out the tax charge that arises
when employment-related shares are disposed of for more than market value, treating
the excess over market value as emoluments. Because of the relationship between
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section 162 and the rules on beneficial loans, those provisions appear, in this Act, as
part of the benefits code, in Chapters 8 and 9 of Part 3, following on from the chapter
concerning the treatment of employment-related loans. There are cross-references to
Chapters 8 and 9 of Part 3 in section 418(1) of this Act.

Background

1802.

1803.

1804.

1805.

1806.

1807.

Companies have often wished to reward employees by allowing them to acquire shares
in the company on advantageous terms. As a matter of legal form, the company may
achieve this objective in any one of three ways, for the employee may be given:

e shares(if the company issues its own shares direct to the employee);

» apurely monetary benefit (if the company allows the employee to acquire shares
on advantageous terms); or

* an option (if the company grants the employee an option to buy shares in the
company at some future date).

Itiswell established that if an employeeisgiven shares, or is allowed to acquire shares
on advantageous terms, the amount of the advantage is chargeable to income tax as an
earning from the employment. Theleading caseis Weight (HM Inspector of Taxes) - v -
Salmon (1935) 19 TC 174 (HL), where the taxpayer took up opportunities given to him
to apply for unissued shares in the company at their par value, which was always less
than their market value. The House of Lords held that the difference was an emolument
of the taxpayer’s employment. In the words of the basic charge to income tax under
ScheduleE, asit stood at that time, thetaxpayer, who wasaperson “ having or exercising
an office or employment of profit” had received a“profit” from that office.

As a means of avoiding the charge to tax on such arrangements, established by the
decision in Weight - v - Salmon, share option schemes became increasingly popular.
These schemes differed: but, typically, acompany granted to employees, for anominal
sum, an option to buy a stated number of shares at a stated price, which was normally
their market value at the date of the grant. If the price of the company’s shares rose,
an employee could exercise the option and acquire shares at less than the market value
then current.

The efficacy of share option schemeswas tested in the case of Abbott - v - Philbin (HM
Inspector of Taxes) (1960) 39 TC 82 (HL), [1961] AC 352, where the House of Lords
had to consider two assessments to income tax for different years of assessment. The
first assessment wasfor the year in which the taxpayer received the option. Thedecision
regarding that assessment was that the taxpayer did receive an emolument during that
year of assessment, but that the taxpayer obtained no benefit from it at that time, because
the option wasto buy at what was then the market value. The second assessment wasfor
the year in which the taxpayer exercised the option. The House of Lords held, for that
later year of assessment, that the advantage that arose was not aperquisite or profit from
the office or employment during the year of assessment. Instead it was an advantage
which accrued to the taxpayer as the holder of alegal right that he had acquired in an
earlier year. (It might well have been possible to say that the taxpayer had made a gain
from the disposal of an asset - the option - but capital gains tax was only introduced
by FA 1965.)

Legidation to counteract the effect of the decision in Abbott - v - Philbin was enacted
as section 25 of FA 1966, which imposed a charge to income tax when the option was
exercised. This legislation was later re-enacted, and eventually became sections 135
to 140 of ICTA 1988. It now constitutes Chapter 5 of this Part of this Act.

As a means of avoiding a charge under section 25 of FA 1966, share incentive
schemes became increasingly popular. These schemes differed: but, typicaly, a
company awarded shares subject to restrictions to employees. The restrictions might
(for example) have the result that the shares carried no rights to receive dividends or to
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vote. The shares, consequently, might be expected to have only alow value. At alater
date (or dates) the restrictions would be removed. The consequent increase in value,
however, was not subject to the share option rules in section 25 of FA 1966: for the
employee did not realise a gain by exercising an option to acquire shares. The shares
were already owned.

Legidation to counteract share incentive schemes by charging the employee to income
tax ontheincreasein thevalue of the shareswasintroduced in FA 1972. That legislation
was considerably amended over the years; and successor legislation was introduced by
sections 77 to 89 of FA 1988. That legislation is rewritten in Chapter 4 of this Part of
this Act.

At alater stage, long-term incentive plans cameincreasingly to be used. These schemes
also differed; but, typically, a company awarded shares to employees, at no cost or at
nominal cost, in circumstances where the employee was only able to enjoy the benefit
of those shares if performance conditions specified at the time of the award were met.
Some time later, after the performance conditions had been met, the employee would
become fully entitled to enjoy the benefit of the shares.

It wasinitially assumed that there was no charge on the initial award of the shares, but
that a charge arose when the employee became entitled to enjoy the full benefit of the
shares. Prevailing practice reflected this assumption. However, the view wastaken later
that a charge arose on the initial award of the shares but not at the later time when the
employee became fully entitled to enjoy the benefit of the shares.

Legidation was accordingly introduced in section 50 of FA 1998, which provided for
sections 140A to 140C to beinserted into ICTA. The new legislation broadly restored
the position to the previous practice - thistime on astatutory basis. Thislegislation now
constitutes Chapter 2 of this Part of this Act.

Further legislation was introduced in section 51 of FA 1998, which provided for
sections 140D to 140F to be inserted into ICTA. This legislation was aimed at
counteracting possible tax avoidance where there was a conversion of one class
of shares into another. As a result of such a conversion it was possible to devise
structures under which employees could be provided with valuabl e shares as aform of
remuneration without the full value of the shares being brought into charge to income
tax. This legidation imposed a charge to income tax at the time of conversion. This
legislation now constitutes Chapter 3 of this Part of this Act.

But not all of the legidlation relating to employees who acquire shares or optionsin the
companies for which they work is of the type so far described. Various Governments
have decided that they wish to confer various advantages on a range of schemes and
plans. This has meant additional legislation to set out:

» thecharacteristicsto be possessed by the scheme or plan before it may be approved,;
e thetax advantages that an approved scheme or plan possesses,
e any procedure to be undertaken before the scheme or plan may be approved;

» any tax chargesthat will apply if the shares or options are removed from the scheme
or plan (or other “inappropriate” actions are undertaken); and

e any supplementary provisions.
There are currently five different schemes or plansin existence:

* Approved profit sharing (“APS’) schemes. The legislation relating to these
schemeswas originally contained in FA 1978; and that | egislation was consolidated
in sections 186 and 187 of, and Schedules 9 and 10 to, ICTA. These schemes are
being phased out and they are not included in this Act. There is a cross-reference
to these schemesin section 418(3).
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e Approved save as you earn (“SAYE") option schemes. The legidation relating
to these schemes was originally contained in FA 1980; and that legislation was
consolidated in sections 185 and 187 of, and Schedule 9 to, ICTA. The legidlation
relating to these schemes now constitutes Chapter 7 of this Part and Schedule 3.

*  Approved company share option plans (* CSOPS”). The legislation relating to these
schemeswas originally contained in FA 1984; and that | egislation was consolidated
in sections 185 and 187 of, and Schedule 9 to, ICTA. These schemes were then
much affected by section 114 of FA 1996. The legidlation relating to these schemes
now constitutes Chapter 8 of this Part and Schedule 4.

e Share incentive plans (“SIPs’). The legidation relating to these schemes is
principaly contained in Schedule 8 to FA 2000, under the name “Employee
share ownership plans’. The legislation relating to these schemes now constitutes
Chapter 6 of this Part and Schedule 2.

»  Enterprise management incentives (“EMI"). The legidation relating to the options
that qualify as EMI is principally contained in Schedule 14 to FA 2000. That
legislation now constitutes Chapter 9 of this Part and Schedule 5 to this Act.

Arrangement of material for share schemes

1815.

1816.

1817.

ThisAct providesfor a“code” for each of SIPs, SAY E schemes, CSOPsand EMIs. That
“code” includes all the legislation relating to the particular scheme or plan, covering
the tax advantages and any consequential tax chargestogether with all therulesrelating
to the qualification criteria and administration of the scheme or plan in question. The
materia in each “code” has been divided into two principal categories. The material
dealing with the tax advantages and consequential tax charges has been placed in the
main run of sectionsin this Part of this Act; but the administrative provisions have been
placed in the supporting Schedules 2 to 5 to this Act.

This approach is intended to highlight the legislation relating to the actual tax
advantages offered, and any consequential tax charges, sothat all theinformation with a
direct impact on an employee’ stax liability appearsin one placein the body of thisAct.

Theprovisionsrelating to thequalification criteriafor each code arelikely to berelevant
to different sets of people (e.g. the company setting up the scheme and its advisers). It
therefore seems logical to separate these out and to place them in a Schedule separate
from the main run of sections concerning the taxation of employment income.

Chapter 1: Introduction

Overview

1818.

This short introductory Chapter consists of five sections:
e Section 417 is concerned with the scope of this Part of the Act;
e Section 418 is concerned with other provisionsrelating to share related income;

»  Section 419 introduces the provisions that impose duties to provide information to
the Inland Revenue;

»  Section 420 deals with a computational matter of general application;
e Section 421 deals with the application of this Part to office-holders.

Section 417: Scope of Part 7

1819.

This section, which is a drafting addition, introduces the provisions of this Part of
this Act. Those provisions contain special rules relating to employees or directors who
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acquire sharesin companies, or optionsrelating to such shares, in connection with their
office or employment (see subsection (1)).

Subsection (2) then lists nearly all the chaptersin this Part that follow thisintroductory
Chapter. Of these, it may be said that Chapters 2 to 5 are primarily concerned with
charges to income tax that may arise in certain circumstances. Chapters 6 to 9 then
deal with the plans and schemes under which employees and directors may be offered
sharesor optionson advantageousterms. And, finally, Chapter 10 deal swith aparticular
income tax exemption that arises when employees or directors benefit from a priority
allocation of shares.

Subsection (3) lists the chapters in this Part that provide for amounts to count as
employment income; and subsection (4) lists the chaptersin this Part that provide for
exemptions and reliefs from income tax. Subsection (5) records that there is dso a
supplementary chapter (Chapter 11) which contains provisions about employee benefit
trusts.

Section 418: Other provisions about share-related income and exemptions

1822.

1823.

1824.

1825.

This section, which isanother drafting addition, sets out where other provisionsdealing
with share related income and exemptions may be found.

Subsections (1) and (2) list other provisions of this Act that deal with share-related
income and exemptions.

Subsection (3) deals with approved profit sharing schemes (“APS schemes’). This
subsection explains that, in view of the phasing out of these schemes, the legidation
relating to APS schemes has not been rewritten in this Act. That legislation will
accordingly continue to apply while APS schemes continue.

Subsection (4) preserves the effect of sections 138 to 140 of ICTA where shares or
interests in shares were acquired before 26 October 1987.

Section 419: Dutiesto provide information

1826.

1827.

This section lists the provisions in this Part that impose duties to provide information
to the Inland Revenue.

This section is aso a drafting addition, as, once again, it provides signposts to the
various sections that are relevant in this context. As these sections are al placed near
the end of the chaptersin which they appear, they might otherwise be given insufficient
attention.

Section 420: Negative amounts treated as nil

1828.

1829.

1830.

The charges to income tax for which this Part of this Act provides constitute “ specific
employment income” (see sections 6(1) and 7(4) of this Act). Under ICTA thisincome
is charged to income tax under paragraph 5 of section 19(1) of that Act.

In this Part of this Act, where deductions from a chargeable amount are permitted, the
relevant provision signals this fact by using aformula

This section, which is new, gives effect to the general proposition that it is not possible
for an alowable loss to arise under paragraph 5 of section 19(1) of ICTA. Deductions
might reduce a chargeable amount to nil; but, beyond this point, they could not be used
to create a negative amount and (accordingly) an allowable loss. See Note 43 in Annex
2.

Section 421: Application of Part 7 to office-holders

1831.

The general rule is that the provisions of the employment income Parts apply equally
to offices, unless the contrary is stated (see section 5(1)). But, with one exception, the
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legislation rewritten in this Part does not apply to office-holders. This section dealswith
these propositions for the whole of this Part of this Act.

Chapter 2: Conditional interestsin shares

Overview

1832.

1833.

1834.

Where shares are awarded to employees by reason of their employment, their value
(less anything paid for them) will generally be taxable as an emolument. If the shares
have restrictions attached to them so that they are subject to risk of forfeiture (typically
inthe event of performance criterianot being met), the Inland Revenue view until 1998
was that there was not an emolument at the time of award and that liability only arose
when the risk of forfeiture was lifted. Legal advice in 1998 showed that this view was
wrong. Liability arose in the normal way at the time of the award on the value of the
sharestaking into account therisk of forfeiture. No liability asan emolument arose at the
time that the risk was lifted. Nor would the legislation in sections 77 to 88 of FA 1988
generally bite as there was no event giving rise to an immediate increase in value.

The legidation introduced by sections 140A to 140C of ICTA (together with
supplementary provisionsin sections 140G and 140H) isintended broadly to restorethe
position asit existed under the earlier practice. It appliesto sharesacquired on or after 17
March 1998. In essence the normal incometax emoluments charge on awardisremoved
by section 140A unless the shares can still be subject to forfeiture more than five years
after acquisition. The same section then imposes a charge (whether or not there is an
emoluments charge) when the employee’s interest ceases to be “only conditional”, a
termwhich isdefined by section 140C. A number of situations are specifically excluded
from counting as “only conditional” so that in those circumstances the normal rules of
acharge on acquisition apply.

Sections 140G and 140H of ICTA contain supplementary provisions some of which
apply solely to the provisions concerning conditional shares (sections 140A to 140C
of ICTA), some of which apply solely to the provisions concerning convertible shares
(sections 140D to 140F of ICTA) which were introduced at the same time and some
which apply to both. InthisAct the provisionson convertibl e shares appear in Chapter 3.
This does mean that those supplementary provisions which apply to both types of share
have been duplicated, but the overall result isintended to be much easier to follow.

Section 422: Application of this Chapter

1835.

1836.

Subsection (1) of this introductory section derives from section 140A of ICTA and
gives the two basic conditions for the provisions to apply. First, the shares must be
acquired “asadirector or employee” and that term isdefined in section 423. The second
conditionisthat the employee’ sinterest in the sharesis* only conditional” asdefinedin
section 424. The fact that these provisions only apply to shares acquired on or after 17
March 1998 is made clear in Part 7 of Schedule 7 to this Act, to which thereis also a
signpost in section 418(1).

Subsection (2) is new and sets out a number of useful labels which make for less
cumbersome drafting. The fact that this Chapter applies to prospective and former
directors and employees is made clear by the reference to the extended definition in
section 434(1).

Section 423: Interestsin shares acquired “ as a director or employee”

1837.

Subsection (1) explains the circumstances in which shares are regarded as being
acquired by a person (“E”) “as adirector or employee”. They are broadly equivalent
to the circumstances in which a normal earnings charge would arise. The provision
derives from section 140H(1) of ICTA. Subsection (1)(c) no longer says an assignment
“to him” because if the assignment was to anyone el se the shares would not have been
acquired by E.
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Subsection (2) qualifies subsection (1) and derives from section 140H(2) of ICTA with
only minor modifications.

Subsections (3) and (4) arebased on section 140H(4) of ICTA and explain the treatment
when one conditional or convertible interest is exchanged for another.

Subsection (5) derives from the opening words of section 140H(4) of ICTA.

Subsection (6) contains the definition of “convertible shares’.

Section 424: Meaning of interest being “ only conditional”

1842.

1843.

1844.

1845.

1846.

1847.

1848.

Subsection (1), which derives mainly from section 140C(1) of ICTA, defines when
an interest in shares is “only conditional”. While section 140C of ICTA says “for
the purposes of sections 140A and 140B”, the definition is applied more widely by
section 140H(5) of ICTA. Hence the definition is now applied “for the purposes of this
Chapter”.

