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No funding required – Nil-paid shares

Shares issued against an undertaking to pay the market value (as at the date of issue) of the shares 
when “called” by the company. 

ADVANTAGES:

• No consideration to pay or general earnings charge (s62 ITEPA) when the shares are acquired. 

• Subject to capital gains tax (CGT) on any growth in their value, rather than the income tax which 
arises on exercise of a non tax-favoured option.

• No NICs liability (other than employer Class 1A NICs on the notional loan charge). 
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No funding required – Nil-paid shares

DISADVANTAGES:

• Not risk-free: have to pay the balance of the subscription price when called, even if the amount that 
has to be paid is above market value because the company’s share price has decreased since the 
shares were issued.

• Nil paid shareholders are liable to contribute the amount unpaid on their shares if the Company 
becomes insolvent. 

• The Listing Rules provide that listed companies (not AIM) must only issue shares fully paid.

• No CT deduction - one of the conditions for a deduction is that the relevant shares are fully paid up.

• Notional loan charge (s446S, importing s175, ITEPA). 
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Funding – Cash bonus

• Simplest.

• Fully taxable.

• Needs to be grossed up – very tax inefficient.
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Funding – Loan from the Company

• Beneficial loan charge to the extent the interest rate is below the official rate (currently 2.5%).

• Can be waived (although tax would of course arise when it is).

• Beware: Consumer Credit legislation

– 60B of the Financial Services and Markets Act 2000 (Regulated Activities) Order 2001 - entering 
into a regulated credit agreement as lender is a specified kind of activity.

– Unless within an exemption, the employer will need to comply with requirements for regulated 
agreements and may need to consider whether to apply for authorisation from the FCA.

– Potential criminal penalties and/or loans may be unenforceable.

– Exemptions include:

• low-cost credit agreements.

• loans offered to high net worth individuals.
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Funding – Loan from 3rd party

• Part 7A charge on the whole of the loan – no refund even if repaid after a short period.

• Forgiveness if the shares become worthless:

– Company – even if drafted as full recourse, can write off (so only “lose” the tax amount).

– Commercial 3rd party - won’t write off (so “lose” the full amount).

• Consumer Credit legislation is still relevant. “Arranging” is a regulated activity – the company can 
be caught if the loans wouldn’t be offered to the public on those terms.
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Loans to exercise are excluded from Part 7A, ITEPA 2003

• s554N(13)-(16) - exclusion from Part 7A for short-term loans made by a relevant third person (such 
as a broker) to allow an employee to exercise an employment-related securities option.

• Note that:

– Loan must be repaid by the end of the fortieth day after the loan payment is made or the amount 
outstanding will be subject to a Part 7A charge (section 554N(16), ITEPA 2003).

– Part 7A charge cannot be refunded if the loan is actually repaid.
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Loans to Participators

• Is the undertaking to pay a loan, and so chargeable under s455 CTA 2010 where made to a 
participator in a close company?

• Whittaker v Kershaw (1890) - no debt until a call is made and remains unpaid. 

• Aspect Capital Limited v HMRC (2014) - beware actual loans! 
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Fully paid shares – deferred payment

• If fully paid shares are sold to employees by a relevant third person (e.g. an EBT) on deferred 
payment terms:

– the taxable value is only reduced by anything paid by the employee "before, or at or about, the 
time the relevant step is taken", so deferred payments cannot be deducted, so

– the employee will therefore be taxed under Part 7A on the market value of the shares on the date 
of acquisition.

– No benefit-in-kind charge (which would usually arise on the unpaid acquisition price), and 

– if there is an exit charge under Chapter 3C (e.g. if the employee is released from paying some or 
all of the acquisition price) the amount taxable is reduced by the amount already taxed under Part 
7A (section 446T(3)(f), ITEPA 2003).
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Cashless Exercise

• Public Companies

• Private Companies

– Internal Markets

– On a takeover

– On an IPO

• Valuation Issues 
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Cashless exercise – EMI
SHARES MUST BE “FULLY PAID UP”.

• Definition of “fully paid up” shares in paragraph 35(2) is different to the Companies Act definition –
shares will not be fully paid up if there is “any undertaking to pay cash to the relevant company at a 
future date“.

• Must not have a compulsory cashless exercise facility in place at the time the EMI option is granted 
if the options will be satisfied with new issue shares (option terms should permit cashless exercise 
arrangements to be made at the time of exercise). 

NO CASH ALTERNATIVE.

• “A “cashless exercise” procedure where shares are sold immediately after exercise is not a cash 
alternative and is therefore normally acceptable provided the scheme rules allow for this. The 
important point to note here is that the participant must acquire the shares subject to the option 
upon exercise of that option. It is NOT acceptable if shares are sold prior to exercise (or options 
given up) as the participant would in effect be receiving cash for giving up all or part of his option.” 
(ETASSUM51080)
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Non-standard methods

DELIVERY OF:

• An irrevocable and unconditional undertaking by a creditworthy broker to deliver promptly to the 
Company sufficient funds to pay the exercise price and any tax liability (or delivery by the option 
holder of a copy of irrevocable and unconditional instructions to a creditworthy broker to do so);

• Shares in the capital of the Company owned by the Participant valued at their fair market value, or

• A promissory note of the Participant to the Company on terms determined by the Board.

