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Tax treatment of Non-tax advantaged Share Options

Introduction

This guide sets out the key UK tax considerations for “non-tax
advantaged” or “unapproved” share options in different scenarios.

The tax treatment of share options can be complex and so this guide
should not be treated as exhaustive; it focuses on summarising the UK
tax consequences that typically arise in practice when non-tax
advantaged share options are granted and subsequently exercised, and
the underlying option shares are then sold.

The information in this guide should not be relied upon or treated as a
substitute for taking advice based on a particular set of facts or
circumstances.

If you require advice that takes into account your own personal or
business circumstances, we would be happy to assist.
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Tax treatment of Non-tax advantaged Share Options

What is a “non-tax advantaged” or
“unapproved” share option?

“Non-tax advantaged” or “unapproved” share options are share
options that are granted to UK employees outside of one of the
special tax-advantaged share option regimes, such as the
Enterprise Management Incentive (EMI) or Company Share

Option Plan (CSOP) regimes. 0 Key point: non-executive directors are deemed to

This means the options do not qualify for any beneficial tax treatment, ; be employees for tax purposes, and therefore fall
and so the default tax treatment for “employment-related securities
options” (ERSO) applies.

within the scope of the employment-related
securities option tax regime.

Although each case needs to be considered on its facts, the application
of the ERSO tax regime applies equally to prospective, current or
former officers (including directors such as non-executive directors) as
well as employees. References in this guide to employees should
therefore be read as including officers, such as directors.

Charles Russell Speechlys



Tax treatment of Non-tax advantaged Share Options

Key tax points

Timeline
The three key tax points are:

On grant: there are no tax charges when an option
is granted and is an ERSO.

On exercise: income tax (and potentially National
Insurance contributions and the Apprenticeship
Levy) arise at this point by reference to the market
value of the shares acquired and the price paid for
the shares. A corporation tax deduction may also
arise for the employing company. Further detail is
set out in the rest of this guide.

On sale: the difference between the proceeds of
sale and the exercise price paid by the employee
for the option shares (plus, if applicable, any
amounts treated as employment income) would
typically give rise to a chargeable gain subject to
capital gains tax (currently 24% for
higher/additional rate taxpayers).
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Tax treatment of Non-tax advantaged Share Options

Income tax

Income tax potentially arises on exercise of the share option

The difference between the exercise price paid for the option shares and the market value of the
option shares at the time of exercise (the “Option Profit”) is subject to income tax at rates up to
45%.

To the extent the option shares are sold immediately post-exercise to a buyer acting at arm’s
length, we would expect the market value at the time of exercise to be materially identical to or at
the very least calculated significantly by reference to the consideration received for the option
shares under the terms of the sale.

As exercise would trigger this tax liability (irrespective of whether a sale of the underlying option
shares subsequently takes place), if there is a possibility that some or all of the option shares are
not sold post-exercise, it will be necessary to consider how the income tax charge will be funded.
If the shares acquired are not in a listed company or there is no immediate sale of the sharesin
prospect, it may be difficult to assess the market value of the shares. In such circumstances, it is
typically prudent to instruct an independent valuer to determine the market value of the shares
at the time of exercise.

Where (as will often be the case for private companies) the shares are subject to restrictions, it
will be necessary to consider whether to enter into a “section 431 election”.
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Tax treatment of Non-tax advantaged Share Options

Payroll tax

Ifthe option shares constitute “readily convertible assets” at the time of exercise, the
income tax liability will need to be accounted for under PAYE, and class 1 National
Insurance contributions (NICs) will also be due.

+ The employing company or group will need to account for income tax under PAYE by
reference to its “best estimate” of the value of the option shares at that time.

» Ifthereis no sale of the option shares to a third-party in immediate prospect, the most
prudent position is to obtain an independent valuation of the market value at the time of
exercise.

+ Typically, the terms on which the options have been granted will enable the employing
company or group to deduct applicable PAYE income tax from the option holder’s sale
proceeds, or otherwise to seek recovery for the PAYE income tax due from the option
holder. The terms should be checked to establish this.

» The obligation for the employing company or group to account for the PAYE income tax
and NICs applies irrespective of whether it is able to recover these liabilities from the
option holder. If it does not recover the income tax from the option holder within certain
time limits, additional income tax and class 1 NICs can potentially become due.
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Tax treatment of Non-tax advantaged Share Options

Readily convertible assets (RCASs)

In what circumstances do shares become RCAs?
When shares are made available to an employee, they will be RCAs where:

1. the shares are capable of being sold or otherwise realised on the open
market, for example, sold on an investment exchange;

2. they are shares for which trading arrangements exist or are likely to
exist; or

3. they are shares in respect of which no entitlement to a corporation tax
deduction arises.

Ifthe shares are RCAs, PAYE income tax and class 1 NICs will
potentially arise.
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Tax treatment of Non-tax advantaged Share Options

National Insurance contributions

Ifthe option shares are RCAs, class 1 NICs will arise on any Option Profit

« The employing company or group will need to account for primary (employee) class 1
NICs at (typically) 2% and secondary (employer) class 1 NICs at 15% on the “Option
Profit” (and potentially the Apprenticeship Levy at 0.5%).

» Subject to the terms on which the options have been granted, the primary class 1
NICs are typically deducted from each UK option holder’s sale proceeds, or otherwise
recoverable from the option holder.

« By exception from the usual rule, it is also possible for the secondary (employer) class
1NICs liability to be passed on to the UK option holders in these circumstances,
provided it is contemplated under the terms of the option grants and the group wish
to pass on this liability to the UK option holders. This can be achieved either
contractually (typically within the option terms) or, more rarely, via the option holder
and employer entering into an HMRC-approved form of election.

« Ifthe secondary (employer) class 1 NICs liability is passed on to an option holder, the
liability is deductible from the Option Profit for income tax purposes, and therefore
reduces the PAYE income tax exposure.
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Other tax consequences

Capital gains tax (CGT)

The disposal of the option shares following exercise will constitute a disposal for CGT purposes and, to the
extent any chargeable gain arises, CGT will be payable at rates up to 24% that will need to be accounted for via
self-assessment.

If the option shares are sold immediately post-exercise, it is unlikely any chargeable gain would arise as an
amount equal to the Option Profit (being subject to income tax) would be deductible for CGT purposes.

Stamp duty and VAT

If the options are in respect of new issue shares (rather than over existing shares), no stamp duty should arise.
The issuance of shares is also not a supply for VAT purposes

If the options are over existing shares that are transferred on exercise, stamp duty may be payable by
reference to the exercise price being paid.

Corporation tax deduction

If certain conditions are met, the exercise of the options will potentially give rise to a corporation tax deduction
for the employing company or group by reference to the Option Profit, which would offset the cost of the
secondary (employer) class 1 NICs (assuming that cost is not passed on to the option holders as noted above).

Charles Russell Speechlys




Tax treatment of Non-tax advantaged Share Options

lllustrative summary of option tax treatment

The chart below summarises the main tax treatment of a non-tax advantaged share option where the exercise price and the market value per share
at grant are both equal to £2, and the shares are not restricted securities.
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If you have any queries, please contact:

Robert Birchall Tessa Newman
Partner Senior Associate

+44 (0)20 7427 6659 +44 (0)20 7203 8843
robert.birchall@crsblaw.com tessa.newman@crsblaw.com
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