Subsection (2) summarises the exceptions from subsection (1) which prevent the
interest being only conditional so that the normal charge as earnings applies on
acquisition. The exceptions derive from section 140C (1A), (2), (3), (3A) and (4) of
ICTA.

Subsection (3) derivesfrom section 140C(5) of ICTA and expands on the circumstances
falling within subsection (1)(a). They are not regarded as including cases where the
terms on which the employeeis entitled to the interest allow the employee to require a
person to acquire the interest at undervalue.

Subsection (4) relates back to subsection (1)(b) and derives from the closing words of
section 140C(1) of ICTA.

Subsection (5) is new and reflects the latest legal advice that the term “articles of
association” includes foreign equivalents, thus widening the circumstancesin which an
interest is not “only conditional”. See Note 44 in Annex 2.

Subsection (6) is supplementary to subsections (2)(b) and (c) and derives from parts of
section 140C(3) and 140C(3A) of ICTA.

Subsection (7) derives from section 140(6) of ICTA.

Section 425: Cases where this Chapter does not apply

1849.
1850.

1851.

The two rulesin this section derive from section 140H(3) of ICTA.

The sourcelegidation specifiesthat these provisionsonly apply to Casel employments.
Subsection (1) rewrites this rule by applying the equivalent test that the earnings must
be within section 15 or 21.

Subsection (2) explainsthat the test in subsection (1) isto be applied to the final year of
employment in cases where the right or opportunity to acquire the shares is conferred
or offered after the employment has ceased.

Section 426: No charge in respect of acquisition of employee' sinterest in certain
circumstances

1852.

This section concerns the five year rule and derives from section 140A(3) of ICTA.
In the typical case the conditions apply for less than five years a which point the
employee has an indefeasible interest in the shares. In those circumstances no charge
as an emolument arises on acquisition but this does not affect any charges that may
ariseunder section 135 of ICTA (wherethe shares are acquired by exercising an option)
or section 162 of ICTA (where the shares are acquired at undervalue). In this Act those
provisions are in section 476 and Chapter 8 of Part 3 respectively.
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Section 427: Charge on interest in shares ceasing to be only conditional or on
disposal

1853. Subsections(1) to (3) derivefrom section 140A(4) of ICTA which imposesatax charge
when therisk of forfeitureislifted or on the earlier disposal of the shares.

1854. Subsection (4) is new and acts as a signpost to a provision removing the charge for
shares awarded under an approved SIP.

Section 428: Amount of charge

1855. This section concerns the calculation of the taxable charge under section 427. It
derives from section 140(5), (7), and (9) of ICTA. A formula has been introduced in
subsection (1) to make the provisions more user-friendly.

1856. The deductible amount provided by section 140A(7)(b) of ICTA is any amount
chargeable in respect of the acquisition of the interest. It is not immediately clear
what is meant by that phrase and the approach adopted here is to specify what is
allowable. The three charges that are relevant are detailed in paragraphs (b), (c) and (d)
of subsection (2). See Note 45 in Annex 2.

1857. Subsection (3) provides that charges under sections 449 and 453 are deductible. It
derives from section 140A(7)(c) of ICTA. The opportunity has been taken to make
it clear that a charge taken under these provisions is not a deductible amount if it is
generated by the same event which gives rise to the charge under this Chapter. Thisis
because the FA 1988 provisions, from which sections 449 and 453 derive, are subject
to section 140A of ICTA so that the latter takes priority.

Section 429: Amount or value of consideration given for employee’s interest

1858. This section derives from section 140B(1) to (6) of ICTA. Section 140B(7) has been
taken to a separate section. This section determines, for the purposes of section 428, the
amount alowable as the cost of the shares.

Section 430: Amount or value of consideration given for right to acquire shares

1859. Thissection derivesfrom section 140B(7) of ICTA which isconcerned with calculating
the allowable cost where an original option has been exchanged for a replacement
option. Section 140B(7) simply refers to the workings of section 136 of ICTA which
arenot easy to follow. This section spells out what the allowabl e cost is and the wording
follows section 485 which derives from section 136. See Change 125 in Annex 1.

Section 431: Application of this Chapter where employee dies

1860. This section derives from section 140A(8) of ICTA which gives rules which apply
when the employee dies holding the conditional shares. There is a deemed disposal
immediately before death and a special market value rule applies.

Section 432: Duty to notify provision of conditional interestsin shares

1861. This section derivesfrom those parts of section 140G of ICTA concerning information
regquirements on the initial award of the conditional shares. Section 140G(1)(b)(i) has
been omitted as unnecessary becausethe original award of the shares cannot itself result
in any charge under section 140A of ICTA. Accordingly this section simply focuses on
the possibility of there being subsequent events that may result in a charge.

1862. The time limits for providing information throughout Chapters 2 to 5 of Part 7 have
been standardised at 92 days after the end of the year in which the matter arose or after
the event concerned. In the source legislation for this section the time limit was 30 days
after the end of the tax year in which the interest is provided. In addition where atime
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limit runs from the end of the tax year it is now expressed as “before 71" July” to give
greater clarity. See Change 111 in Annex 1.

Section 433: Duty to notify eventsresulting in charges under section 427

1863.

This section derives from those parts of section 140G of ICTA concerning information
requirements on the occurrence of any of the three events (death, disposal of shares,
lifting of restrictions) which may result in a charge under section 140A of ICTA. The
timelimit for providing information has been extended from 30 to 92 days after the end
of the tax year in which the event occurred and expressed differently. See Change 111
in Annex 1.

Section 434: Minor definitions

1864.

1865.

This section brings together the definitions in section 140H of ICTA and elsewhere
in the provisions and adds some new labels for terms used in section 422. In the
definition of “terms’ theword “include” in section 140H(6) of ICTA has been replaced
by “means’ to make better sense of the additional words “or in any other way”.

The definition of shares (which comes from section 136(5)(d) of ICTA, asapplied with
modifications by section 140H(8) of ICTA) includes stock “in so far as the context
permits’. Thisrider has been omitted as unnecessary since there does not appear to be
anywhere in this Chapter where the context would not so permit.

Chapter 3: Convertible shares

Overview

1866.

1867.

1868.

Sections 140D to 140F of ICTA (together with supplementary provisions in
sections 140G and 140H) were introduced by FA 1998 and apply to shares acquired
on or after 17 March 1998. The provisions are concerned with countering possible
avoidance in the award of convertible shares by reason of employment. Such shares
could be issued having alow value but be later converted to shares of a different class
with ahigher value. The emoluments charge on award of the shares would be measured
by reference to the initial low value and without these provisions the uplift in value on
conversion would escape taxation.

The legislation imposes a charge to tax on the market value of the shares immediately
after conversion as reduced by sums paid on acquisition or conversion and by any
amounts already charged to tax in respect of those shares. No charge arises if al the
shares of one class are converted to shares of a new single class and immediately
before conversion the company was either controlled by outside shareholders or was
employee-controlled.

Sections 140G and 140H of ICTA contain supplementary provisions some of which
apply solély to the provisions concerning convertible shares (sections 140D to 140F
of ICTA), some of which apply solely to the provisions concerning conditional shares
(sections 140A to 140C of ICTA) which were introduced at the same time and some
which apply to both. InthisAct the provisionson conditional sharesappear in Chapter 2.
This does mean that those supplementary provisions which apply to both types of share
have been duplicated, but the overall result should be much easier to follow.

Section 435: Application of this Chapter

1869.

Subsection (1) derives from section 140D(1) of ICTA and gives the basic condition
that the shares must be acquired “as a director or employee” and that term isdefined in
section 436. Thereferenceto interestsin sharesaswell as shares themsel ves throughout
the Chapter derives from section 140F(6) of ICTA. The fact that these provisions only
apply to sharesacquired on or after 17 March 1998 ismade clear in Part 7 of Schedule 7,
to which thereis also asignpost in section 418(1).
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1870. Subsection (2) is mainly derived from section 140D(2) of ICTA (but also parts
of section 140G(6) and section 140H(5) of ICTA) and defines the meaning of
“convertible’.

1871. Subsection (3) derives from section 140F(2) of ICTA.

1872. Subsection (4) is new and sets out a number of useful labels which make for less
cumbersome drafting. The fact that this Chapter applies to prospective and former
directors and employees is made clear by the reference to the extended definition in
section 446(1).

Section 436: Sharesacquired “as a director or employee’

1873. This section derives from subsections (1), (2), (4) and (7) of section 140H of ICTA. It
expands on what is meant by shares (or an interest in shares) acquired by a person “as
adirector or employee’.

Section 437: Cases where this Chapter does not apply

1874. This derives from section 140H(3) of ICTA. It limits the application of this Chapter
to cases where the earnings from the employment are within section 15 or 21 and
reproduces the restriction in the source legislation to Case | employments,

Section 438: Charge on conversion of shares

1875. Thisisthe charging provision for this Chapter. It derives from section 140D(3) and (4)
of ICTA and imposes a charge when the shares are converted to shares of a different
class.

Section 439: Amount of charge

1876. Thissection concernsthe calculation of the taxable charge under section 438. It derives
from section 140D(5) and (6) of ICTA. A formula has been introduced to make the
provisions more user-friendly. As with section 428 the approach now adopted is to
specify precisely what deductions are allowable in respect of amounts chargeable in
respect of the acquisition of the interest. The three charges that are relevant are detailed
in paragraphs (c), (d) and (e) of subsection (2). See Note 45 in Annex 2.

1877. Subsection (3) provides that charges under the provisions derived from sections 78
and 79 of FA 1988 are deductible. It derives from section 140D(6)(d) of ICTA. In
contrast to section 428, there is no need to refer to “a different event” here since the
conversion itself does not give rise to a charge under the FA 1988 provisions.

1878. Subsection (5) givesthe meaning of “market value”, the definition of whichisnot found
in ICTA until section 140F(3).

1879. Subsection (6) derives from the definition of “taxable conversion” in section 140D(7)
of ICTA.

1880. Subsection (7) is new. It meets the point that there should be no reason why a charge
arising at the end of the seven-year period in section 79 of FA 1988 should not be a
deductible amount. Thisisaminor change to the law. See Change 112 in Annex 1.

Section 440: Case outside charge under section 438: conversion of entire class

1881. In ICTA the main exemption from the charge on conversion is tucked away in
subsections (8) and (9) of section 140D with related definitions in section 140F. The
exemption isnow in aseparate section and the definitions are in subsections (4) and (5).
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Section 441: Case outside charge under section 438: acquisition of conditional
interest

1882. This section provides that no charge arises under this Chapter if the new shares are
within the scope of Chapter 2. This ensures that where a conditional interest in shares
is acquired on the conversion of other shares and under section 426 of the Act thereis
no charge in respect of the acquisition of the interest, there will not be a charge under
this Chapter in respect of the conversion of the other shares. The section derives from
section 140D(10) of ICTA.

Section 442: Amount or value of consideration given for shares or conversion

1883. This section derives from section 140E(1) to (6) of ICTA. Section 140E(7) has been
taken to a separate section. It determines, for the purposes of section 439, the amount
allowable as the cost of the shares or the cost of conversion.

Section 443: Amount or value of consideration given for right to acquire shares

1884. Thissection derivesfrom section 140E(7) of ICTA whichisconcerned with calculating
the alowable cost where an original option has been exchanged for a replacement
option. That section simply refers to the workings of section 136 of ICTA which are
not easy to follow. In order to assist readers, this section sets out what the allowable
cost is and the wording follows section 485 which derives from section 136 of ICTA.
See Change 125 in Annex 1.

Section 444: Conversion in consequence of employee’ s death

1885. This section derives from section 140F(1) of ICTA which deems certain conversions
within 12 months of death to have occurred immediately before death.

Section 445: Duty to notify conversions of shares

1886. This section derives from those parts of section 140G of ICTA concerning the
information requirements when shares are converted and may result in a charge under
this Chapter. The time limit for providing information has been extended from 30 to 92
days after the tax year in which the conversion takes place and expressed differently.
See Change 111 in Annex 1.

Section 446: Minor definitions

1887. This section brings together the definitions in section 140H of ICTA and elsewherein
the source legislation and adds some new labels for expressions used in section 435.
In the definition of “terms’ the word “include” in section 140H(6) of ICTA has been
replaced by “means’ to make better sense of the additional words* or in any other way”.

1888. Thedefinition of shares (which comes from section 136(5)(d) of ICTA, as applied with
modifications by section 140H(8) of ICTA) includes stock “in so far as the context
permits’. Thisrider has been omitted as unnecessary since there does not appear to be
anywhere in this Chapter where the context would not so permit.

Chapter 4 — Post-acquisition benefits from shares

Overview

1889. This Chapter is concerned with the income tax charges which may arise in respect of
shares (or an interest in shares) which have been awarded by reason of an individua’s
office or employment.

1890. The initia award of the shares may have given rise to a Schedule E charge as an
emolument or benefit or taxed as general earnings under this Act. This Chapter is not
concerned with that initial charge. Instead it provides for a charge to tax in certain
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circumstances on the increase in value of those shares and in respect of any special
benefitswhich arereceived by virtue of ownership of those shares. Theincreaseinvalue
charges do not apply where the shares have been issued under one of the share schemes
approved by the Inland Revenue, but the special benefits charge may still apply.

The provisions in this Chapter derive from sections 77 to 88 of FA 1988. They apply
to shares acquired on or after 26 October 1987 and replace legislation in sections 138
and 139 of ICTA which had a similar, though rather more wide-ranging, effect.
Sections 138 and 139 of ICTA, together with theinterpretation provisionsin section 140
of ICTA dtill apply to shares acquired before 26 October 1987 and that legislation
remains on the statute book although it has not been rewritten. Paragraphs 55 to 57 in
Part 7 of Schedule 7 to this Act contain the appropriate savings and also rewrite the
transitional provisionsin section 88 of FA 1988 that are still relevant.

Section 84 of FA 1988 isacapital gainstax provision andisduplicatedin section 120(1)
of TCGA 1992. As it is not intended to include the provision in this Act, the section
has not been rewritten. Amendments to section 120 of TCGA 1992 are made by
paragraph 210 of Schedule 6 to this Act.

The 1988 anti-avoidance legislation contains three distinct charges in sections 78, 79
and 80 of FA 1988. That ordering of the charges has been followed in this Act with
the corresponding charges now in sections 449, 453 and 457. Other than that, however,
much of the material has been moved to present it in alogical and more helpful order.
One broad intention is that in respect of each charge the legidation sets out in the
following order

* The scope of the charge
e Thecalculation of the charge

e Theexceptions from the charge

Section 447: Application of this Chapter

1894.

1895.

1896.

1897.

This section sets out the scope of the Chapter. Subsection (1) derives from the rule at
the end of section 77 of FA 1988 that the provisions are concerned with acquisitions of
shares in a company by adirector or employee of that or any other company. The fact
that these provisions only apply to shares issued on or after 26 October 1987 is made
clear in Part 7 of Schedule 7 to which there is also asignpost in section 418(1).

Subsections (2) and (3) are new. They spell out what subsequent references to “the
acquisition” and “the shares’ are references to. The fact that this Chapter applies to
prospective and former employees is made clear by the reference to the extended
definition in section 470. The definition of “the employer company” is designed to
avoid some rather tortuous referencesto it elsewhere in this Chapter.

Subsection (4) derives from the rules in section 77(1) and in section 87(4) of FA 1988
which explain that the Chapter is concerned both with shares acquired by the employee
directly and with sharesfirst issued to another person and then assigned to the employee.

Subsection (5) derivesfrom section 83(1) of FA 1988. That provision ensuresthat where
the shares are issued to a connected person because the opportunity was offered to that
person rather than the employee himself, the acquisition is treated as having been made
by theemployee. The chargesin the Chapter generally operate by referenceto beneficial
interests and it is not expressly provided in section 83(1) of FA 1988 that the deeming
provision applies to beneficial ownership although that is the way the subsection
has always been interpreted. This section clarifies the general understanding that the
opening words “For the purposes of this Chapter” imply that the shares are deemed
to have been acquired by the employee as a director or employee. This clarification is
explained in detail in Note 46 in Annex 2.
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Section 448: Cases where this Chapter does not apply

1898.