Care re CSOPs - HMRC considers payment of exercise price in advance, by instalments or in shares 
unacceptable (ETASSUM41140).
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Net Settlement
• Where the employee is exercising an option which has an exercise price, the company waives or 

reduces the exercise price and reduces the number of shares it issues to the employee, so that the 
employee is in the same net position as if they had paid the exercise price in full and sold enough 
shares to cover it.

• Win-win: company preserves headroom and employee gets the same economic benefit. Number of 
new shares needed can be reduced even further by also settling the tax liability on behalf of an 
employee.

• Similar result to using SARs

• Payment up? If the company has sufficient distributable profits to cover the nominal value of the 
shares, then calculate the nominal value of the shares to be transferred to the option holder and 
transfer that amount from an appropriate reserve to share capital. If not:

– Optionholder pays the nominal value, or

– Use existing shares – satisfied by the EBT or (not uncommon in the startup world) by an existing 
shareholder. 
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Net Settlement
• Issues:

– Public companies - calculation has to use a spot share price at a moment in time, but in the time it takes 
to perform the calculation, the share price can move. Company should agree the process with the 
company's brokers in advance and explain it to option holders.

– Cannot net settle tax-advantaged share options.

– IA principles of remuneration require that the "implicit dilution commitment should always be provided for 
at point of grant, even where, as in the case of share-settled share appreciation rights, it is recognized 
that only a proportion of shares may in practice be used". So net settled options and awards have less 
impact on share plan dilution limits, but that effect is not recognized until those awards are exercised.

– To the extent that an option or award is settled in shares, corporation tax relief will usually be available 
to the employing company under Part 12 of the Corporation Tax Act 2009.

– To the extent that an option or award is settled by paying the employee's tax liability, it will only be 
deductible under general principles. 

4 April 2019Orrick | SPL 14



Examples of Net Settlement
• If the company has sufficient distributable profits to cover the nominal value of the shares, then the 

company needs to do the following:

– Calculate the total value of shares under the option (10,000 x £10 = £100,000).

– Calculate the exercise price of the option (10,000 x £8 = £80,000).

– Calculate the gain on the option (£100,000 - £80,000 = £20,000).

– Divide the gain by the current share price (£20,000 / £10 = 2,000).

– Calculate the nominal value of that number of shares (2,000 x 25p = £500).

– Transfer £500 from an appropriate reserve to share capital.

– Issue 2,000 shares to the option holder credited as fully paid.
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Examples of Net Settlement
• If the company does not have sufficient distributable profits to cover the nominal value of the shares 

it will issue, or does not wish to use distributable profits, the procedure is as follows:

– Calculate the total value of shares under the option (10,000 x £10 = £100,000).

– Calculate the exercise price of the option (10,000 x £8 = £80,000).

– Calculate the gain on the option (£100,000 - £80,000 = £20,000).

– Deduct the nominal value of a share from the market value (£10 - 25p = £9.75)

– Divide the gain by that amount (£20,000 / £9.75 = 2,051).

– Calculate the nominal value of that number of shares (2,051 x 25p = £512.75).

– Require the option holder to pay an exercise price of that amount.

– Issue 2,051 shares to the option holder credited as fully paid.

– Pay the option holder any rounding difference. This is calculated as £20,000 - (2,051 x £10) -
£512.75 = £2.75.
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Examples of Net Settlement
• If the company has sufficient reserves to cover the nominal value of the shares, and assuming the 

employee's marginal rate of PAYE and NICs is 47%, then the procedure is as follows:
– Calculate the total value of shares under the option (10,000 x £10 = £100,000).
– Calculate the exercise price of the option (10,000 x £8 = £80,000).
– Calculate the gain on the option (£100,000 - £80,000 = £20,000).
– Multiply gain by employee's effective rate of tax and NICs (£20,000 x 47% = £9,400).
– Pay £9,400 from the company's cash reserves to HMRC in settlement of the income tax and NICs due through 

PAYE.
– Deduct this from the gain (£20,000 - £9,400 = £10,600) to determine the net gain.
– Divide the net gain by the current share price (£10,600 / £10 = 1,060).
– Calculate the nominal value of that number of shares (1,060 x 25p = £265).
– Transfer £265 from an appropriate reserve to share capital.
– Issue 1,060 shares to the option holder credited as fully paid.
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Alternatives requiring less funding

• Leveraged companies – shares have low value due to the debt.
• JSOPs.
• Growth Shares.
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