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Decisions discussed
Scope of the Part 7 ITEPA charges:
• Vermilion Holdings Ltd v HMRC UTT                                                  [2020] STC 1366 (UTT)
• John Charman v HMRC  UTT                                                                [2020] STC 1907 (UTT)
The operation of the PAYE rules:
• Lancashire & others v HMRC  FTT                                                       [2020] UKFTT 407 (TC)
• Hoey v HMRC  FTT (awaiting appeal decision)                                  [2019] UKFTT 489 (TC)
• Higgs v HMRC  FTT (appeal stayed)                                                     [2018] UKFTT 5042 (TC)
Corporation tax deductions re share option grants:
• NCL Investments Ltd v HMRC  CA                                                        [2020] STC 1201 (CA)
The DR rules (and an issue arising in relation to sales to an EOT):
• Root2 v HMRC FTT                                                                                 [2019] UKFTT 744 (TC)
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When is a share, or share option, “employment-related” so as to 
be within Part 7?

• It is if the right or opportunity to acquire it is available by reason of an office or employment
• It is deemed to be if the opportunity is made available by a person’s employer, unless

(a) the employer is an individual and
(b) it is made available in the ordinary course of personal relationships

• Vermilion Holdings Ltd v HMRC  in the FTT 
– Investor held a share option; he became a director; the option was replaced with 

a new option, granted by the company, as part of a re-financing (and – as 
seemingly accepted by the FTT - not by reason of his office)

– HMRC said it was deemed to be an ERSO because the opportunity to acquire it 
was made available by the company of which he is a director

– Reg 80 assessment (and s8 SSC(ToF etc) Act 1999) on the company , but co has 
an indemnity against the individual (Mr Noble)
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The FTT decision
Held:
• The company of which he was a director (i.e. the “employer”) was the grantor, but…
the ambit of the deeming provision (s471(3)) should be limited where the artificial assumption
from deeming is at variance with the factual reason that gave rise to the right [or opportunity]
to acquire the option
alternatively: the taxpayer’s right to acquire the new option was not ‘made available’ by the 
company as his employer
(paras 140 and 141)
Implicit in the decision that the new option was not granted “by reason of employment” (so 
s471(1) not in point)

HMRC appealed the decision to the Upper Tier Tribunal
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The UTT decision
• UTT held that new option was granted “by reason of employment” (per s471(1))!
• Decision based on view of Ld. Denning M.R. in Wicks v Firth (in the CA [1982] STC 76 

– the ICI scholarships case) that there may be more than one operative cause: here, 
the new option was part of a package of which employment was part, and the new 
option grant was conditional upon acceptance by the individual of the package as a 
whole

• Employment need not be the sole reason for the grant of the new option; it is 
enough that it was a condition of the benefit being granted

• No discussion of the ‘deeming provisions’ in s471(3) as held not to be relevant
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Why is the UTT decision wrong?
• UTT ignored the alternative analysis of Oliver LJ in Wicks v Firth “What is it that 

enables the person concerned to enjoy the benefit?”
• This was preferred by Hutton LCJ in Mairs v Haughey ([1992] STC 495) in CA (WvF 

not considered in HL appeal)
• Wilcock v Eve (1995) HC : “The test provided by Oliver LJ is more helpful….was the 

employment the source of the emolument?”
• Charman v HMRC [2020] UTT: “formulation of Oliver LJ is to be preferred…the UTT 

decision in Vermilion is not of material assistance since it does not refer to Abbot v 
Philbin (HoL), Wilcock v Eve (HC) and Mairs v Haughey (CA)

• So, as formulated in Mairs v Haughey: “What is it that enables the person concerned 
to enjoy the benefit?”



26/01/2021 www.templetax.com 7

A failure of logic
• If it follows from the need for a reconstruction (cause X) that there is necessarily to

be:
– an office or employment (effect Y); and

– the grant of a replacement option(effect Z)

then X is the cause of Y, and also the cause of Z, 

but, it does not follow that Y is the cause of Z
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Appeal to the Inner House of the Court of Session in Edinburgh

• Equivalent to the Court of Appeal in England

• Set for 5 May 2021

• Will it go to the Supreme Court….?



Tax treatment of share options, and of shares 
acquired in exchange for restricted shares 

(under pre-2015 rules)
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John Charman v HMRC (UTT)
Re share options:
• Share options granted when employee UK resident, but vested when he was non-UK 

resident
• FTT held ‘right to acquire’ shares obtained when options vested (when he was non-UK 

resident and therefore, under the ‘old’ rules in s474, no charge on exercise)
• UTT held that share option acquired when option granted as a conditional right (and he was 

UK resident), not the later time when it vested: exercise, not the grant, was subject to a 
condition precedent (i.e. the vesting conditions) and nor was continuing employment a 
condition of grant. Therefore, gain on exercise taxable as option was granted when 
appellant UK resident. HMRC’s appeal allowed.