1899.

1900.

Subsection (1) derives from section 77(2) of FA 1988. It limits the scope of the
Chapter to cases where the earnings from the employment are within section 15 or 21
reproducing therestriction in the source legislation to Case | employments. See Note 47
in Annex 2.

Subsection (2) derives from section 77(3) of FA 1988 and is an exemption for public
offers.

Subsections (3) and (4) derive from section 77(4) of FA 1988 and extend the public
offer exemption to certain other offers which are made to employees separate from a
public offer.

Section 449: Charge on occurrence of chargeable event

1901.

Thisisthefirst of the charging provisionsand derivesfrom parts of section 78(1) and (3)
of FA 1988. The meaning of chargeable event, the calculation of the charge and the
exceptionsappear in separate sections. Subsection (5) actsasasignpost to the provisions
which remove the charge under various approved schemes.

Section 450: Chargeable events

1902.

1903.

1904.

Thissection defineswhat isand isnot achargeable event and derivesfrom section 78(2),
(5), (6) and (7) of FA 1988. It will be noted that a new label “outside shareholders’ is
used as shorthand for the persons within section 78(6)(a) of FA 1988 and the term is
defined in section 469.

The words in section 78(6)(c) of FA 1988 “which is not a dependent subsidiary” have
been omitted in new subsection (4)(c) on the grounds that they are unnecessary. It is
already clear from section 78(1)(b) of FA 1988 that no charge arises if the company
is adependent subsidiary.

Subsection (6) derivesfrom section 78(7) of FA 1988. Theterm “ arereferencesto such”
has been used instead of “include” to make better sense of the additional words “or in
any other way”.

Section 451: Amount of charge

1905.

This section, which derives from section 78(3) of FA 1988, specifies the amount of the
charge under section 449. The FA 1988 subsection israther complex and so this section
separates out the various ideas to make the provision easier to grasp.

Section 452: Cases outside charge under section 449

1906.
1907.

1908.

19009.

This section brings together the various exceptionsin sections 77 and 78 of FA 1988.

Subsection (2) ensures that if a charge is taken under section 427 in respect of an
event then no charge is taken under this section. It derives from the opening words of
section 77(1) of FA 1988 which give priority to the charge on conditional shares in
section 140A of ICTA (rewritten in Chapter 2 of this Part).

Subsection (3) derives from section 78(4) of FA 1988 which contains the let-out if the
employee has not been adirector or employee of the company or an associated company
within the seven years ending with the chargeable event. The source legislation uses
the term “the person who acquired the shares’ rather than the “employee’. However,
since shares acquired by connected persons are treated as acquired by the employee,
the effect is the same.

Subsection (4) derives from section 78(1)(b) of FA 1988. Shares in dependent
subsidiaries are excluded from the charge under section 449 because they are instead
subject to a charge under section 453. For the sake of clarity this section replaces the
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word“at” inthe phrase*“ at thetime of the chargeable event” with “immediately before”.
See Note 48 in Annex 2.

Section 453: Charge on increase in value of shares of dependent subsidiary

1910.

1911.
1912.

Thisisthe second of the charging provisions and derives from section 79(1) and (4) of
FA 1988. Again, matters concerning what is chargeable, the calculation of the amount
and the exceptions have been taken to separate sections.

Subsection (3) derives from section 79(4) of FA 1988 and specifies the year of charge.

Subsections (4) and (5) are new. Subsection (5) acts as a signpost to the provisions
which remove the charge under various approved schemes.

Section 454: Chargeableincreases

1913.

This section derives from section 79(2) and (3) of FA 1988 and determines the period
over which any rise in the value of the shares is measured in order to be an increase
subject to charge.

Section 455: Amount of charge

1914.

1915.

1916.

This section brings together all those parts of section 79 of FA 1988 which concern
the calculation of the charge and in particular it makes clear what deductions should be
made from the rise in value of the shareholding.

Subsection (1) introduces a formula and subsection (2) specifies the items that are
allowable deductions. Subsection (3) derives from section 79(6) of FA 1988 and is
concerned with certain caseswherethe employeereceives|essthan market valuefor the
shares. Theaimisto ensure that the employeeisonly charged on the difference between
base value and the actual proceeds. That provision produces the right result where the
chargeable increase is calculated by reference to the value of the shares at acquisition,
but not whereit is calcul ated by reference to the value of the shares at the later time that
the company becomes a dependent subsidiary. The section produces the right result in
both situations. It isaminor change to the law. See Change 113 in Annex 1.

Subsection (4) derives from the final two linesin section 79(4) of FA 1988.

Section 456: Cases outside charge under section 453

1917.

1918.

Subsection (2) reflects the opening words of section 77(1) of FA 1988 “subject to
section 140A of the Taxes Act 1988". It ensures that if a charge is taken under
section 427 (conditional interestsin shares) then no charge is taken under section 453.
Thisisbecauseif adisposal potentialy givesriseto acharge under section 453 (whichis
more general initsapplication) and under section 427 then the latter charge has priority.

Subsection (3) derives from section 79(7) of FA 1988 and provides a let-out if the
employee has not been adirector or employee of the company or an associated company
in the seven years before the time that the company becomes a dependent subsidiary.
Aswith section 452, the phrasing has been changed to produce atrue exception and the
referenceisto “the employee’ rather than “the person who acquired the shares’.

Section 457: Charge on other chargeable benefits from shares

1919.

1920.

Thisisthethird of the charging provisionsand derivesfrom section 80 of FA 1988. The
term “chargeable benefit” in subsection (1) has replaced “special benefit” in order to
be consistent with “chargeable event” and “chargeable increase” in the other charging
provisionsin this Chapter.

An amount in respect of benefits attaching to shares may be charged on the employee,
not only when the shares are owned by the employee (section 80(1) of FA 1988), but
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also when owned by other persons (section 83(1) and (4) of FA 1988). Subsection (2)
brings together and clarifies how these rules are considered to operate and remediesthe
deficiencies in the wording of the source legislation. See Change 114 in Annex 1.

Section 458: Chargeable benefits

1921.

1922.

1923.
1924.
1925.

1926.

This section derives from the rather complex rules in section 80 of FA 1988 giving
further conditions as to when a benefit is a chargeable benefit.

Subsection (2) introduces the following three subsections. The approach adopted is to
define what are chargeable benefits, replacing the approach in FA 1988 of saying that
al benefits are chargeable benefits unless paragraphs (a) and (b) of section 80 apply.
This makes the rules easier to understand.

Subsection (3) derives from section 80(2)(a) of FA 1988.
Subsection (4) derives from section 80(1A) of FA 1988.

Subsection (5) introduces the conditions in subsection (6) which derive from
section 80(3) of FA 1988. Subsection (6)(a) uses the new term “ outside shareholders’
which was first introduced in section 450.

Subsection (7) contains two definitions which apply solely for the purposes of this
section. The definition of “the company” is new and clarifies which company is being
referred to in subsections (4) and (6). The other definition derives from section 87(1)
of FA 1988.

Section 459: Amount of charge

1927.

This section specifiesthe amount of the chargeabl e benefit. It derivesfrom section 80(4)
of FA 1988 and the definition of “value” in section 87(1) of FA 1988.

Section 460: Cases outside charge under section 457

1928.

This section derives from section 80(5) of FA 1988 which contains the let-out where
the employee has not been a director or employee of the company or an associated
company in the seven years before the benefit is received. There are two points to
note. Section 80(5)(a) of FA 1988 refers to the company in subsection (1) when
that subsection contains no reference to a company. It clearly means the company
whose shares are mentioned in subsection (1). See Change 115 in Annex 1. Also, in
section 80(5) of FA 1988 the test is expressed to apply to the person receiving the
benefit. But by virtue of the connected persons rules in section 83(4) of FA 1988 the
test effectively appliesto the employee himself. Accordingly, thetest isapplied directly
to the employee in this section.

Section 461: Related acquisitions of additional shares

1929.

1930.

This section derives from section 82 (1) and (2) of FA 1988 and concerns the treatment
of additional shares received by the employee in respect of an original holding which
had been acquired by virtue of the employment. The effect isto treat the new shares as
within the Chapter and as having been acquired at the same time as the original shares.

An award of additional shares may give rise to a chargeable benefit within section 457.
This section makes it clear that the timing rule in section 82(2)(b) of FA 1988 does
not affect the date on which the charge under section 457 is taken. See Change 116
in Annex 1.
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Section 462: Company reorganisations etc.

1931

1932.

This section derives from section 82(3) of FA 1988 and concerns exchanges of shares
under company reorganisations. The main effect is to adopt the capital gains tax rule
under which new holdings are treated as acquired as the original shares were.

Subsections (3) and (4) derive from section 82(3)(b) and (c) of FA 1988. Subsection (3)
(b) reflectswhat is meant by therather obscure phrase“ asismentioned in section 128(1)
and (2)” in section 82(3)(b).

Section 463: Disposals of sharesto connected persons etc. ignored

1933.

This section derives from section 83(2) and (3) of FA 1988. It isreasonably plain what
section 83(2) of FA 1988 is trying to do, namely to ignore disposals which are not
at arm’s length or are to a connected party so that the employee is deemed to retain
the beneficial interest. However it is not clear whether the wording of that subsection
achievesthat result where the shareswere originally issued to a connected party and so
have already been subject to the deeming provision in section 83(1) of FA 1988. This
has been made clear in this section by specifying that the employee retains the interest.
It isaminor change to the law. See Change 114 in Annex 1.

Section 464: Application to interestsin shares

1934.

This section derives from section 81 of FA 1988 (which applies for the purposes of
charges under sections 79 and 80 of FA 1988). It sets out the supplementary rule that
where aperson’sinterest in sharesisincreased or reduced it istreated asthe acquisition
or disposal of a separate interest proportionate to the increase or reduction.

Section 465: Duty to notify acquisitions of shares or interestsin shares

1935.

1936.

1937.

1938.

1939.

This section derives from section 85 of FA 1988 which isthe information requirements
provision.

The section makes explicit what is implicit in section 85 that the time limit runs by
referenceto the year in which the additional shares are acquired. Thisisaminor change
to the law. See Change 116 in Annex 1.

Subsection (3) providesthat the particulars must be given to the Inland Revenueinstead
of to the inspector. See Change 158 in Annex 1.

Subsection (4) rewritesthe 92-day timelimit by requiring theinformation to be provided
before 7 July. Thisisin line with the new practice in Chapters 2 to 5 of this Part.

Subsection (5) is new and ensures that notification of an acquisition need be made only
once. Thisisaminor changeto the law. See Change 116 in Annex 1.

Section 466: Duty to notify chargeable events and chargeable benefits

1940.

1941.

1942.

This section also derives from section 85 of FA 1988 and contains the information
requirements where certain charges arise.

Subsection (2) providesthat the particulars must be given to the Inland Revenueinstead
of to the inspector. See Change 158 in Annex 1.

Thetime limit of 60 days has been extended to 92 days. See Change 111 in Annex 1.

Section 467: Meaning of “dependent subsidiary”

1943.

This section derives mainly from section 86 of FA 1988. For ease of use subsection (1)
is now introductory and the various conditions have been placed into four separate
subsections. In subsection (4) the directors' certificate is now to be given to the Inland
Revenue rather than the inspector. See Change 158 in Annex 1.
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The definition of “period of account” in subsection (8) derives from section 86(3) of
FA 1988. That definition was repealed by FA 2002 and a new definition was inserted
into section 832(1) of ICTA. In relation to a company the definitions are effectively
the same.

Section 468: Meaning of “ employee-controlled’

1945.

This section derives from section 87(2) of FA 1988. The definitions of “connected
persons’ and “control” in ICTA are applied by sections 718 and 719 respectively.

Section 469: Shares“held by outside shareholders’

1946.

This section explains the new shorthand term which is used in sections 450 and 458.
The definition derives from sections 78(6)(a) and 80(3)(a) of FA 1988.

Section 470: Minor definitions

1947.

This section picksup theremainder of the definitionsin section 87(1) of FA 1988 which
are not included elsewhere. The meaning of “interest in shares’ has been expanded to
make it clear that it excludes a right to acquire shares eg options. See Change 117 in
Annex 1.

Chapter 5: Share options

Overview

1948.

1949.

1950.

1951.

1952.

1953.

This Chapter is concerned with the income tax charges which may arisein respect of a
share option granted to any person by reason of an individual’s office or employment.

The case of Abbott v Philbin (1960) 39 TC 82 (HL), [1960] 2 All ER 763, established
that under general Schedule E rules, the only occasion of charge is on the grant (or
assignment) of the option. The source of any gain arising on the later exercise of the
option is the option itself, not the employment.

The effect of this decision was largely reversed by legislation introduced in 1966 and
now in sections 135 to 140 of ICTA. The underlying purpose of that legislation is to
replace the charge on grant with one on exercise. Indeed that was what the original
legislation achieved. However in 1972 the charge on grant was reintroduced for longer-
term optionsto prevent liabilities being pushed too far into the future. At the sametime
the value of the grant was defined and provision made for any tax paid on grant to be
deducted from the tax payable on exercise.

The charging provision, section 135 of ICTA, does three main things.

e It providesthat the gain on exercise (or on assignment, rel ease or otherwise turning
to account) is chargeable to tax under Schedule E provided the employeeisin an
employment within Case | of Schedule E.

« If any gain on exercise would be chargeable then it removes the charge on grant,
except where the option can be exercised more than ten years after grant.

» |t provides rules regarding the computation of charges that arise on grant and on
exercise.

The charges on grant and on exercise are removed where the options are issued under
one of the schemes approved by the Inland Revenue. The legislation regarding these
schemes has been rewritten in Chapters 7, 8 and 9 of this Part. Those provisions do
impose charges to tax in certain circumstances.

The rewritten legislation sets out the scope of the Chapter in the opening sections. It
then adopts alogical order by first considering the taxation issues that arise in respect
of the receipt and then the issuesthat arise on exercise, assignment or release. Therules
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in section 187A of ICTA and in section 4 of the Social Security Contributions (Share
Options) Act 2001 which give adeduction to the employee when under an agreement or
election he meets some or all of the employer’ s secondary or special national insurance
contribution have been incorporated.

Two provisions in the source legislation have not been rewritten.

» Section 136(4) of ICTA excludes from the charge that part of any gain that arises
before 3May 1966. It only appliesto options granted beforethat date. The provision
isregarded as spent and it is not being preserved.

e Section 137 of ICTA allows for payment of tax under section 135 by instalments.
It only applies to options granted before 6 April 1984. The provision is regarded
as spent and it is not being preserved.

Section 471: Share options to which this Chapter applies

1955.

1956.

1957.

1958.

1959.

This section sets out which share options come within the scope of the Chapter. It
introducesthe term “share option” in place of the cumbersome“right to acquire shares”.
In fact, although the title of section 135 of ICTA includes the words “ share options”,
that term is not used at all in the source legidlation.

Subsection (1) makesit clear at the outset that the options concerned are those granted
by reason of a person’s office or employment. It derives from parts of section 135(1)
and (6) and section 140(1) of ICTA.

Subsection (2) makes it clear that the shares over which the option is granted can be
shares in any body corporate. The normal case, of course, will be the grant of options
over shares in the employing company, but the legislation can apply even if the body
corporate is totally unconnected with the employment.

Subsection (3) makesiit clear that the option may be granted to someone other than the
director or employee. It derives from section 140(1) of ICTA.

