
Business tax PREC ISE .  PROVEN.  PERFORMANCE .

Update

Where individuals are employed by a UK subsidiary of an 

overseas parent company, it might be thought that the incentive 

effect would be greatest if the employees acquired shares in the 

company for which they actually worked, where their efforts 

would have the most obvious effect. However, in practice shares 

in the subsidiary may have little attraction for them, principally 

because of lack of marketability. In addition, the parent 

company may be reluctant to dilute its ownership of the 

subsidiary by creating minority interests. The shares that are 

issued, or over which options are granted, will therefore 

normally be those of the overseas parent company.

The tax treatment of such shares and options depends on 

whether they are issued under one of the various tax-

advantaged schemes provided for in legislation, or are 

‘non-tax-advantaged’.

Non-tax-advantaged share option schemes
Under the basic rules for non-tax-advantaged share option 

schemes no charge to tax arises when the option is granted, but 

on its exercise there is an income tax charge on the difference 

between the market value of the shares acquired and the 

amount paid for them, with an additional deduction for any 

consideration originally given for the option itself.

It does not make any difference whether the parent company 

whose shares are used in the option arrangements is a UK or an 

overseas company. Much more significant is whether the 

company is listed. If it is, it will be a simple matter to determine 

the value of the shares at the date the option is exercised and 

therefore the amount of the tax charge. If it is not, it will be 

necessary to make a valuation of the shares and to agree it with 

HMRC, which may be a time-consuming matter. A valuation of 

the UK subsidiary (as well as any other subsidiaries) will 

normally be required as part of the valuation of the parent 

company, which will add to the complexity of the exercise. 

Uncertainty over the valuation may make such a scheme 

unattractive to employees.

Share-based remuneration for 
employees of UK subsidiaries

If the shares are ‘readily convertible assets’ (ie, broadly, if there is 

a market in them) or if they are shares in a company which is a 

subsidiary, the income tax that arises on exercise is payable 

under PAYE, together with both employer’s and employee’s 

national insurance contributions (NIC).

In calculating any capital gains tax (CGT) on the subsequent 

disposal of the shares, the amount on which income tax was 

charged is treated as part of the cost of acquisition of the 

shares, so that the base cost is effectively the market value 

on acquisition.

Issuing shares to employees
Alternatively the company could issue shares to employees of 

the UK subsidiary, rather than options. In practical terms the 

problem with such arrangements is that the employees have to 

find the funds to finance the acquisition. If shares are issued at 

less than their market value this normally gives rise to an 

immediate charge to income tax and NIC. If the shares are 

subject to restrictions this could reduce the market value, and 

thus the amount chargeable, but a charge would then arise if 

the restrictions were lifted at a later date. However, there is a 

facility for employees to elect for such shares to be valued on an 

unrestricted basis on their issue. This will mean that they incur a 

higher, but certain, income tax charge at that point rather than 

storing up the possibility of a much greater charge in the future 

based on the unrestricted value of the shares at a later date.

Tax-advantaged schemes
There are a number of different schemes provided for in the 

legislation that qualify for more advantageous tax treatment 

provided detailed conditions are met and the scheme is notified 

to HMRC.

• For Save As You Earn (SAYE) share option schemes, linked to 

a savings-contract, there is no income tax charge on exercise. 

The CGT on a subsequent disposal of the shares will be 

calculated by reference to the actual price paid rather than 

the (higher) market value on exercise, so the increase in value 
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prior to the exercise will not escape tax permanently but will 

normally be taxed at a lower rate. There is a limit on the 

rewards that may be provided by a SAYE scheme, and it must 

be open to all eligible employees, so it does not provide a very 

flexible remuneration vehicle.

• Under a Company Share Option Plan (CSOP) the tax 

treatment is similar. Participants may be included on a 

selective basis, making for greater flexibility, but there is a 

limit of £30,000 on the value of shares over which options 

may be granted to any one individual.

• Under a Share Incentive Plan (SIP) employees may acquire a 

combination of free shares provided by the employer (rather 

than options), ‘partnership shares’ purchased by the employee 

out of pre-tax and pre-NIC income, and ‘matching shares’ 

given by the employer to match partnership shares. The 

scheme must include all eligible employees, and the limits are 

relatively low, so a SIP provides little opportunity to give 

significant benefits to key employees.

Enterprise Management Incentives
By far the most flexible vehicle for providing significant 

rewards to employees is the Enterprise Management Incentives 

(EMI) scheme.

The key features are:

• the value of shares over which options are granted to any one 

individual may be up to £250,000 (after deducting the value 

of any shares for which options are held under a CSOP);

• the total value of shares in the company over which options 

may be granted is limited to £3 million;

• the company’s (or group’s) gross assets may not exceed £30 

million and the number of employees (full-time equivalents) 

must be less than 250; and

• the company whose shares are used in the scheme may 

not be a subsidiary of, or otherwise under the control of, 

another company.

Under an EMI scheme, therefore, it will of necessity be the 

shares in the parent company over which options are held. 

There is no requirement that the company be UK-resident, so 

EMI schemes are suitable for employees of UK subsidiaries with 

overseas parents that meet the necessary conditions.

The parent company must have at least one subsidiary that has 

a UK permanent establishment and carries on a ‘qualifying 

trade’, which broadly means a trade carried on a commercial 

basis, other than various ‘excluded activities’ such as dealing in 

land or shares, banking, insurance or property development.

No income tax or national insurance charge arises on the grant 

of an EMI option. On exercise a charge arises only if the exercise 

price is less than the market value at the date of grant. The CGT 

treatment on a subsequent disposal is broadly as for SAYE 

schemes, above, with an allowance for any amount charged to 

income tax on the exercise.

EMI options are extremely flexible. For example, exercise can 

be made conditional on the meeting of performance criteria 

or on the sale of the company. They are therefore particularly  

suitable for young, growing businesses. An added benefit is 

that entrepreneurs’ relief, giving a 10% rate of CGT, is available 

on the disposal of EMI shares, regardless of the percentage size 

of the shareholding, if more than a year has elapsed since the 

grant of the option and certain other conditions are met. 

Relief for the employer
Subject to detailed conditions, the employer company may 

claim corporation tax relief for costs incurred in connection 

with the acquisition of shares by employees (even if the shares 

used are those of the overseas parent). This includes relief for 

notional costs, such as the difference between the market value 

of shares at the date they are acquired under options and the 

subscription price.
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