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Back to Basics:  an overview of the 
taxation of non-tax-favoured employee 
share benefits under Part 7 of ITEPA
2003
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Taxation of General Earnings (1)

Payments and benefits received by an employee only taxable as 
general earnings if (basically) they are:

• a “reward for services”

• in money or money’s worth

If they satisfy those conditions:

• they are taxable on receipt

• on their value in the hands of the employee
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Taxation of General Earnings (2)

This was unsatisfactory from HMRC’s viewpoint because:

1. share benefits can be made non-convertible

2. even if convertible, value at time of receipt can be reduced by 
restrictions

3. general principles will not bring rise in value by removal of 
restrictions into tax net

4. House of Lords held in Abbot v Philbin that, if an employee is 
granted an option, the taxable receipt is the option itself, not the 
gain made on exercising it
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Employment-related securities (ERS) – overview (1)

• Policy – To subject to income tax (and NICs) the value obtained as a result of 
acquiring shares/securities by reason of employment where that value is not 
taxed as general earnings

• Part 7 ITEPA 2003 – Chapters 2 – 5 and 10

– Restricted Securities

– Convertible Securities

– Securities with artificially depressed MV

– Securities with artificially enhanced MV

– Securities acquired for less than MV

– Securities disposal of for more than MV

– Post-acquisition benefits

– University spin-out companies

– Securities options

– Priority share allocations

• Tax-advantaged share plans – Chapters 6 – 9, 11 of Part 7 ITEPA 2003

• Part 7A ITEPA 2003 – disguised remuneration

• Manuals
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ERS – overview (2)

• Chapter 1 Part 7 ITEPA 2003 – General provisions

• What are securities? (s. 420 ITEPA 2003)

– Shares in body corporate (wherever incorporated) and non-UK 
unincorporated body

– Loan stock

– Warrants

– Certificates conferring rights to securities held by others

– Units in a collective investment scheme (broad – s. 420(2) ITEPA 2003)

– Options and futures (but not securities options – s. 420(5) ITEPA 2003)

– Contracts for differences 

– Rights under insurance contracts

• Meaning of market value (s. 421 ITEPA 2003)

• Applies to securities or an interest in securities (ss. 420(8), 421B ITEPA
2003)
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ERS – overview (3)

• Deeming provision/by reason of employment (s. 421B ITEPA 2003): 

– Right or opportunity to acquire securities/interest in securities available by reason of 
that person or any other persons employment

– Right made available by a person’s employer (or by a person connected with a 
person’s employer) to be regarded as available by reason of employment unless
made available by an individual "in the normal course of the domestic, family or 
personal relationships of that person"

• Founders/Business Angels. Exclusion for right or opportunity made 
available by an individual "in the normal course of the domestic, family 
or personal relationships of that person" but narrowly construed: see 
ERSM20220

• Exclusions from charge

– Public offers (s. 421F ITEPA 2003)

– Shares in employee-controlled companies (s. 421H ITEPA 2003)

– Death (ss. 421B(6), 477(2) ITEPA 2003)

– Seven years after leaving employment (s. 421B(7) ITEPA 2003; c.f. options)

• Information (ss. 421J to 421L ITEPA 2003) – annual returns

7



ERS - Ch. 2 - restricted securities

• Restriction

– Risk of forfeiture (or transfer or reversion)

– Restrictions on ability to dispose of or retain the securities

– Potential disadvantage

• Tax on (i) acquisition and (ii) tax when chargeable event happens 
(restrictions lift/variation of restrictions/disposal for consideration) (ss. 
62, 426, 427 ITEPA 2003)

• Section 431/430 elections – within 14 days of acquisition/relevant 
chargeable event. Good if value of shares increases; not if value 
decreases (income tax not refunded though may generate capital loss)

• No IT charge on acquisition if shares subject to risk of transfer, 
reversion or forfeiture and that restriction lifts within 5 years (s. 425 
ITEPA 2003) regardless of other types of restriction. Can elect out 
under s. 425(3) ITEPA 2003. NB Chapters 3, 3C, and 5 ITEPA 2003 
may still apply (s. 425(2) ITEPA 2003)

• 2003 BVCA MOU
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ERS - Ch. 2 - restricted securities

• Example:

– A share has an unrestricted market value at the time of acquisition of £100. 
Transfer/forfeiture restrictions reduce the market value of the share to £75. 
The employee pays £50 for the share.  The restrictions lift 8 years later and 
at such time the share is worth £1,000

– Immediately on acquisition there is a s. 62 charge on the £25 undervalue 
(£75 - £50)

– On lifting of restrictions, 25% of the market value of the share at such time 
(i.e. £250) is subject to income tax (and NICs if the share is a RCA) – being 
the proportion that was not charged to income tax at the time of acquisition

– If a section 431 election had been entered into then the charge on 
acquisition would have been by reference to the full £100 (less the £50 paid 
by the employee) and there would be no further income tax charge on lifting 
of the restrictions

– NB CGT
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ERS - Ch. 3 - convertible securities

• Two assets – security itself (ignoring conversion right) and right 
to acquire another security (like a securities option)

• Tax on acquisition (ignoring right to convert) and tax on 
conversion/disposal (ss. 62, 437, 438, 439 ITEPA 2003)

• Example:

– AMV of security at time of acquisition with right to convert after 2 years £1,500

– AMV of security at time of acquisition without conversion right £1,000

– AMV of new security acquired on conversion (ignoring any right to further conversion) 
£2,500

– AMV of old security at conversion ignoring conversion right £2,000

– Consideration given by employee on conversion £200

– Tax on acquisition (as if not convertible) on £1000

– Tax charge on conversion (on the convertible given up) on £300 (£2,500 less 
£2,000 less £200)

• What if shares are restricted securities & convertible securities?
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ERS - Ch. 3A - artificially depressed MV

• Designed to prevent companies reducing value of securities prior to an 
employee acquiring them (thus reducing the tax charge on acquisition)

• Applies where (in the 7 years prior to acquisition) the value of the ERS 
depressed for non-commercial reasons by more than 10%

• Taxes “real” value of ERS (ss. 446B ITEPA 2003) – i.e. artificial 
reduction ignored

• What is a non-commercial reason?