Note: the tax treatment would now be different under post-2015 rules re ‘internationally 
mobile’ employees
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John Charman v HMRC (UTT)
Re: shares acquired in exchange for restricted securities 
• Restricted securities acquired qua employee and, under pre-2003 rules, taxable when they ceased to

be ‘only conditional’
• Shares restricted until 2005 on terms relating to continued employment
• As part of an IPO in 2002, the shares were exchanged for new, but still restricted, shares in a related

company. (New shares worth c$11.5m when restrictions lifted in 2005)
• Appellant argued that new shares acquired qua shareholder, not qua employee
• UTT held: “by reason of” is wider than “from” employment and here it depended upon all the facts

and circumstances. Here, rights held at time of exchange were “intimately connected with the
employment” and FTT right to hold that source of the new shares was the employment.

Notes:   - hint in judgement that UTT in Vermilion was misguided!
- tax treatment of an exchange of restricted securities since 17 July 2014 now governed by

s430A ITEPA 2003



John Charman v HMRC (UTT)

The decisions are being appealed to the Court of Appeal !
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The relationship between the PAYE rules
and self-assessment
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John Lancashire & others v HMRC FTT
Background
• Lead case relating to DoTAS-reported arrangements promoted by de Graaf and

Montpelier under which individual IT/finance consultants provided their services to
UK clients (“the Clients”) under a Services Agreement with an IoM partnership (“the
Partnership”) of trusts settled by each individual and through a ‘recruitment agent’.
Each received, in tax years 2002 – 2008, a minimal fee (taxable as employment
income) from the Partnership, and received the balance of fees by way of trust
income profits (supposedly exempt from UK tax under the UK/IoM double tax
treaty).

• Note: s58 FA 2008 (858 ITTOIA 2005) closed the loop-hole. Challenge to these
amendments were rejected both by Admin Ct (in 2010) and the Tribunal (2015) in
Huitson v HMRC ([2011] STC 1860)
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Lancashire – grounds of appeal to FTT

• The sums were earnings from an employment under the agency rules in s44

• The Clients were the ‘employers’ for PAYE purposes

• They failed to deduct and account for tax and NICs

• HMRC failed to enforce PAYE obligations against them and did not apply regs 72 or 80/81 
(so as to transfer obligation to the employee) and were out of time to do so

• Appellants are entitled to credit for tax which should have been accounted for by Clients, 
but was not
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Lancashire v HMRC – FTT decision
• Held: the individuals were ‘agency’ workers and, per s44 ITEPA, the remuneration received 

in consequence of the agency contracts was not otherwise employment income apart from 
s44

• Tax years 2004/05 to 07/08 (so, pre-DR)
• Each Client was liable to account for tax under PAYE
• HMRC were out of time to issue a Reg 80 determination (to each Client) and therefore could 

not make a Reg 81 determination to transfer the liability to the individual
• Individuals not liable to NICs as obligation on employer or UK agency with limited power of 

HMRC to transfer obligation to employee (reg 86 SSC Regs 2001/1004). If agency has no 
place of business in UK, liability is that of Client (per Categorisation Regs) but, if agency in 
IoM, its Bd of Soc Sec is responsible for collection.
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Were the taxpayers entitled to credit for tax which should have 
been, but was not, accounted for under PAYE?

• Appellants’ case:

– employees entitled and required by ss9 (tax return to include self-assessment)
and 59B TMA 1970, taken with Reg 185, to have credited – when HMRC closes an
enquiry under s28A – amounts which should, but were not, deducted under
PAYE; and

– Tribunal has power to correct under s50(6)(a) TMA (tribunal can reduce if
taxpayer overcharged)
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Lancashire: entitlement to credit for PAYE tax not 
deducted and accounted for

• HMRC’s case:

- s59B(1) (tax payable is amount self-assessed less tax deducted at source) 
operates independently from s9, so HMRC can only amend under s28A for sums 
which ought to have been included in self-assessment

- there is no right to appeal to Tribunal against failure by HMRC to take into 
account the credit; appellants can only argue it in defence of enforcement 
proceedings to recover additional tax found to be due
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Self-assessment and PAYE
• Detailed review of the interaction of self-assessment rules with those of PAYE
• Effect of reg 185 is that “tax which has been deducted at source” includes tax which 

should have been, but wasn’t (but it would not include “direction tax” i.e. tax in 
respect of which a direction is made under reg 72 or reg 80 – but that was not the 
case here) – per reg 185(6)

• Case hinged on meaning of “income tax treated as deducted from any income” for 
any tax year (as used in s9(1)(b) TMA). 