Subsection (4) setsout two definitions which help to make the legidlation easier to read.
For example, theterm “the employee” isused instead of “thedirector or employee of the
company”. Also, thefact that this Chapter appliesto prospective and former employees
is made clear by the reference to the extended definition in section 487(1).

Section 472: Introduction to taxation of share options

1960.

1961.

1962.

This is a new introductory section. Subsection (1) derives from the Abbott v Philbin
decision. It makes clear that unless a charge is imposed by this Chapter on exercise,
then the only possible charge is when the option is received. If there is a charge on
grant or assignment then it arises by virtue of Chapter 1 of Part 3 as earnings or under
Chapter 10 of Part 3 as ataxable benefit.

Subsection (2) acts as a signpost to the major exemption from the charge in respect of
receipt, ie where the options expire within ten years of being obtained.

Subsections (3) and (4) draw attention to charges that may arise when the option is
exercised, assigned or released and subsection (5) to the different rules that apply for
options received under an approved scheme or under the EMI code.

Section 473: Share options to which this Chapter does not apply

1963.

This section explains which offices and employments come within the scope of these
provisions. Subsection (1) bringsto the fore the idea that the Chapter is only concerned
with options granted in respect of an office or employment the earningsfrom which fall
within sections 15 or 21. Thisisderived from therestriction in section 140(1) of ICTA,
that the legidation only appliesto Case | offices and employments, although the exact
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scope of that restriction was not clear. Clarifying the scope of the restriction is a minor
change to the law. See Change 118 in Annex 1.

1964. Subsection (2) derives from section 140(1) of ICTA and makes it clear that
the legidation applies to options granted after the employment has ceased if the
employment is within sections 15 or 21 in the last tax year in which the employment
was held. This section makesit clear that a charge can arise where an option is granted
to another person after the employment has ceased. See Note 49 in Annex 2.

Section 474: No charge in respect of receipt of shorter-term option

1965. This section derives from section 135(2) of ICTA which gives an exemption in respect
of receipt of options which expire within ten years provided that any gain on exercise
of the option would be chargeable. The proviso is not expressy stated in this section.
It follows from the fact the reference to “share option” imports the conditions in
sections 471 and 473 and therefore limits the scope of the exemption to options within
the Chapter and potentially chargeable on exercise.

1966. Subsection (2) aso highlights the point, referred to rather obliquely by the opening
words of section 135(2) of ICTA, that charges can arise on grant under an approved
CSOP schemein certain circumstances. Other than thisinstance, it followsthat acharge
in respect of the receipt can only arise where:

» theaward isof alonger-term option; or

» the circumstances are such that a charge could not arise on exercise. Examples of
this would be that the employment (considered at the time of grant) is not within
sections 15 or 21, or the holder of the option isan office-holder who isnot adirector
or employee.

Section 475: Value of longer-term option for purposes of liability to tax in respect
of receipt

1967. Thissection derivesfrom the rulein section 135(5)(b) of ICTA regarding the valuation
of alonger-term option for the purposes of achargeto tax in respect of the receipt of the
option. Section 135(5)(b) says that the value of the option is not less than the current
market value of the option shares reduced by whatever the employee has to pay for the
shares. In practice, ahigher valueis never used. Accordingly, the “not lessthan” part of
therule hasbeen left out. Thisisaminor changeto thelaw. See Change 119in Annex 1.

1968. Subsection (2) derives from section 135(5)(b) of ICTA and resolves an ambiguity if the
option shares carry conversion rights. It is not clear in the source legislation in such a
case whether the value of the option shares or the value of the shares obtained on their
conversion should be the basis of the charge. This section resolves the ambiguity by
taking the higher value. Thisisaminor changein the law. See Change 120 in Annex 1.

1969. The definition of “market value” in subsection (3) derives from section 140(3) of
ICTA. It is reasonably plain from the wording of section 140(3) that the intention is
to have the same rules about market values as apply in TCGA 1992 although only
section 272 ismentioned. The new definition refersto Part 8 of TCGA 1992 rather than
just section 272 and is nhow the same as in Schedules 2, 3, 4 and 5 to this Act. This
change in approach is explained in more detail in Note 23 in Annex 2.

Section 476: Charge on exercise, assignment or release of option by employee

1970. In ICTA, the rules that apply in situations where another person (rather than the
employee) redlises the gain are in the middle of section 135 surrounded by other
material dealing with the more common case in which the gain is realised by the
employee personally. In this Act the rules have been separated, this section being
concerned with gains realised by the employee and section 477 with gains realised by
other persons.
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Subsection (2) provides that an amount is to count as employment income of the
employee. It derives from section 135(1) of ICTA. Such an amount is specific
employment income (see section 7(4) of this Act) which replaces the free-standing
Schedule E charge. It does not depend on the residence status of the employee at the
time of exercise. The charge applies whether the option was originally granted to the
employee or to another person and then assigned to the employee; see section 471(3)
of this Act. The amount that is to count as employment income (the taxable amount)
is determined under section 478.

Subsection (3) isnew and simply specifiesthe year for which the taxable amount counts
as employment income. It is Inland Revenue practice to apply section 135 of ICTA to
charge the gain in the year of exercise etc. See Note 3 in Annex 2.

Subsection (4) refers to the exceptions that apply if the options were granted under an
approved scheme or under the EMI code.

Section 477: Charge on employee where option exercised, assigned or released by
another person

1974.

1975.

1976.

1977.

1978.

This section derivesfrom section 135(6) and (7) of ICTA whichimposesachargeonthe
employee where the gain is realised by another person. Subsection (1) sets out clearly
the three circumstances where an amount is to count as employment income of the
employee. The amount that is to count as employment income (the taxable amount) is
calculated under section 478.

Subsection (3) is new and specifies the year for which the taxable amount counts as
employment income. See Note 3in Annex 2.

Subsection (4) is new. It legislates the present practice of not charging the personal
representatives or beneficiaries when the option is exercised following the death of the
person to whom the option was granted. See Change 121 in Annex 1.

Subsection (5) derives from section 135(7) of ICTA and contains an exemption where
the employee was divested of the share option by operation of law. The reference in
section 135(7) of ICTA to “on his bankruptcy or otherwise” has been left out asit adds
nothing.

Subsection (6) provides that where subsection (5) applies, the gain is chargeable under
Schedule D, Case VI. The subsection aso removes ambiguity by making it clear that
any person charged under Case V1 is entitled to the reduction derived from the closing
words of section 135(6) of ICTA. Thisisaminor change to the law. See Change 122
in Annex 1.

Section 478: Amount of charges

1979.

1980.

This section identifies those deductions which are made from the amount of the gain
(calculated under section 479 or 480) in arriving at the taxable amount.

Subsection (2)(a) and (b) reflects the amendments made to section 135 of ICTA by
paragraph 1 of Schedule 6 to FA 2002. That changed the rule about giving relief where
there had been an earlier chargein respect of thereceipt of the option. Theamount that is
charged to tax in respect of the receipt isnow deducted in cal cul ating the taxable amount
instead of giving relief in terms of tax. In strictness, a deduction is only due where
the option is exercised, assigned or released by the employee. However, in practice it
is appropriate to give the deduction where the option is exercised by another person,
so0 long as the same amount is not deducted twice. The section makes any amount
charged to tax in respect of the receipt of an option a deductible amount in calculating
the taxable amount for the purposes of section 477 (charge where option exercised by
another person), but subsection (3) prevents double deductions. Thisisaminor change
to the law. See Change 123 in Annex 1.
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1981. Subsection (2)(c) allows a deduction in calculating the taxable amount for the amount
of any allowable national insurance contributions met by the employee. It derivesfrom
section 187A(4) of ICTA.

Section 479: Amount of gain realised by exercising option

1982. This section brings together the parts of section 135(3) and (6) of ICTA which provide
the rules regarding the computation of the gain on exercise and a further rule in
section 185(8) of ICTA. That rule allows a deduction in calculating the amount of
the gain for any charge to tax under section 185(6) of ICTA in respect of the grant
at a discount of a share option under an approved CSOP scheme. Those parts of
section 135(3) of ICTA which relate solely to the gain on an assignment or release
appear in a separate section. The method adopted |eads to some repetition between this
section and section 480, in order to assist the reader.

1983. Subsection (1) introduces aformulafor calculating the gain.
1984. Subsection (2) specifies the items which are deductible costs in calculating the gain.

1985. Subsection (3) derives from the closing words of section 135(4) of ICTA and ensures
that the amount paid for the option is deducted only once. It should be noted that
section 135(9) of ICTA replicates the effect of section 135(4) of ICTA and has not been
separately rewritten. This removes unnecessary material.

1986. Subsection (4) provides asignpost to the EMI provisions which modify the calculation
of the amount of the gain.

Section 480: Amount of gain realised by assigning or releasing option

1987. This section mirrors section 479 and sets out the rules which apply to the computation
of the gain when the option is assigned or released. Asthe EMI provisions do not apply
when an option is assigned or released no signpost is required here.

Section 481: Deductible amount in respect of secondary Class 1 contributions met
by employee

1988. Section187A of ICTA, introduced by section 56(1) of FA 2000, providesrelief against a
gain chargeable under section 135 of ICTA for amounts of employer’ s Class 1 National
Insurance contributions payable in respect of the gain and met by the employee under
arrangements set out in social security legislation. The relief has now been written as
a deduction in calculating the taxable amount and does not affect the amount of the
gain. It is the amount of the gain (rather than the taxable amount) that is relevant for
the purposes of section 120(4) of TCGA 1992 and national insurance provisions. It
is therefore not necessary to reproduce the rule in section 187A(5) of ICTA which
prevented relief under section 187A from being taken into account for those purposes.

1989. Subsection (4) derives from section 4(3) of the Social Security Contributions (Share
Options) Act 2001. Its effect is that one cannot get a deduction under both this section
and under section 482 (specia contributions).

Section 482: Deductible amount in respect of special contribution met by employee

1990. Thissection derivesfrom section 4 of the Social Security Contributions (Share Options)
Act 2001. That Act enabled the employer or employee as appropriate to cap exposure
to employer's Class 1 Nationa Insurance contributions by instead paying a special
contribution calculated by reference to any increase in value of the shares subject to the
option on 7 November 2000. Although any special contributions had to be paid by 11
August 2001 the relief is due when the gain is realised which may not be for several
years.
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For the same reasons as explained above in the notes on section 481, the provisions of
section 187A(5) of ICTA have not been reproduced in this section. It is not necessary
to prohibit a deduction made in calculating the taxable amount and not in calculating
the amount of the gain.

Section 483: Extended meaning of “assign” and “ release”

1992.

This section brings together the two rules regarding the extended meaning of “assign”
and “release” to include other situations where options are turned to account. It derives
from section 135(8) and section 136(5)(a) of ICTA.

Section 484: Amount or value of consideration given for grant of share option

1993.

1994.

1995.

This section contains supplementary rules for determining the amount allowable as a
deduction in respect of the cost of the option in calculating the amount of the gain.

Subsection (2) derives from the rule at the end of section 135(3) of ICTA regarding the
apportionment of asingle sum paid for both the share option and something else. The
wording in that subsection is a“just” apportionment. This has been amended to “just
and reasonable” to align the wording with that used in sections 429 and 442. Thisisa
minor change to the law. See Change 124 in Annex 1.

Subsection (3) derives from section 135(4) and provides that no account is taken of the
value of the duties of the employment performed by the employee. As mentioned in
the explanatory note to section 479, section 135(9) of ICTA has not been rewritten as
it replicates the effect of the rule in the final part of section 135(4), that the cost of the
option can only be deducted once. That rule is rewritten in sections 479(3) and 480(3).

Section 485: Application of this Chapter where share option exchanged for another

1996.

1997.

1998.

1999.

This section derives from what is probably the most complex part of the source
legislation. Section 136(1) to (3) of ICTA are concerned with creating a form of
rollover treatment which applies when aright to acquire shares is effectively swapped
for another such right. The effect is to ignore the swap for section 135 purposes and
apply the Chapter to the replacement option. Any consideration received which is not
represented by the new option istaken into account in cal culating the gain in the normal

way.

The prevention of the early crystallisation of the charge in the case of astraightforward
exchange a so has an anti-avoidance effect. In the absence of the provision it could be
arranged that a valuable option is exchanged for an option with an apparently lower
value (thus generating an immediate, but low tax charge), and there would be no
charge on exercise because the new option would not have been issued by reason of
employment, but to the employee as option-holder.

Section 136(1) of ICTA is not easy to follow partly because it says that the cost of
the new option excludes some things, but includes others; and partly because those
rules are in the same long sentence detailing other rules not concerned with working
out the allowable cost of the new option. These ideas have been separated and in
order to make the provision easier to use subsection (4) specifies what is in fact the
consideration for the grant of the new option. Subsections (5) and (6) extend therollover
trestment to cases where the swap is achieved indirectly under arrangements described
in section 136(2) and (3) of ICTA.

It may be noted that section 136(2)(b) of ICTA refers to tax “chargeable under this
section”. Thismakes no sense becausetax isnot chargeable under section 136, but under
section 135 of ICTA. The problem stems from consolidation. Previously section 136(2)
was part of the same section as section 135. When that section (section 186 of
ICTA 1970) was split in two on consolidation the rel evant amendment to section 136(2)
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(b) was missed. This error has been corrected in section 485(5)(b). See Change 125
in Annex 1.

Section 486: Duty to notify mattersrelating to share options

2000.

This section derives from section 136(6) to (8) of ICTA. Thetime limit of 92 days after
the end of the year of assessment has been rewritten as“before 7" July” in line with the
new practice in Chapters 2 to 5 of this Part. The particulars are now to be given to the
Inland Revenue rather than to the inspector. See Change 158 in Annex 1.

Section 487: Minor definitions

2001.

2002.

This section brings together minor definitions from section 136(5) of ICTA and others
from section 187A of ICTA in connection with the deductions for National |nsurance
contributions.

The definition of sharesin section 136(5)(d) of ICTA includes stock “in so far as the
context permits’. Thisrider has been omitted asunnecessary since there does not appear
to be anywhere in this Chapter where the context would not so permit.

Chapter 6: Approved share incentive plans

Background

2003.

2004.

2005.

2006.

2007.

This Chapter, together with Schedule 2, derives from the legislation relating to share
incentive plans (or “SIPs’ for short). SIPs were previously known as employee share
ownership plans (or “ESOPs’ for short). The SIPs legislation is the result of a policy
designed to bring share ownership in a company to the whole of that company's
workforce.

Nearly al the SIPs legislation is contained in Schedule 8 to FA 2000 (introduced by
section 47 of that Act). Schedule 8 to FA 2000 was amended, to a certain extent, by
Schedule 13 to FA 2001 (introduced by section 61 of that Act), and also by section 95
of that Act. Further amendments to Schedule 8 of FA 2000 were made by section 39 of
FA 2002 and a'so by the Employee Share Schemes Act 2002.

The new legidation relating to SIPs, the majority of whichis contained in this Chapter
and Schedule 2, is called “the SIP code” : aterm introduced in section 488.

The core of the SIP code is that a company establishing a share incentive plan must
offer either “free shares” or “partnership shares’ (or both) to its employees. Two other
types of shares - “matching shares’ and “dividend shares’ - are dealt with in the SIP
code; and either or both of these may also be offered to employees - although thisis not
essential. And if aSIPisto be “approved” for the purposes of the legidation (and thus
obtain the tax advantages available to an approved SIP), there are general requirements
to be met, and also further requirements relating to the eligibility of individuals, to the
types of sharesthat may be awarded, and to the trustees.