• Example (ERSM50030):

– Options granted over the majority of the value of a company to a family trust or 
similar person, with whom there is a special relationship, before shares are 
acquired by employees

– Valuable options owned by a supposed third party that are never exercised

– The granting of the option is often a depreciatory transaction that artificially 
depresses the value of the shares before they are given to the director in an 
attempt to avoid a significant charge on the director at acquisition
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ERS - Ch. 3B – artificially enhanced MV

• Applies to charge any non-commercial increases (more than 
10% in a tax year) in value of ERS

• “Real value”?

• Example:

– John acquires 1,000 shares in A Ltd for £1 per share, their market value. A  
Ltd is a subsidiary of B Ltd and during the year A Ltd sells its trading stock to 
B Ltd at an inflated price. This results in an increase in the value of A Ltd of 
more than 10%. The sale of stock at deliberate overvalue is a non-
commercial transaction. John will therefore be charged to tax on the 
increase in value of A Ltd  resulting from this non-commercial transaction
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ERS - Ch. 3C - acquired for < MV

• Taxed on difference between amount paid and actual MV if not taxed 
under section 62

• Annual charge on notional loan (broadly taxed as if an interest-free 
employment-related loan – taxed by reference to official rate, currently 
3%)

• Nil or partly paid shares/purchase price left outstanding

• NB Charge on sale (but not on death, s. 446U, or where securities sold 
subject to the liability to pay the outstanding balance and the 
consideration reflects that liability)

• Example:

– Emma is given 1,000 partly paid ordinary shares of £2 each with an outstanding 
obligation to pay up £2 on each share if the company calls for it. Fully paid shares are 
worth £2 each. Three years later Emma sells the shares for £5,000 and pays up the 
unpaid amount.

– Year 1 – No s. 62 charge. Notional loan charge on call £2,000 (1,000 x £2) (annual 
charge each year by reference to official rate of interest – i.e. on £60)

– Year 3 – £3,000 gain on shares subject to CGT/no income tax charge
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ERS - Ch. 3D - disposed of > MV

• ERS sold for > MV

• Avoidance involving “stop loss” (but not limited to this)

• Usually where employer or other “friendly party” buys shares at > 
MV

• Trap for unwary / interaction with Articles if price to be paid > 
statutory MV
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ERS - Ch. 4 - post acquisition benefits

• Receipt of “benefit” in connection with ERS

• Amending articles, bonus shares, dividends? Charge if contrived 
scheme to avoid income tax or NICs (see ERSM90060, 
ERSM90210)
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Employment related securities – securities option

• No charge on grant of an option (c.f. Abbott v. Philbin)

• No charge on “vesting” of an option

• Charge on “acquisition” by reference to MV at date of exercise 
less consideration given

• NB Assignment or release of options or benefit received in 
respect of option

• Example:

– Matthew is given an option over 1,000 ordinary shares in X Ltd (his 
employer) at an exercise price of £1 per share (which, at the time, is the 
market value of ordinary shares in X Ltd)

– Matthew exercises the option five years later when the shares are worth £5 
each

– There is an income tax charge on 1,000 x (£5 - £1) or £4,000
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Employment related securities – other points

• PAYE/NICs - Readily convertible assets?

• Transfer/indemnity of Employer’s NICs charge (only where 
charge arises under s. 476 ITEPA 2003 (option gains), s. 426 
ITEPA 2003 (restricted securities) or s. 438 ITEPA 2003 
(convertible securities))?

• CT deduction (shares listed on recognised stock exchange, in a 
company not controlled by another company or in a subsidiary of 
a listed company)? See further Part 12 CTA 2009
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Disclaimer
Norton Rose Fulbright US LLP, Norton Rose Fulbright LLP, Norton Rose Fulbright Australia, Norton Rose Fulbright Canada LLP and Norton Rose Fulbright South Africa Inc are separate legal entities 
and all of them are members of Norton Rose Fulbright Verein, a Swiss verein.  Norton Rose Fulbright Verein helps coordinate the activities of the members but does not itself provide legal services to 
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References to ‘Norton Rose Fulbright’, ‘the law firm’ and ‘legal practice’ are to one or more of the Norton Rose Fulbright members or to one of their respective affiliates (together ‘Norton Rose 
Fulbright entity/entities’). No individual who is a member, partner, shareholder, director, employee or consultant of, in or to any Norton Rose Fulbright entity (whether or not such individual is 
described as a ‘partner’) accepts or assumes responsibility, or has any liability, to any person in respect of this communication. Any reference to a partner or director is to a member, employee or 
consultant with equivalent standing and qualifications of the relevant Norton Rose Fulbright entity.

The purpose of this communication is to provide general information of a legal nature. It does not contain a full analysis of the law nor does it constitute an opinion of any Norton Rose Fulbright 
entity on the points of law discussed. You must take specific legal advice on any particular matter which concerns you. If you require any advice or further information, please speak to your usual 
contact at Norton Rose Fulbright.
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