• Held: there is no limit on the purpose for which it is treated as deducted, and broad 
enough to capture income tax chargeable within reg 185 and therefore adds to the 
sums of “income tax which has been deducted” and which are to be set off against 
tax assessed by taxpayer to be payable so as to reduce the overall tax payable.



26/01/2021 www.templetax.com 20

Self-assessment & PAYE
• s9(1)(a) TMA – taxpayer must assess the income tax chargeable or for which the taxpayer is 

liable in principle;
• s9(1)(b) – aimed at requiring taxpayers to assess the tax which they will actually have to pay
• s59B TMA  - tax payable is difference between IT in the self-assessment less “income tax 

deducted at source” and reg 185 (which defines tax treated as deducted as including tax 
which should have been deducted) applies for the purposes of s 59B

• HMRC say appellant has no right of appeal against failure by HMRC to take account of a tax 
credit in enforcing payment of tax due under s59B

• Odd if taxpayer required to assess a sum which he doesn’t actually have to pay and cannot 
appeal to the Tribunal against any decision by HMRC as to the availability of a credit  or the 
amount. Taxpayer could then only defend enforcement action of bring a JR claim, yet SA 
regime is intended to be comprehensive for calculation, payment and appeals.



26/01/2021 www.templetax.com 21

Conclusion on qu of credit for PAYE tax not deducted
• Appellants did have the right to appeal against s28 amendments on the basis that

they are entitled, in their s9(1)(b) Self-Assdessment, to take account of the tax credit
as they were “overcharged” within the meaning of s50(6)(a).

• Tribunal can therefore reduce the amended assessments to take account of the tax
credits.
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The “s684 ITEPA 2003 question”
• S684 ITEPA 2003 gives statutory authority for the making of the PAYE regs
• S684(7A): nothing in the PAYE regs requires a taxpayer to comply with the regs if an officer of HMRC 

is satisfied it is unnecessary or not appropriate for the payer to do so.
• (FB 2003 notes say HMRC can agree to different collection arrangements if following PAYE regs would 

be unnecessary or inappropriate (eg casual employment and students, etc.)
• Officer wrote: “it is….inappropriate or unnecessary for a collection mechanism to operate and 

frustrate the collection of tax in the context of the use of these contrived arrangements designed to 
avoid tax. In effect….you are liable….and entitled [only] to credit for the amount actually collected via 
PAYE”

• So, HMRC purporting to disapply:
– the PAYE regs so payers not obliged to deduct and account so no tax credit available and, 

more specifically
– reg 185 so as to deny a tax credit which would reduce the tax payable per s59B and/or 

required to have taken into account in SA under s9 and on amendment under s28A
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The earlier decisions in Hoey and Higgs
Hoey v HMRC [2019] SFTD 1195
• IT contractor using offshore trust loan arrangement
• Disclosed under DoTAS
• Client normally responsible for PAYE deduction but HMRC decided, in exercise of 

a discretion under s684(7A), not to pursue that as they were ignorant of the 
arrangement

• Held: assessments on a ‘discovery’ were valid; HMRC had a wide discretion under 
s684(7A) effectively rendering otiose Regs 72 and 80

• appeal decision awaited
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Higgs & others v HMRC
• Similar scheme marketed by Edge Consulting Ltd from 2005/06 to 2010/11 (when DR came

in)
• Preliminary issue of whether taxpayers may claim a credit for tax which should have been

deducted by a UK resident intermediary in the contractualchain
• [point not relevant in Rangers’ case as that concerned liability of employer, not employee]
• The rule in Pretty v Solly [1859]26 Beav 606: within a statute, the specific overrides the

more general if the latter would otherwise override the former does not apply if the
provisions have overlapping aims and applications: Cusack v LB of Harrow [2013] UKSC 40
@ para 61

• Here, s684(7A) overlaps with regs 72 & 80 – HMRC should have both discretion and powers
in regs 72 & 80

• Held: tribunal has no jurisdiction, as it is an issue of ‘public law’, to consider either the PAYE Regs or
the discretion under s684(7A) – they relate to ‘collection’, not ‘assessment’

• appeal stayed awaiting Hoey appeal decision
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Lancashire: does the Tribunal have jurisdiction to consider the 
point?