The SIP code, accordingly, has a number of distinguishable components:

e it specifiesrequirements that a SIP must meet before it may be “approved” for the
purposes of the SIP code;

* it deals with the procedural aspects relating to the approval of plans and the
withdrawal of approval;

e it specifiesthe tax advantages that an approved SIP possesses;

e it gpecifies the tax charges that may arise in certain circumstances (for example,
when shares cease to be subject to the plan); and

» it deals with supplementary matters (including interpretation).
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Of the components listed in the last paragraph, this Chapter deals with the tax
advantages that an approved S|P possesses, and with the tax charges that may arise.

Schedule 2 deals with the other components listed in that paragraph. After the
introduction (in Part 1), that Schedul e deals with the requirements that a S|P must meet
before it may be “approved” for the purposes of the SIP code (in Parts 2 to 9); with the
approval of plansand the withdrawal of approval (in Part 10); and with supplementary
matters (in Part 11).

Schedule 8 to FA 2000 also contained other provisions relating to corporation tax,
capital gains tax and stamp duty. These other provisions are dealt with in Schedule 6
to this Act (consequential amendments). Schedule 7 to this Act includes provisions
designed to avoid any transitional problems arising from the replacement of Schedule 8
by the provisions contained in this Act.

Overview

2011.

In this Chapter, after an introductory section (section 488), the first major topic dealt
with isthe tax advantages that an approved SIP possesses (in sections 489 to 499). The
second major topic dealt with isthe tax charges that may arise (in sections 500 to 508).
The provisions relating to each major topic have been arranged to deal with the award
of shares, then with the holding of shares, and then, finally, with shares ceasing to be
subject to the plan. This Chapter concludes with provisions dealing with the making of
PAY E deductions in connection with the tax charges that may arise (in sections 509
to 514), and with a section referring to the other provisions in the Tax Acts that deal
with SIPs (in section 515).

Section 488: Approved share incentive plans (SIPs)

2012.

2013.

2014.
2015.

2016.

This section is introductory. It indicates the main components of the SIP code, and
defines some terms of general application.

Subsection (1) is new, and indicates the main topics deat with in the SIP code.
Subsection (2), which is aso new, then indicates which of those topics are dealt with
in Schedule 2.

Subsection (3) contains the definition of “the SIP code”. This definition is also new.
Subsection (4) defines terms used generally in the SIP code. Of these terms:

e the definition of an “approved” plan may be deduced from the definition of
“approved employee share ownership plan” in paragraph 129(1) of Schedule 8 to
FA 2000; but, inthisAct, the definition is now followed by anew provision, stating
that the word “approva” has a corresponding meaning;

» the definition of a “PAYE deduction” generalises the partial definitions in
paragraphs 95(10) and 96(5) of Schedule 8 to FA 2000; and

» the definition of a “share incentive plan” derives from the definition of an
“employee share ownership plan” in paragraph 1(1) of Schedule 8 to FA 2000.

Subsection (5) draws attention to the fact that there is an index relating to the SIP code
at the end of Schedule 2. Expressions contained in that index have the meanings that
areindicated there.

The tax advantages

2017.

Sections 489 to 499 relate to the first major topic dealt with in this Chapter: the tax
advantages possessed by an approved SIP.
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Section 489: Operation of tax advantagesin connection with approved SIP

2018.

2019.

2020.

This section is introductory, being concerned with the general scope of the tax
advantages applying to an approved SIP. Those advantages do not apply to anindividual
who is not chargeable to tax under Part 2 in respect of the eligible employment (as
defined) (see subsection (2)).

This section isthe first of two that derive from paragraph 77 of Schedule 8 to FA 2000
(the other being section 500).

Subsections (2) and (3) are derived from paragraph 77(2) of Schedule 8 to FA 2000.
The material in that sub-paragraph has been divided to make it easier to understand;
and the definition of “the éigible employment” is new.

Section 490: No charge on award or acquisition of shares: general

2021.

2022.

This section is the first of four that deal with the tax advantages connected with the
award of shares. It contains the basic proposition that the employee is not liable to
income tax on the value of the beneficial interest in the plan shares that passes to the
employee at the time those shares are acquired.

This section derives from paragraph 78(1) of Schedule 8 to FA 2000, a sub-paragraph
that has now been divided into two subsections.

Section 491: No charge on award of shares as taxable benefit

2023.

2024.

This section is the second of four that deal with the tax advantages connected with the
award of shares. It providesthat an employeeisnot liabletoincometax under Chapter 8
of Part 3. That Chapter forms part of the benefits code, and provides for income tax
liabilities to arise on acquisitions of shares.

This section derives from paragraph 78(2) of Schedule 8 to FA 2000. That sub-
paragraph contains a second sentence stating that any charge to tax under section 162(6)
of ICTA remained unaffected. As the provision is expressed in this section in a form
that does not impinge in any way on the provisions rewriting section 162(6) of ICTA
(in Chapter 9 of Part 3), this second sentence has been omitted on the basis that it is
unnecessary.

Section 492: No charge on partnership share money deducted from salary

2025.

2026.

This section is the third of four that deal with the tax advantages connected with
the award of shares. It provides that an employee is not liable to income tax under
Part 2 where partnership share money is deducted from the employee’s salary under
a partnership share agreement. The expressions “partnership share agreement” and
“partnership share money” are defined in Schedule 2 (in paragraphs 44 and 45
respectively); and these expressions may also be found in the index of defined
expressions in paragraph 100 at the end of that Schedule.

This section derives from paragraph 83 of Schedule 8 to FA 2000.

Section 493: No charge on acquisition of dividend shares

2027.

2028.

This section is the last of four that deal with the tax advantages connected with the
award of shares. It provides that a scheme participant is not liable to income tax on the
amount applied by the trustees in acquiring dividend shares on the participant’ s behalf.

This section derives from paragraph 89 of Schedule 8 to FA 2000. Subsection (1)
reorganises the material in paragraph 89(1); in subsection (2) the word “amount”
replaces the words “amounts of dividends’; and subsections (3) to (5) vary the order of
material drawn from paragraph 89(3) and (4) of Schedule 8 to FA 2000.
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Section 494: No charge on removal of restrictions applying to shares

2029.

2030.

This section is the first of three that deal with the tax advantages connected with the
holding of shares. Subsections (1) and (2) apply where a participant’s plan shares are
subject to provision for forfeiture, and that provision is varied or removed. In these
circumstances a participant is not liable to income tax by virtue of sections 427 or 449.
Those sections may be found, respectively, in Chapters 2 and 4 of this Part. Subsection
(3) providesthat a participant is not liable to income tax by virtue of section 449 when
the holding period comes to an end. The expressions “provision for forfeiture” and
“holding period” are defined in Schedule 2, in paragraphs 99(1) and 36 respectively.

This section derives from paragraph 80(1) and (2) of Schedule 8 to FA 2000. Thereis
anew subsection (1), setting out the circumstances in which subsection (2) applies.

Section 495: No charge on increase in value of shares of dependent subsidiary

2031.

2032.

2033.

This section is the second of three that deal with tax advantages connected with the
holding of shares. It provides that a participant is not liable to income tax by virtue of
section 453 (charge on increasein value of shares of dependent subsidiary) in respect of
any of the participant’s shares that are subject to the plan when the chargeable increase
is determined for the purposes of that section.

This section derives from paragraph 80(3) of Schedule 8 to FA 2000. In order to
make that provision easier to understand, the rewritten legislation now consists of two
subsections.

Subsection (1) makes a minor change to the law. If plan shares are sold while they are
still in the plan it is not the practice of the Inland Revenue to attempt to charge income
tax under the dependent subsidiary charge in section 79 of FA 1988. However, there
is a problem with the wording in paragraph 80 in that if the “appropriate time” for the
purposes of that sectionisthetime of saleit is debatable whether at that point the shares
are still subject to the plan. In order to make it clear that no charge to income tax arises
under section 453 in such circumstances, the words“ or immediately before” have been
added before the words “the appropriatetime” at the end of this subsection. See Change
126 in Annex 1.

Section 496: No charge on cash dividend retained for reinvestment

2034.

This section is the last of three that deal with the tax advantages connected with the
holding of shares. It provides that a participant is not liable to income tax in respect
of the amount of a cash dividend that is not reinvested but is carried forward and held
by the trust with a view to reinvestment at a later date. It derives from paragraph 91
of Schedule 8 to FA 2000.

Section 497: Limitations on charges on shares ceasing to be subject to plan

2035.

2036.

This section is the first of two that deal with the tax advantages connected with shares
ceasing to be subject to approved SIPs. It provides that liability to income tax only
arisesin specified limited circumstances when shares cease to be subject to the plan.

This section brings together three general propositions contained in
paragraphs 81(7), 86(6) and 93(6) of Schedule 8 to FA 2000 respectively. The
opportunity hasbeen takento bring these three sub-paragraphsinto better alignment. All
three subsections now refer to “incometax” (asopposed to “tax™); and in subsection (2)
thereferenceto “the employee” has been omitted. Paragraph 77(1) of Schedule 8 to FA
2000 may be relied on for the change to the use of the term “incometax”.
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Section 498: No charge on shares ceasing to be subject to plan in certain
circumstances

2037.

2038.

2039.

2040.

Thissection isthe second of two that deal with thetax advantages connected with shares
ceasing to be subject to approved SIPs. It provides that a participant is not liable to
income tax on shares ceasing to be subject to the plan if the shares so cease because
the participant ceases to be in relevant employment in the circumstances specified in
subsection (2). The meaning of a participant ceasing to be in relevant employment is
explained in paragraph 95 of Schedule 2 to this Act.

This section derives from sub-paragraphs (1) and (2) of paragraph 87 of Schedule 8
to FA 2000. Subsection (2)(d) reorganises the material to be found in paragraph 87(3)
(d) of Schedule 8.

That paragraph concludes by providing two definitions. The first definition (that of
“redundancy”) has now been placed in paragraph 99(1) of Schedule 2 to this Act; and
the second (which appears in the rewritten legidation as a definition of “the specified
retirement age”) has now been placed in paragraph 98 of Schedule 2.

The material set out in subsection (2) of this section is aso set out in full in
paragraph 32(2) of Schedule 2. This duplication should assist the reader.

Section 499: No charge in respect of incidental expenditure

2041.

2042.

2043.

This section is concerned with incidental expenditure incurred in operating the plan;
and providesthat an employeeisnot liable to incometax in respect of such expenditure
of the trustees, the company that established the SIP or the employee’ s employer.

The section derives from paragraph 78(3) of Schedule 8 to FA 2000, which was added
by paragraph 4 of Schedule 13 to FA 2001.

This section makes aminor changeto thelaw in that it isnow provided that thereisaso
no liability to income tax for incidental expenditure incurred by the company which
established the plan. See Change 127 in Annex 1.

The chargesto tax

2044.

Sections 500 to 508 relate to the second magjor topic dealt with in this Chapter: the
consequentia tax charges that may arise in certain circumstances.

Section 500: Operation of tax chargesin connection with approved SIP

2045.

2046.

2047.

As in the case of section 489, this section is introductory, being concerned with the
general scope of the tax charges applying to an approved SIP. Those charges do not
apply to anindividual who is not chargeable to tax under Part 2 in respect of the eligible
employment (as defined) (see subsection (2)).

Thissectionisthe second of two that derivefrom paragraph 77 of Schedule 8to FA 2000
(the other being section 489).

Asinthecaseof section 489, subsections(2) and (3) are derived from paragraph 77(2) of
Schedule 8 to FA 2000. Once again the material in that sub-paragraph has been divided
to make it easier to understand; and the definition of “the eligible employment” is new.

Section 501: Charge on capital receiptsin respect of plan shares

2048.

This section is the first of three that impose tax charges connected with the holding of
shares. It imposes a chargeto incometax if acapital receipt isreceived by a participant
in respect of plan shares which have been held for less than five years (three yearsin
the case of dividend shares). The meaning of the term “capital receipt” isdealt within
the following section.

27


http://www.legislation.gov.uk/id/ukpga/2003/1/498/2
http://www.legislation.gov.uk/id/ukpga/2003/1/498/2
http://www.legislation.gov.uk/id/ukpga/2003/1/500/2
http://www.legislation.gov.uk/id/ukpga/2003/1/500/2
http://www.legislation.gov.uk/id/ukpga/2003/1/500/3

These notes refer to the Income Tax (Earnings and Pensions)
Act 2003 (c.1) which received Royal Assent on 6th March 2003

2049. Thissectionisthefirst of two that derive from paragraph 79 of Schedule 8 to FA 2000.
This section derives from sub-paragraphs (1) and (5) of that paragraph, and deals
with the matters directly relevant to the charge. Subsections (1) to (5) of this section
are all derived from paragraph 79(1) of Schedule 8 to FA 2000, which has been
divided to make it easier to understand; and subsection (6) simplifies the wording of
paragraph 79(5) of Schedule 8 to FA 2000.

Section 502: Meaning of “ capital receipt” in section 501

2050. This section follows on from section 501, and deals with the definition of the term
“capital receipt”. Thetermis given avery wide definition.

2051. This section is the second of two that derive from paragraph 79 of Schedule 8 to
FA 2000. This section derives from the definitional provisions in sub-paragraphs (2)
to (4) of that paragraph.

2052. Inorder to emphasisethe provision that will apply most oftenin practice, subsection (2)
begins with the words “ The general rule”.

2053. In subsection (5) the words “pursuant to adirection” have been changed to “as aresult
of adirection”.

Section 503: Charge on partnership share money paid over to employee

2054. Thissection isthe second of three that impose tax charges connected with the holding
of shares. The section imposes a charge to income tax if an amount is paid over to an
individual under any of the provisionsin Schedule 2 that are listed in this section.

2055. This section derives from paragraph 84 of Schedule 8 to FA 2000.

Section 504: Charge on cancellation paymentsin respect of partnership share
agreement

2056. This section isthe last of three that impose tax charges connected with the holding of
shares. The section imposes acharge to incometax if an individual receives any money
in respect of the cancellation of a partnership share agreement.

2057. This section derives from paragraph 85 of Schedule 8 to FA 2000; but the wording of
this section differs very substantially from the wording of that paragraph.

2058. Asinthe case of other sectionsin this Chapter, the year that is “the relevant tax year”
is specified. The point at which the tax charge arises is not specified in Schedule 8 to
FA 2000; but the point has been dealt with explicitly in subsection (3). See Note 3(B)
in Annex 2.

Section 505: Charge on free or matching shares ceasing to be subject to plan

2059. Thissectionisthefirst of three that impose tax charges connected with shares ceasing
to be subject to SIPs. This section isthe main charging provision for free and matching
shares; and it provides for the charge to vary with the length of the period for which
the shares have been held. If the shares have been held for more than five years, there
is no income tax liability under this section.

2060. This section derives from sub-paragraphs (1) to (6) of paragraph 81 of Schedule 8 to
FA 2000.

2061. Subsection (1) introduces two new terms, “the award date” and “the exit date”. These
two terms are then deployed in subsections (2) to (5). Subsection (5), by providing that
the“relevant tax year” isthe tax year in which the exit date falls, has the effect that any
charge to tax will arise in that year. See Note 3(B) in Annex 2.
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Subsection (6) combines material at present contained in sub-paragraphs (5) and (6) of
paragraph 81.

Section 506: Charge on partnership shares ceasing to be subject to plan

2063.

2064.

2065.

2066.

Thissectionisthe second of threethat imposetax charges connected with shares ceasing
to be subject to SIPs. This section isthe main charging provision for partnership shares,
and, asin the case of section 505, it provides for the charge to vary with the length of
the period for which the shares have been held. If the shares have been held for more
than five years, then once again there is no income tax liability under this section.

This section derives from sub-paragraphs (1) to (5) of paragraph 86 of Schedule 8 to
FA 2000.

Subsection (1) introduces a new term, “the exit date”’. This term is then deployed in
subsections (2) to (5).

Asin the case of other sectionsin this Chapter, the year that is “the relevant tax year”
is specified. The point at which the tax charge arises is not specified in Schedule 8 to
FA 2000; but asthere can belittle doubt about the answer, the point has been dealt with
explicitly in subsection (5). See Note 3(B) in Annex 2.

Section 507: Charge on disposal of beneficial interest during holding period

2067.

2068.

20609.

This section is the last of three that impose tax charges connected with shares ceasing
to be subject to SIPs. It appliesif aparticipant disposes of the beneficial interest in free
or matching shares during the holding period in breach of the obligations imposed by
paragraph 36(1)(b) of Schedule 2 to this Act.

This section derives from paragraph 82(1) of Schedule 8 to FA 2000. (Paragraph 82(2)
of Schedule 8 to FA 2000 was repealed by paragraph 5 of Schedule 13 to FA 2001.)
Subsection (1)(a) contains additional wording to emphasise that this section applies
if free or matching shares cease to be subject to the plan during the holding period
applying to those shares.

Asin the case of other sectionsin this Chapter, the year that is “the relevant tax year”
is specified. Asin the case of those other sections, the point at which the tax charge
arises is not specified in Schedule 8 to FA 2000; the point is dealt with explicitly in
subsection (3). See Note 3(B) in Annex 2.

Section 508: I dentification of shares ceasing to be subject to plan

2070.
2071.

2072.

This section contains provisions for identifying shares that cease to be subject to SIPs.

This section derives from paragraph 122(6) of Schedule 8 to FA 2000, which is one of
the supplementary provisionsin Part 13 of that Schedule. It is more convenient to deal
with this topic here, alongside the provisions dealing with the tax charges connected
with shares ceasing to be subject to SIPs.

Paragraph 122(6) of Schedule 8 is drafted in terms of shares being “awarded” to a
participant; but, whileit is appropriate to speak of an award of free shares, partnership
shares or matching shares, it is not clear that such terminology is appropriate for
dividend shares. It is, however, the intention that al sharesin the trust for a particular
employee should be pooled, and that shares should come out of the trust on afirst in
first out basis. Subsection (2) has been added to this section to deal with this point. See
Change 128 in Annex 1.

PAYE implications

2073.

Sections 500 to 508 deal with the various chargesto income tax as employment income
that may arise under the SIP code. Sections 509 to 514, which derivefrom paragraphs 94
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to 96 of Schedule 8 to FA 2000 (as amended), deal with the circumstances in which
PAY E may be applied to those payments.

Section 509: Modification of section 696 where charge on shares ceasing to be
subject to plan

2074.

2075.

2076.

This section, with its reference to section 696, has the effect of providing that where
there is an amount that counts as employment income as the result of shares ceasing to
be subject to an approved SIP, and where the shares in question are readily convertible
assets, PAYE is to be applied on the amount likely to count as employment income
under the SIP code.

This section derives from paragraphs 94 and 128 of Schedule 8 to FA 2000, two
paragraphs since amended by section 39(2) and (6) of FA 2002.

This section has the consequence that the employer has to use his best estimate of the
amount that will be chargeable: there is no requirement that PAY E has to be operated
on the precise amount that will eventually count as employment income.

Section 510: Payments by trustees to employer company on shares ceasing to be
subject to plan

2077.

2078.

2079.

This section applies where any plan shares cease to be subject to the plan; where there
is an amount that counts as employment income of the participant; and where there is
an obligation to deduct PAYE in respect of that amount. In these circumstances the
principal obligation to account for any PAYE due is that of the employer company
(an expression defined in subsection (7)). The plan may require the participant to pay
sufficient money to the employer company in order to meet the PAYE liability; but, to
the extent that it does not do so, this section provides for the trustees to pay sums to
the employer company.

Thissectionisthefirst of threethat derivefrom paragraph 95 of Schedule8to FA 2000.
That paragraph islong; and it has been thought advantageous to divide it. This section
derives from sub-paragraphs (1) to (6) of paragraph 95.

Subsection (7) takes account of the amendment made to paragraph 95(6) of Schedule 8
to FA 2000 by section 39(3) of FA 2002.

Section 511: PAYE deductions to be made by trustees on shares ceasing to be
subject to plan

2080.

2081.

This section is relevant where any plan shares cease to be subject to the plan and as
a result there is an amount that counts as employment income of the participant. In
such a case if either there is no employer company or the Inland Revenue are of the
opinion that a PAY E deduction isimpracticable, and direct that this section isto apply,
the trustees have to account for the PAY E asif the participant were aformer employee
of the trustees. The practical effect of this is that the trustees have to deduct income
tax at the basic rate.

This section is the second of three that derive from paragraph 95 of Schedule 8 to
FA 2000. This section derives from sub-paragraphs (7) and (8) of paragraph 95.

Section 512: Disposal of beneficial interest by participant

2082.

2083.

This section provides for sections 510 and 511 to apply in a modified form where a
participant disposes of his beneficial interest in any of his plan shares.

Thissectionisthe last of three that derive from paragraph 95 of Schedule 8 to FA 2000.
This section derives from sub-paragraph (9) of paragraph 95.
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Section 513: Capital receipts. payments by trustees to employer company

2084.

2085.

This section and section 514 apply where the trustees receive money which gives
rise to a capital receipt that counts as employment income in the hands of the
participant (see section 501). This section then applies to deal with the “basic” case
that arises in these circumstances. The trustees are to pay over an amount equal to the
amount of employment income to the employer company (an expression defined in
subsection (5)), and the employer company is then to account for the PAY E and to pay
the balance to the employee.

This section is the first of two that rewrite paragraph 96 of Schedule 8 to FA 2000.
This section derives from sub-paragraphs (1) and (2) of paragraph 96. Subsection (5)
takes account of the amendment made to paragraph 96(2) of Schedule 8 to FA 2000
by section 39(4) of FA 2002.

Section 514: Capital receipts. PAYE deductions to be made by trustees

2086.

2087.

Section 513 and this section apply where the trustees receive money which gives rise
to a capital receipt that counts as employment income in the hands of the participant
(see section 501). This section applies in circumstances where either there is no
employer company or the Inland Revenue are of the opinion that a PAY E deduction
is impracticable, and direct that this section is to apply. In these circumstances, and
when making the capital payment to the participant, the trustees are to make aPAYE
deduction as if the participant were a former employee of the trustees. The practical
effect of thisisthat the trustees have to deduct income tax at the basic rate.

This section is the second of two that rewrite paragraph 96 of Schedule 8 to FA 2000.
This section derives from sub-paragraphs (3) and (4) of paragraph 96.

Section 515: Tax advantages and charges under other Acts

2088.

Thisis anew section, explaining where the remaining provisions in the SIPs code are
to be found. The mgjority areto befound in ICTA (subsection (1)); but others are to be
found in TCGA 1992 (subsection (2)(a)), or in FA 2001 (subsection (2)(b)).

Chapter 7: Approved SAYE option schemes

Overview

2089.

2090.
2091.

2092.

2093.

This Chapter tellsan employee receiving or exercising ashare option whether or not the
option is within the Save-as-Y ou-Earn (“ SAYE") rules and what the tax consequences
are. A SAYE option scheme is defined in section 516. This label has not been used
in the statute up to now. The name in the source legidation is “ savings-related share
option scheme” and these schemes are commonly referred to as SAYE share option
schemes or simply SAY E schemesin practice.

The label SAY E denotes a SAY E option scheme in these notes.

Unlikein sections 185 and 187 of and Schedule 9to ICTA, in this Act SAY E has been
separated from the CSOP schemes in an attempt to make these rules easier to read and
understand.

The rules for APS schemes (profit sharing schemes approved under Schedule 9 to
ICTA) are not rewritten in this Act. These rules will therefore still be found in
sections 186 and 187 of and Schedules 9 and 10 to ICTA. Thereisreferenceto thisin
section 418(2) and in Part 8 of Schedule 7 to this Act.

The redrafting of the SAYE and CSOP schemes has been influenced by the way the
newer schemes, Enterprise Management Incentives (“EMI”) and Share Incentive Plans
(“SIP"), were drafted in FA 2000. Thisis a matter of style and also part of an attempt
to achieve consistency across the share schemes where possible. Codes have been
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introduced for each scheme or plan as explained in the notes on the introduction to this
Part.

Each section of this Chapter and each paragraph of Schedule 3 has a heading to help
explain its contents and there are several examples of both sections and paragraphs
containing introductory material.

The requirements for the initial and continuing approval of the scheme are now
contained in paragraphs 40 to 44 of Schedule 3. There are transitional provisions in
Schedule 7 to ensure that a scheme approved under Schedule 9to ICTA istreated asa
SAY E option scheme approved under this Act.

Section 516: Approved SAYE option schemes

2096.

2097.

2098.

2099.

2100.

This section sets out what is contained in this Chapter and in Schedule 3. It sets the
scene: SAYE is a scheme which requires prior approval by the Inland Revenue and
which enables the option-holder to benefit from income tax relief.

There are references in the SAY E code in several placesto the Inland Revenue, where
in ICTA these refer to the Board. This reflects practice and isin line with the approach
in FA 2000 to the EMI and SIP codes. The Inland Revenueis defined in section 720 as
“any officer of the Board of Inland Revenue”. See Change 158 in Annex 1.

In subsection (3)(c) there is a cross-reference to Part 2 of Schedule 7D to TCGA 1992
which coversthe capital gainstax angle (see Schedule 6 to this Act).

Share options are described as being granted rather than obtained in most contexts and
especially where the timing of the grant is significant. Thistiesin with the terminology
in EMI and perhaps gives a clearer indication of the exact date of the occasion.

The definitions derive from section 187 of ICTA. There are minor definitions and a
new index of defined expressions, at the end of Schedule 3 to thisAct. Thisisbased on
the approach in the tax-relieved share schemes, introduced by FA 2000. The definition
of “share option” matches the one used for EMI in FA 2000 (and in the EMI code).
In section 516 there is also a fuller definition of the SAY E option scheme itself than
inICTA.

Section 517: Share options to which this Chapter applies

2101.

2102.

This is an introductory section, which derives from section 185(1) of ICTA. This
Chapter applies to an individual who obtains an option in accordance with the
provisions of an approved scheme by reason of his or her employment. This phrasein
section 185(1) matches the expression in the benefits code. The rules in paragraph 10
of Schedule 3 to this Act govern the particular employment.

The reference to a commencement date in section 185(1) of ICTA is spent and is not
rewritten.

Section 518: No chargein respect of receipt of option

2103.

This derives from section 185(2) of ICTA. Here, as el sewhere, the phrase “no liability
to income tax arises’ expresses this type of exemption.

Section 519: No charge in respect of exercise of option

2104.

2105.

This and the following section derive from section 185(3) and (4) of ICTA and explain
the conditions for relief from income tax on the exercise of an option and on post-
acquisition benefits.

Therelief and the exceptions are set out in amore straightforward way and in apositive
framework. No liability to incometax arisesin the circumstances set out in this section
(subject to the two conditionsin subsections (2) and (3)) on the exercise of an optionin
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accordance with the approved provisions of the scheme. Under condition A, the option
is exercised after three years from the date on which it is granted. This period between
grant and exercise is the norm for a SAY E scheme.

There are a number of circumstances however for an early (pre-three year) exercise
which are catered for in SAYE schemes. Rules about these appear in Schedule 3
to this Act. Following on from section 185(4) of ICTA, this section identifies those
circumstances for which tax relief is provided. But under condition B the position is
expressed positively, although the formulation makes reference to the circumstances
where tax relief is not available on the early exercise of an option.

There is a clarification of the time limit in section 185(4) of ICTA, which refers to
the exercise of an option within three years of its being obtained in subsections (2)
and (3)(a). This section confirms that the period is inclusive of the date of the grant.
So, if granted an option on 1 January 2002, an employee can be confident that it can
be exercised on the same date three years |later and the exercise will qualify for income
tax relief. See Change 129 in Annex 1.

There are similar clarificationsin the CSOP code and there are referencesto time limits
elsewherein the notes on the approved schemes. These areinstanceswhere, to agreater
or lesser extent, doubt may exist as to whether or not the “trigger date”, from which a
period is measured, is to be included in the period. As the law ignores fractions of a
day when computing periods of this nature, the start date for the various periods has
been identified.

The Inland Revenue practice under which the charge on the exercise, assignment and
release of unapproved share options is lifted after the death of an option holder has
now been given statutory effect in section 477(4). There is a cross-reference to this
section in subsection (4). Also, to make it clear that the operation of section 477 acts
in conjunction with the approved share scheme rules, which concern the time when a
share option lapses after death, there is also a signpost to paragraph 32 of Schedule 3
to this Act in subsection (5)(a).

In subsection (5)(b) there is a direct signpost to paragraph 42(3) of Schedule 3 to this
Act, under which, for SAY E, the option holder is protected against the possibility of
approval being withdrawn from an approved scheme.

Section 520: No chargein respect of post-acquisition benefits

2111.

2112.

This section mirrors the previous section and gives relief in the same circumstances
from income tax on specified charges on an increase in the value of shares acquired by
way of atax-relieved exercise.

Thereisasignpost in subsection (3) to paragraph 42(3) of Schedule 3 to this Act under
which, for SAY E, the option holder is protected against the possibility of approval being
withdrawn from an approved scheme.

Chapter 8: Approved CSOP schemes

Overview

2113.

2114.
2115.

This Chapter tellsan employee receiving or exercising ashare option whether or not the
option is within a CSOP scheme and what the tax consequences are. A CSOP scheme
is defined in section 521. The acronym CSOP stands for a company share option plan.
Thislabel has not been used in the statute up to now but it iscommonly used in practice.

The label CSOP denotes a CSOP scheme in these notes.

Unlike in sections 185 and 187 of and Schedule 9 to ICTA, in this Act CSOP has been
separated from the SAY E schemesin an attempt to make these rules easier to read and
understand.
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The rules for APS scheme (profit sharing schemes approved under Schedule 9 to
ICTA) are not being rewritten in this Act. These rules will therefore still be found in
sections 186 and 187 of and Schedules 9 and 10 to ICTA. Thereisreferenceto thisin
section 418(2) and in Part 8 of Schedule 7 to this Act.

The redrafting of the CSOP and SAY E schemes has been influenced by the way the
newer schemes, Enterprise Management Incentives (“EMI”) and Share Incentive Plans
(“SIP"), were written in FA 2000. Thisis a matter of style and also part of an attempt
to achieve consistency across the share schemes where possible. Codes have been
introduced for each scheme or plan as explained in the notes to the introduction to this
Part.

Each section of this Chapter and each paragraph of Schedule 4 has a heading to help
explain its contents and there are several examples of both sections and paragraphs
containing introductory material.

The requirements for the initial and continuing approval of the scheme are now
contained in paragraphs 28 to 32 of Schedule 4. There are transitional provisions in
Schedule 7 to ensure that a scheme approved under Schedule 9 to ICTA is treated as
a CSOP scheme approved under this Act.

Section 521: Approved CSOP Schemes

2120.

2121.

2122.

2123.

2124.

This section sets out what is contained in this Chapter and in Schedule 4 to this Act. It
sets the scene: CSOP is a scheme which requires prior approval by the Inland Revenue
and which enables the option-holder to benefit from income tax relief. There is aso
provision here for amounts to count as employment income in certain circumstances.

There are references in the CSOP code in several places to the Inland Revenue, where
the relevant provisionsin ICTA referred to the Board. This reflects practice and isin
linewith the approach in FA 2000 to EMI and SIP codes. The Inland Revenueisdefined
in section 720 as “any officer of the Board of Inland Revenue’. See Change 158 in
Annex 1.

In subsection (3)(c) there is a cross-reference to Part 3 of Schedule 7D to TCGA 1992
which coversthe capital gains tax angle (see Schedule 6 to this Act).