• Case law provides that a body formed by statute can only consider matters of ‘public law’ if
that power is conferred by statute – BT Trustees case

• Tribunal may nevertheless consider a public law matter if it is “necessary” or “falls to” the
tribunal to decide that matter in exercising its jurisdiction or deciding if it has it

• HMRC: tribunal should read the PAYE regs as if clients not obliged by reg 185(6) to account
so no credit available

• Appellants: tribunal cannot decide if credit available without deciding if s684 decision is
valid

• Held: doesn’t affect availability of tax credit. Either s 684(7A)(b) has no application in the circumstances or,
if that’s wrong, whilst it may retrospectively relieve client (i.e.payer/employer) of obligation to account, it
doesn’t mean the taxpayers are not still entitled to the tax credit. Clearer wording would be required to do
that. No ‘abuse of process’ on the part of HMRC re this issue.
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So, did the appellants in Lancashire win….?
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Don’t be silly……
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The FTT decision in Lancashire

• No, of course not ! - this was a ‘tax avoidance’ arrangement
• For the purposes of ss739 – 745 ICTA (now ss714 – 751 ITA 2007) – “Transfer of Assets

Abroad” or “ToAA rules” – appellants transferred assets to a person outside the UK by the
creation of rights on entering into a contract with the offshore Partnership, and such a
contract can be a transfer of assets just as an employment contract can (see IRC v Brackett
[1986] STC 521@538)

• The transfer was for the avoidance of UK income tax on the Profit Share
• Income in the form of the Profit Share became available to the relevant trustee partner,

being thereby held on the relevant trusts
• Each appellant had ‘power to enjoy’ the income so allocated which, if received in the UK,

would be chargeable, so income of the Trust is deemed to be that of the appellant
• The provisions can apply even if another taxing provision also applies and notwithstanding

that taxpayers also taxable under s44 ITEPA. As s44 no longer in point, no tax credit can
arise.
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NCL Investments Ltd v R&C Comrs
• [2020] STC 1201
• CT deductibility of accounting costs (per GAAP), in parent co., of recharges to employer subsidiary 

for employee share option grants
• Re Smith & Williamson corporate group
• But of historical interest only, as s1038 CTA 2009 (as substituted by FA 2013) disallows any deduction 

apart from the statutory deduction for share option gains in ss1014 – 1024 CTA 2009
• Held: debits per GAAP are allowable expenses (and do not require further examination as to 

whether they are “expenses incurred” or enforceable obligations (per ss46 & 48 CTA 2009). S54 is 
not at odds with that and the ‘purpose’ requirement in that s was satisfied here

• There was no “contribution to an employee benefit scheme”, so s1290 did not apply to deny or 
defer an allowance

• Taxpayer co won at all stages.
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Root2 Tax Ltd v HMRC [2019] UKFTT 744
• Re ‘spread betting arrangements used to deliver benefits which included supposedly 

non-taxable receipts from a gambling transaction
• Held: the payments received were intended to be ‘rewards for services’ and were 

‘earnings’ under general principles, but also within the ‘disguised remuneration’ 
rules as it came through the ‘s554A gateway’

• Tribunal said that it was unlikely that Parliament intended to capture, as a payment 
of a sum per s554C(1)(a), “a movement of monies from one person to another if 
there is no economic gain for the recipient” (here, the return of the stake monies)
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• There is no ‘purpose test’ in relation to a claim for CGT exemption under s236H et seq.
• But ‘purpose’ or ‘motive’ is relevant:

– for a s701 ITA 2007 clearance application if there is no “fundamental change of ownership” 
(possibly because of an association per s681D ITA 2007 with the vendor(s))

– given that, prima facie, the arrangement will come through the ‘close companies gateway’ in 
s554AA if (a) a ‘main purpose’ is avoidance of income tax), and also (b) in determining if s554Z8 
applies to reduce the value of the ‘relevant step’ (the payment by trustee to vendor), by the 
value of the shares sold, to nil 

• s554Z8 does not apply if there is a connection with a ‘tax avoidance arrangement’ (“tax” including 
income tax, but not CGT)

• Remember the Grogan case (re CT deductions for contributions to fund share sale to a SIP) – the 
vendor was “no apostle of employee ownership”)

• Risk of challenge if sale is to avoid IT on an extraction of reserves with no obvious commercial 
intention to create a genuine employee-owned company structure

• Does the Root2 obiter assist in the context of the ‘close companies gateway’?

Payments, of consideration for shares, by an EOT funded 
by a close company



…and if you’re concerned with 
‘disguised remuneration’…
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