Share options are described as being granted rather than obtained in most contexts and
especially where the timing of the grant is significant. Thistiesin with the terminology
in EMI and perhaps gives a clearer indication of the exact date of the occasion.

The definitions derive from section 187 of ICTA. There are minor definitions and anew
index of defined expressions, at the end of Schedule 4 to this Act. Thisis based on the
approach in the tax-relieved share schemes, introduced by FA 2000. The definition of
“share option” matches the one used for EMI in FA 2000 (and in the EMI code). There
isfor the first time a definition of the CSOP scheme in section 521.

Section 522: Share options to which this Chapter applies

2125.

2126.

This is an introductory section, which derives from section 185(1) of ICTA. This
Chapter applies to an individual who obtains an option in accordance with the
provisions of an approved scheme by reason of his or her employment. This phrasein
section 185(1) matches the expression in the benefits code. The rulesin paragraph 8 of
Schedule 4 to this Act govern the particular employment.

The reference to a commencement date in section 185(1) of ICTA is spent and is not
being rewritten. This is also the case with section 185(9) of ICTA, which is specific
to CSOP.
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Section 523: No chargein respect of receipt of option

2127.

2128.

Subsection (1) derives from section 185(2) of ICTA. Here as el sewhere the phrase “no
liability to income tax arises’ expresses this type of exemption.

Subsection (2) also derives from section 185(2) of ICTA.

Section 524: No chargein respect of exercise of option

2129.

2130.

2131.

2132.

2133.

2134.

2135.

This and the following section bring together section 185(3) and (5) of ICTA and
incorporate paragraph 27(3) of Schedule 9to ICTA, which was formerly referred toin
section 185(3).

These two sections explain the conditions for relief from income tax on the exercise of
an option and on post-acquisition benefits. As with the SAY E provisions, this section
makes the circumstances of relief and the exceptions more straightforward, expressing
them in a positive form.

No liability to income tax arises in the circumstances set out in the condition in
subsection (2). The option has to be exercised between three years and ten years after
receipt and three years after a previous exempt exercise, as defined in subsection (3).

There are therefore three dates crucia to this relief. The three year period in
subsection (2)(a)(i) beginswith the day on which the optionisgranted. Thereisaminor
change in relation to the exercise on the tenth anniversary of the grant in subsection (2)
(a)(ii). See Change 129 in Annex 1.

In subsection (2)(b) the rule makes it clear that the period is inclusive of the exercise
of the current option. (In section 185(5)(b) of ICTA the period looks back to the date
of an earlier exercise.) The effect is that if there is an exempt exercise of an option
on 1 January 2002, an employee can be confident that a further exercise on the same
date three years later will qualify for income tax relief.

There are similar clarifications in the SAYE code and there are references to time
limits el sewhere in the explanatory notes on the approved schemes. These are instances
where it might be open to doubt whether or not the trigger date, from which aperiod is
measured, is to be included in the period. As the law ignores fractions of a day when
computing periods of this nature, this section identifies the start date for the various
periods.

The Inland Revenue practice under which the charge on the exercise, assignment and
release of unapproved share options after the death of an option holder is lifted has
now been given statutory effect in section 477(4). There is a new cross-reference to
this section in subsection (4). Also, to make it clear that the operation of section 477
actsin conjunction with the approved share scheme rules, which concern thetime when
a share option lapses after death, there is a signpost to paragraph 25 of Schedule 4 in
subsection (5).

Section 525: No chargein respect of post-acquisition benefits

2136.

This section mirrors the previous section and also derives from section 185(3) and (5)
of ICTA. It givesrelief in the same circumstances from income tax on specified charges
(post-acquisition charges under section 449 and section 453) on anincreasein thevalue
of shares acquired by way of a tax-relieved exercise. The exercise has to meet the
condition set out in section 524. See Note 50 in Annex 2.

Section 526: Charge where option granted at a discount

2137.

This section derives from section 185(6) and (8) of ICTA. Section 185(7) of ICTA
which coversthe capital gainstax consequences (relief against adouble charge) is now
in Part 3 of Schedule 7D to TCGA 1992 (see Schedule 7 to this Act).
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The section imposes a charge in the rare case that the total of any consideration given
for the grant of the option and the amount payable on exercising the option islessthan
the market value of the shares at the time the option is granted. The option has to be
granted at a price which is not manifestly less than the market value at that date (which
istherulein paragraph 22 of Schedule4, formerly paragraph 29 of Schedule9to ICTA).
Therefore this charge can only occur where there has been an agreement to fix the value
earlier than the date of the grant or a mistake is made on the valuation.

The language of subsections (2) and (4) reflects the new approach to expressing
“charge”.

In response to a suggestion made in the consultation process leading up to this Act,
“the price” in subsection (1)(b) has been changed to “the amount payable” since price
implies an amount payable per share. A further clarification has aso been introduced.
This is the reference to “the maximum number of shares’ that can be acquired under
the option, which specifies the number of shares in the frame in order to make the
comparison required.

The reference to the discount being earned income has been dropped, as this has no
continuing effect.

Under subsection (4), “knock-on” relief is given against further income tax charges on
the same shares. Thisis asignpost only now; the way the relief is givenisincluded in
sections 194, 479 and 480.

Chapter 9: Enterprise management incentives

Overview

2143.

2144.

2145.

2146.

This Chapter contains the information that an employee needs in order to be able to
establish the tax consequences of receiving or exercising a share option that is within
the enterprise management incentives (“EMI”) rules.

A code has been introduced for EMI optionsasfor SAY E, CSOP and S| Ps as explained
in the notes on the introduction to this Part.

Those parts of the EMI code that determine which options are within the scope of the
scheme are separated out and appear in Schedule 5. Schedule 5 refersto “ share options’,
where appropriate, so as to align this phraseology with SAYE and CSOP. There is a
definition of “share option” in section 527.

The requirements for a qualifying option, deriving from Schedule 14 to FA 2000, are
now contained in Schedule 5to thisAct. Therearetransitional provisionsin Schedule 7
to ensure that where a share option was a qualifying option under Schedule 14 to
FA 2000, it istreated as a qualifying option for the purposes of the EMI code.

Section 527: Enterprise management incentives. qualifying options

2147.

2148.

This section sets out what is contained in this Chapter and in Schedule 5. As well as
being a new scene-setting section, it includes material drawn from paragraph 1(1) of
Schedule 14 to FA 2000 about what is a qualifying option.

In subsection (3)(c) there is a cross-reference to Part 4 of Schedule 7D to TCGA 1992
which covers the capital gains tax angle, (see Schedule 7 to this Act).

Section 528: No charge on receipt of qualifying option

2149.

This section prevents tax being chargeable on receipt of a qualifying option. It derives
from paragraphs 42(1) and 43 of Schedule 14 to FA 2000.
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Section 529: Scope of tax advantages. option must be exercised within 10 years

2150.

2151.

This section explains that the tax advantages described in the following sections only
apply if the option is exercised within ten years of it being granted. If the option being
exercised is areplacement for a previous option, it must be exercised within ten years
from when the original option was granted in order to qualify for the tax advantages.
This derives from paragraph 42 of Schedule 14 to FA 2000.

The words “the date of the” have been added before “grant” in subsection (2)(b) to
clarify the effect of the rule in paragraph 42 which provides for a ten year period
exclusive of the date of the grant.

Section 530: No charge on exercise of option to acquire shares at market value

2152.

This section, which derives from paragraph 44 of Schedule 14 to FA 2000, deals with
the situation where an employee is granted an option with an exercise price not less
than the market value of the shares at the time the original option is granted. In this
situation, there is no charge on the exercise of the option (or a replacement option)
under section 476. This provision is subject to section 532 which outlineswhat happens
if adisgualifying event takes place.

Section 531: Limitation of charge on exercise of option to acquire shares below
market value

2153.

2154.

2155.

2156.

2157.

This section sets out how to calculate the amount chargeable under section 476 when
aqualifying option (or replacement option) is exercised to acquire shares for less than
their market value when the option was originally granted. It derivesfrom paragraph 45
of Schedule 14 to FA 2000.

This provision is subject to section 532 which outlines what happensif a disqualifying
event takes place.

There are formulaeto aid understanding of thetext in thisand in the succeeding section,
which provide the basis for the calculation of the charges.

There is no successor to paragraph 46 of Schedule 14 to FA 2000 (exercise of option
to acquire shares at nil cost). Thisis redundant in that it is a variation of the situation
in this section. Small changes have been made to sections 531 and 532 to ensure that
the whole picture is preserved. In subsection (1) of section 531 thereis a new “(or at
nil cost)” and in both subsection (2) of this section and subsection (4) of section 532,
areferenceto “if any” in the definition of “ACS".

There is afurther point affecting both this and the next section. The source legidlation
includes a provision that stating that if the section 476 gain was nil thereis no liability
to income tax. Sections 531 and 532 now use aformulaic approach and a more general
solution has been found to deal with negative results. Section 420 provides for the
position where aformulain Part 7 would produce a negative result. The result isto be
taken to be nil.

Section 532: Modified tax consequences following disqualifying events

2158.

2159.

This section sets out what happens where there has been a disqualifying event and
the option had not been exercised within 40 days of that event. The 40-day period of
grace is in recognition of the fact that the option-holder may have no control over a
disqualifying event.

This provision derives from paragraph 53 of Schedule 14 to FA 2000. The section
now has amore comprehensive heading and isin amore prominent position before the
sections describing the various types of disqualifying event. This draws out the impact
of such an event on income tax relief.
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The broad effect of an amendment in paragraph 11 of Schedule 14 to FA 2001 was that
this set of ruleswholly replaces those included in paragraphs 44 and 45 of Schedule 14
to FA 2000 (rewritten in sections 530 and 531), if adisqualifying event occurs. There
isadight change in the wording to reflect this, referring to the option being “within”,
for example, section 530, rather than section 530 applying.

The effect of the provisionisto separate out and relievethe gain in the value of the share
option accruing over the period up to the disqualifying event, leaving any gain accruing
between the disgqualifying event and the date of exercise fully chargeable. There is of
course the usual deduction for anything paid for the grant of the option.

As noted in relation to the preceding section there is no successor to paragraph 46 of
Schedule 14 to FA 2000. Another small change has been made to this section to ensure
that the whole picture is preserved. In subsection (4) there is an added reference to “if
any” in the definition of “ACS”".

The provision in sub-paragraph (2D) of paragraph 53 of Schedule 14 to FA 2000,
has not been reproduced. This was a provision that stated that if the section 476 gain
was nil there is no liability to income tax. This and the preceding section now use a
formulaic approach and a more general solution has been found to deal with negative
results. Section 420 provides for the position where aformulain Part 7 would produce
anegative result. The result is to be taken to be nil.

Subsection (6) contains a clearer exposition of the rule in paragraph 53(3) of
Schedule 14 to FA 2000 from which it derives. This ensures that the operation of
this section does not result in a higher taxable amount than would be charged under
section 476, if the EMI provisions did not apply. In this situation no part of either this
section or of sections 530 and 531 apply (and so the amount is counted asincome under
section 476).

Section 533: Disqualifying events

2165.

This is a new provision, which provides the reader with a list of the possible
disqualifying events and notes where they are described in full.

Section 534: Disqualifying eventsrelating to relevant company

2166.

2167.

2168.
2169.

2170.

2171.

This section sets out those events that can happen to the company whose shares are the
subject of a qualifying option that would lead to that share option ceasing to qualify
under EMI. These are “disqualifying events’. It derives from paragraph 47(1) and (2)
and paragraph 48 of Schedule 14 to FA 2000.

Theword “being” has been changed to “becoming” in subsection (1)(b) to better match
the wording and meaning of subsection (1)(a).

The definition of “control” is covered by section 840 of ICTA, see Note 51 in Annex 2.

In subsection (4), which derives from paragraph 47(2) of Schedule 14 to FA 2000, the
reference to the “original” option has been dropped from the phrase “when the option
was granted”. There is no scope in paragraph 47(2)(b)(ii) of Schedule 14 to FA 2000
to refer to any option other than the qualifying option, mentioned in paragraph 47(2)
(@) (in subsections (3) and (4)(a) of this section). This could be either an original or a
replacement option. Also the words “of a group” no longer follow “parent company”
in subsection (4)(b).

To clarify the position if there has been a replacement option, there is a cross-reference
to paragraph 41(5) (b) of Schedule 5.

The words “from the grant” in the source legidation have been changed to “the period
of two years after the date” of the grant in subsection (5) to clarify the rule. This new
wording provides for a period exclusive of the date of the grant.
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Section 535: Disqualifying events relating to employee

2172.

2173.

2174.

2175.

2176.

This section sets out the disqualifying events that can occur in relation to an employee.
These result in the share option held by that employee ceasing to qualify under EMI.
It derives from paragraphs 47(1) (part), (3), and 52(1), (2) and (6) of Schedule 14 to
FA 2000 and relates to provisions in Schedule 5 to this Act. It picks up on some new
expressions introduced in paragraph 26 of that Schedule to set out more clearly the
requirement on working time.

First there is the employment requirement in subsection (1)(a). Next, under
subsection (1)(b), there is a disqualifying event if, on the facts of the arrangement
between employer and employee (usually the contract), the employee ceases to meet
the requirement as to commitment of working time, contained in paragraph 26 of
Schedule 5 to this Act.

Finally, and the different nature of thistest is emphasised by the words “in addition” in
subsections (2) to (5), thereiswhat isknown asthe “working timerule”. Thistakesinto
account the time actually spent by the employee on work in the relevant employment.

The provisions in paragraphs 47 and 52 of Schedule 14 to FA 2000 are cumbersome
to operate, do not work satisfactorily in all circumstances and could impact harshly on
employees working flexi-time. Under subsections (2) to (5) thereis a much simpler
“working time rule”. See Change 130(A) in Annex 1.

Thereisanother minor changeto the law in subsection (3). This correctsan omissionin
the source legislation, by providing a cross-reference to paragraph 26(3) of Schedule 5
to this Act. See Change 130(B) in Annex 1.

Section 536: Other disqualifying events

2177.

This section lists the other events that can result in a share option ceasing to qualify
under EMI. It derives from paragraphs 47(1) and 51 of Schedule 14 to FA 2000.

Section 537: Alterations of share capital for purposes of section 536

2178.

2179.

Among the disqualifying events in section 536 are certain kinds of alteration of the
company’s share capital. Section 537 sets out what kind of alteration comes into play
for the purposes of section 536(1)(b) and (c). It derives from paragraphs 47(1) and 49
of Schedule 14 to FA 2000.

There is a change in the wording in subsection (4) compared to the final paragraph of
paragraph 49(1). “References to restrictions ... or to rights ... include”, followed by
an interpretation, is replaced by “any reference to a restriction ... or aright ... isa
reference to such arestriction ... or right”, followed by the same interpretation. This
rephrasing makes better sense of the final wordsin the sentence, “or in any other way”.

Section 538: Share conversions excluded for purposes of section 536

2180.

Among the disqualifying events in section 536 is a conversion of the shares, to which
the option relates, into a different class. Section 538 prevents a share conversion being
adisgualifying event if it meets certain conditions as set out in subsections (2) and (3).
This section derives from paragraph 50 of Schedule 14 to FA 2000.

Section 539: CSOP and other optionsrelevant for purposes of section 536

2181.

Among thedisqualifying eventsin section 536 isthe grant of aCSOP optionif, after this
grant, the total value of the shares for which the employee holds unexercised employee
options under EMI or CSOP exceeds £100,000. This section explains the meaning of
CSOP options and employee optionsfor those purposes. It derivesfrom paragraph 51(1)
to (4) of Schedule 14 to FA 2000.
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There is a new definition of a group of companies, in contexts where there is no
reference to the parent company, in paragraph 58 of Schedule 5 to this Act.

Section 540: No charge on acquisition of shares as taxable benefit

2183.

2184.

2185.

This section prevents there being a charge to tax under Chapter 8 of Part 3 in respect
of shares acquired by the exercise of a qualifying option, if the employee is resident
and ordinarily resident in the United Kingdom. This derives from paragraph 54 (1) of
Schedule 14 to FA 2000.

Thewording of the source legislation suggests that the residence tests apply at thetime
the option isexercised. In practice the Inland Revenue appliesthe test at the time of the
grant of the option. In this section it has been made clear that the tests can be applied at
the time of the grant or at the time of the exercise of a qualifying option. See Change
131in Annex 1.

The content of paragraph 54(2) of Schedule 14 to FA 2000 is in section 541, rather
than in this section, since it relates to a charge under Chapter 9 of Part 3 which is not
affected by the EMI provisions.

Section 541: Effects on other income tax charges

2186.

2187.

2188.

The fact that a share option may be a qualifying share option under EMI does not
prevent the ordinary operation of certain other income tax provisions. This section sets
out what those provisions are. This includes a reference to the possibility of a charge
under section 453 in subsection (1)(c). This last subsection derives from section 79 of
FA 1988 and, though not immediately relevant since an EMI option cannot be granted
over shares in a subsidiary, can apply to shares acquired on exercise of the option if
there is a subsequent take-over.

The section a so describes what relief may be available as a deductible amount from a
charge to tax under sections 427 or 438 in respect of shares acquired under the option.

This section derives from paragraphs 54 (2) and 55 of Schedule 14 to FA 2000.

Chapter 10: Priority share allocations

Overview

2189.

2190.

2191.

2192.

This Chapter derives from section 68 of FA 1988 which applies to offers made on or
after 23 September 1987. That section exempts the benefit derived by directors and
employees from a priority alocation of shares.

Section 68 of FA 1988 starts by granting a complete exemption from the charge as
emolumentsin respect of any benefit derived from an entitlement to apriority allocation
of shares. Then, in some circumstances, the legidlation brings back into charge any
discount enjoyed by employees. It does so by excluding the relevant amount from the
initial exemption. The rules for calculating this amount are different from the normal
rulesfor calculating emoluments.

When section 68 of FA 1988 was enacted, it only dealt with relatively straightforward
offers where there was a single public offer under which both members of the public
and directors and other employees applied for shares including any priority shares.

Successive amendments catered for more complex share offers. These included offers
where, because of legal and other technical issues, the priority shares for directors and
employees were subject to a separate employee offer. Each new tranche of legislation
was “bolted on” to what had gone before. This was done by imposing the fiction that
the separate public and employee offers were in fact asingle offer — “the offer”.

40


http://www.legislation.gov.uk/id/ukpga/2003/1/541/1
http://www.legislation.gov.uk/id/ukpga/2003/1/7/10

2193.

2194.

These notes refer to the Income Tax (Earnings and Pensions)
Act 2003 (c.1) which received Royal Assent on 6th March 2003

This led to some rather dense and convoluted legislation — particularly in the rules for
the limits on the number of priority sharesand the “similar terms’ condition. In order to
try to make the provisions easier to understand, that fiction has been abandoned and the
Act instead uses the following structure: sections 542 and 543 deal with single share
offers; sections 544 and 545 deal with share offers with separate public and employee
offers; and sections 546 to 548 deal with supplementary material that is common to
both.

It should be noted that section 68(4) of FA 1988 (dealing with the capital gains aspects)
does not appear in this Chapter. Instead, paragraph 212 of Schedule 6 to this Act inserts
anew section 149C in TCGA 1992. In addition, section 68(6) of FA 1988, the original
commencement provision, isomitted on the grounds that it is spent.

Section 542: Exemption: offer made to public and employees

2195.

2196.

2197.

This section is concerned with offers which are open to both the public and employees.
Subsection (1) derives from section 68(1) of FA 1988 and introduces the basic
conditions for the exemption. The exemption itself is found in subsection (2) and is
from liability to income tax as earnings. It follows that the exemption does not apply
to a benefit received in connection with a change or termination within Chapter 3 of
Part 6 of this Act which derives from section 148 of ICTA.

Subsections (3) to (6) derive from sections 68(2), (2A) and (2B) of FA 1988 and give
the detailed conditions which must be satisfied in order for the exemption to apply.
In contrast to the source legidation, dealing with the conditions one by one should be
clearer.

Subsection (7) introduces section 543 which excludes certain discounts from the
exemption in this section.

Section 543: Discount not covered by exemption in section 542

2198.

This section derives from section 68(1A) of FA 1988 and excludes from the exemption
in section 542 the benefit of certain discounts enjoyed by a director or employee in
acquiring the priority shares. The discount therefore remains taxable as earnings. In
calculating the taxable discount the amount of any registrant discount (see section 547)
is disregarded.

Section 544: Exemption: different offers made to public and employees

2199.

2200.

2201.

This section is concerned with cases where there are separate offers to the public
and employees. Subsection (1) derives mainly from section 68(1ZA) of FA 1988
and introduces the basic conditions for the exemption. The exemption itself is found
in subsection (2) and is from liability to income tax as earnings. It follows that
the exemption does not apply to a benefit received in connection with a change or
termination within Chapter 3 of Part 6 of this Act which derives from section 148 of
ICTA.

Subsections(3) to (6) derivefrom sections68(1ZB), (2), (2A), (2B) and (2C) of FA 1988
and give the detailed conditions which must be satisfied for the exemption to apply.
Subsection (3) requires the case of each company whose shares are subject to the
employee offer to be considered. In the FA 1988 provisions, the fiction that the public
offer and the employee offer are a single offer means that, reading subsections 68(2)
(a) and 68(2C) together, a company whose shares are only subject to the public offer
also has to be considered. In such a case, the limit on the number of shares allocated to
employees, imposed by section 68(2)(a), will never be exceeded. These companies are
not therefore mentioned. See Note 52 in Annex 2.

Subsection (7) introduces section 545 which excludes certain discounts from the
exemption in this section.
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Section 545: Discount not covered by exemption in section 544

2202. Thissection derivesfrom section 68(1) of FA 1988 and excludesfrom the exemptionin
section 544 the benefit of any discount (disregarding the registrant discount) enjoyed by
adirector or employee in acquiring the priority shares. The discount therefore remains
taxable as earnings.

2203. Subsections (3) to (6) derive from the rather complex provisionsin section 68(5B) and
(5C) of FA 1988 which determine the “appropriate notional price” of the sharesin the
offer. Generally thisisthe notional price, but in some circumstancesit isaproportion of
the notional price. A formula has been introduced to make the basis of the calculation
clearer.

Section 546: Meaning of being entitled “ on similar terms’

2204. Thissectionderivesfrom sections68(3) and (3A) of FA 1988 and explainsthe condition
that entitlement to a priority allocation of shares must be on “similar terms”.

2205. Subsections (3) to (6) only apply where the alocation of shares in a company for
directors and employees of the company is different from the allocations for directors
and employees of other companies.

Section 547: Meaning and amount or value of “registrant discount”

2206. This section derives from section 68(5A) of FA 1988 which defines “registrant
discount”. Section 68(5A)(b) requires at least 40% of shares which are allocated to
members of the public other than employees and directorsto be allocated to individuals
entitled to the discount. It is not made explicit what this phrase means. Subsection (4)
has been drafted to make clear that the intention is to exclude employees and directors
who are entitled to a priority allocation. This change in approach is explained in detail
in Note 53 in Annex 2.

2207. In this section the label “subscribing employee” has been used to describe those
directors and employees who subscribe for shares under the offers and who comply
with the same registration requirements as members of the public.

Section 548:; Minor definitions

2208. This section contains the definitions used in this Chapter and mainly derives from
section 68(5) of FA 1988. That |egislation does not define “director” (except to include
prospective and former directors) or “shares’. The definitions introduced here are
discussed in Change 132 in Annex 1.

Chapter 11: Supplementary Provisions about employee benefit trusts

Background

2209. Chapters 6, 7, 8 and 9 of this Part set out the provisions for the four types of share
scheme: share incentive plans (“ SIPS’), Save As Y ou Earn option schemes (*SAYE"),
company share ownership plans (“CSOPs’) and enterprise management incentives
(“EMIS").

2210. Eachof those schemesincludesanumber of requirementsthat the employee must meet.
One of the conditions common to each of the schemes is that the employee must not
have a “material interest” in the company whose shares are subject to the scheme. A
“material interest” means entitlement to more than a certain percentage of the relevant
company’s share capital.

2211. In determining whether or not the “material interest” test is satisfied, the entitlement
of theindividual to any of the company’s sharesincludes any such entitlement held by
any “associates’ of the individual.
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One kind of associate could be a trustee of a settlement of which the individual is a
beneficiary. And onekind of trust that may well exist in the context of acompany thatis
running share incentive schemesis an employee benefit trust. An employee wishing to
participate in the share scheme may therefore need to know whether or not to count the
trustees of the employee benefit trust as “associates’ for the purposes of the “material
interest” test.

Each of thefour types of share scheme mentioned in paragraph 2209 includesprovisions
directed to theissue whether the trustees of an employee benefit trust should be counted
as associates. The provisions are to the same effect, and state, in each case, that the
general rule is that the trustees are not counted as associates if neither the individual
in question (with or without associates) nor any associate of the individual (with or
without associates) controls more than a stated percentage of the ordinary share capital
of the company.

Overview

2214.

2215.

2216.

This Chapter contains provisions relating to employee benefit trusts. It deals with two
issues.

Thefirst issue dealt with is the obvious question “What is an employee benefit trust?”.
Inthe sourcelegislation an employeebenefit trust is stated, in the case of each of thefour
schemes, to have the same meaning as in paragraph 7 of Schedule 8 to ICTA. That
Schedule is not being re-enacted, as it relates to profit-related pay schemes which will
be effectively spent by the time that this Act takes effect. It will therefore no longer be
possible to refer to the meaning of “employee benefit trust” as used in the legislation
relating to profit related pay schemes. That definition, instead, is set out in this Chapter.
The definition, in sections 550 and 551, derives from paragraph 7 of Schedule 8 to
ICTA.

The second issue dealt with relates to the general rule mentioned in paragraph 2213:
for there are cases where the general rule is supplemented by further rules. In these
cases, which depend upon the employee or an associate receiving a payment from
the employee benefit trust, the employee (or the associate) is treated as owning the
“appropriate percentage” of the ordinary share capital of the company, in addition to
any percentage of that share capital actually owned. These provisions, in sections 552
to 554, derive from paragraph 7(9) to (12) of Schedule 8 to ICTA.

Section 549: Application of this Chapter

2217.

2218.

2219.

This section sets out the ambit of this Chapter. Subsections (1) to (3) are drafting
additions, while subsection (4) derives from materia in paragraph 7(3) and (12) of
Schedule 8t0 ICTA.

In subsection (4)(b), the words “the company which are subject to” have been
added near the end of this provision. Although these words do not form part of
paragraph 7(12), it is thought that they should have been included, and that the
legidlation is easier to understand if they are included. See Note 54 in Annex 2.

Subsection (5) provides that, in this Chapter, the term “employee” includes the holder
of an office. Thisgeneral proposition holds good for the employment income Parts (see
section 5), but was disapplied for the purposes of Part 7 in section 421. However, the
provisions of this Chapter are governed by the definition of the term “employment” in
section 169(1) of ICTA, which includes an office, so the genera proposition that an
“employee” includes an office-holder has been reinstated.

Section 550: Meaning of “ employee benefit trust”

2220.

This section sets out the basic ingredients of an employee benefit trust, as follows:

e al or most of the employees of the company must be eligible to benefit; and

43


http://www.legislation.gov.uk/id/ukpga/2003/1/549/1
http://www.legislation.gov.uk/id/ukpga/2003/1/549/3
http://www.legislation.gov.uk/id/ukpga/2003/1/549/4
http://www.legislation.gov.uk/id/ukpga/2003/1/549/4
http://www.legislation.gov.uk/id/ukpga/2003/1/549/5

These notes refer to the Income Tax (Earnings and Pensions)
Act 2003 (c.1) which received Royal Assent on 6th March 2003

e apart from certain exceptions, there have been no disposals of property subject to
the trust since 13 March 1989.

2221. Thissection derives from paragraph 7(5) of Schedule 8 to ICTA.

2222. Subsection (4) provides more information about the exceptions to the “no disposals
since 13 March 1989” rule. Disposals that do not prevent the trust from being an
employee benefit trust are either those made in the ordinary course of the management
of the trust or “qualifying disposals’, as defined in section 551.

Section 551: “ Qualifying disposals’ for purposes of section 550

2223. This section sets out that a “qualifying disposal” can be of any of the ordinary share
capital of the company, or money paid outright, provided one of three conditionsis met.
This section derives from paragraph 7(6) and (7) of Schedule 8 to ICTA.

2224. The conditions mentioned are set out in subsections (2), (4) and (5).

2225. Subsection (3) is new. Although subsection (2) refersto “employees of the company”,
it is Inland Revenue practice to extend the benefit of this provision to employees of
a subsidiary company (a subsidiary company being taken to mean a company under
another company’ s control, with the word “control” taking the meaning in section 840
of ICTA). Subsection (3) reflects that Inland Revenue practice. See Change 133 in
Annex 1.

Section 552: Attribution of interest in company to beneficiary or associate

2226. Thissection setsout that in certain circumstances the individual (or an associate of the
individual) istreated asowning the“ appropriate percentage” of the company’ sordinary
share capital. It derives from paragraph 7(9) of Schedule 8 to ICTA.

2227. The relevant circumstances are that the individual in question (or an associate) has
received a payment from the employee benefit trust since 13 March 1989 and the
property subject to the trust included any ordinary share capital of the company at any
time during the three years preceding that payment.

2228. The “appropriate percentage” of the company’s ordinary share capital that the
individual (or associate) is treated as owning in those circumstances is specified in
section 553.

Section 553: Meaning of “appropriate percentage”’ for purposes of section 552

2229. This section sets out how the “appropriate percentage” is to be calculated. It derives
from paragraph 7(10) of Schedule 8to ICTA.

2230. There are anumber of factors to be taken into account in working out the “ appropriate
percentage” of the company’s ordinary share capital for the purposes of section 552.
The main calculation consists of astraightforward fraction using “P” and “D” to signify
the numbers to be fed into that fraction. The expressions “P’ and “D”, however, take
rather more explaining.

2231. “P’ iseither thetotal of any payments received by the individual or associates from the
trust during the 12 months up to and including the day the relevant payment is made
(subsection (2)) or, if smaller, the distributions made by the company to the trustees of
the employee benefit trust during the period of three years up to and including the day
the relevant payment is made (subsection (3)).

2232. “D” isthe aggregate distributions made during the three years preceding the relevant
payment, divided by the number of years in which such distributions were actually
made (subsection (4)).
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2233. It isdifficult to express the ideas in this calculation in simpler terms than those used
in paragraph 7(10) of Schedule 8 to ICTA; but the section includes a mini method
statement for the calculation of “D”.

Section 554: Attribution of further interest in company

2234. Thissection setsout inthat in certain circumstancestheindividual (or an associate of the
individual) istreated as owning, not only the“ appropriate percentage” of thecompany’s
ordinary share capital determined under section 552 but an additional percentage as
well. It derives from paragraph 7(11) of Schedule 8 to ICTA.

2235. The*appropriate percentage” may beincreased if the individual (or associate) receives
payments from other trusts that own shares in the company. This section sets out in
what circumstances the appropriate percentage may be so increased, and how to work
out the total percentage of the company’ s share capital that theindividual (or associate)
istreated as owning.

2236. Subsection (3) setsout material that hasno precise counterpartin ICTA; butitsinclusion
in this Act should make the legislation clearer.
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