
Illustrative scenario for some 
common ERS problems in 
fast growth businesses  

Robin and Susannah are company 
founders and set up a company to 
embark on a knowledge intensive 
business with £1000 of share capital. 
They subscribe £500 each for 500 £1 
shares. Susannah also becomes a director 
of the company immediately on its 
acquisition from the formation agent. The 
company has fairly standard private articles 
which restrict free transfer of the shares. 

In year 3, Robin and Susannah each 
inject a further £10,000 for an additional 
10,000 shares. 

In year 5, they are looking for more 
serious capital to expand the business and 
are put in touch with Angela, a business 
angel, through a business network.  
Angela agrees to make a significant 
investment in the business and it is agreed 
she will become a director. However, 
most of the investment made by Angela 
is to be made in the form of loans. The 
commercial objective is that Angela will 
become one of three directors, and have 
a 30% equity stake in the company, 
with Robin joining the board and Robin 
and Susannah having a 35% stake each.  
Robin joins the Board: he and Susannah 
then receive a bonus issue of 24,500 
shares, and Angela subscribes £100,000 
for 30,000 new shares, and joins the 
board.  No tax advice is taken. 

The business prospers, is able to develop 
new technology and an offer of £10m 
is made for it four years later.  Robin, 
Angela and Susannah all expect to be 
subject to tax on chargeable gains, not 
income tax on disposal. 

This example is condensed and considerably simplified, but its 
components are based on composites of realistic scenarios. The 
employment related securities difficulties are set out below. 

Year 1
On subscription for the initial 
shares, there is no issue for Robin 
(he is not a director or employee) 
taken in isolation, assuming he and 
Susannah have no other connection.  
However, Susannah’s shares are 
likely to be treated as employment 
related securities. There should be no 
difference between the market value 
of the shares and the amount paid at 
this stage (it might, technically be a 
different position if Susannah had been 
acquiring a controlling interest), so 
no general schedule E charge should 
arise. But there could be a difference 
between the actual and unrestricted 
market value of the shares, because 
of the restriction on transfer rights.  
Absent a s.431 election, this means 
that on the occurrence of a triggering 
event (including the disposal now 
contemplated), a deemed employment 
tax charge could arise. The risk, and 
value difference, will be low, but it 
may form a future complication.  The 
position could be more complicated 
if assets had been contributed in 
exchange for the shares.  

However, even at this stage, if 
Susannah and Robin were, for 
example, partners, siblings or other 

close relatives, the position in relation 
to Robin’s shares becomes less clear. 
Are Robin’s shares to be treated 
as made available by reason of 
Susannah’s directorship? If they are, 
can they be treated as made available 
in the normal course of Susannah’s 
family relationships, so that they are 
nonetheless employment related 
securities? Does this depend on factual 
details as to whether Robin is making 
an independent investment decision or 
supporting a family member? Would 
a court be influenced by the fact that 
if instead Susannah had subscribed 
£1000 for 1000 £1 shares and then 
sold or transferred half of them to 
Robin, they would remain employment 
related securities in his hands 
(due to the “associated persons” 
provisions)? Or that, on the other 
hand, if Robin had acquired the shares, 
then transferred them to Susannah, 
although the company as Susannah’s 
“employer” for this purpose would be 
connected with Robin (at this stage its 
sole shareholder), there would appear 
to be an argument that he was making 
them available to her in the course of 
his family relationships? 

>



Year 3
The year 3 subscription may well 
involve a subscription at an actual 
undervalue, on the basis that the 
market value of the shares now 
exceeds their face value, if the 
business has been progressing well. 
Here, the fact that Angela has made 
an arm’s length acquisition 2 years 
later is likely to put a ceiling on the 
amount at stake, absent very strange 
economic fluctuations (writing at the 
time of a global pandemic does tend 
to highlight the fact that company 
values may fluctuate wildly due to 
unexpected factors). But there may 
be a Schedule E charge on Susannah 
under s.62 ITEPA on the difference 
between the amount subscribed 
and market value, plus interest and 
penalties if this has not been paid. 
The counter argument – about 
which there is no clarity – is that 
full value has been given here by 
a combination of cash and share 
value dilution. But this would not 
apply if Robin and Susannah had not 
made equal investments. Given the 
Vermilion reading of “by reason of 
employment”, it could even, if Robin 
and Susannah are closely related, 
be argued that there is a charge on 
Susannah by reference to Robin’s 
acquisition as well. However, it is 
quite common to find that the issue 
is not picked up until time limits 
prevent the ordinary schedule E 
charge being assessed, though this 
will depend on the facts. 

On the other hand, the relevant 
ERS issues under both the restricted 
securities rules and the rules relating 
to shares acquired at undervalue 
may remain in play in relation to the 
year 3 events. The first point is that 
there is specific provision for the 
case where “by virtue of [a relevant 

person] being entitled to the original 
securities”, that person or an associated 
person acquires other securities or an 
interest in other securities1. That clearly 
covers a classic rights or bonus issue and, 
if the point is considered when a new 
issue is in prospect, it may be possible 
to ensure that the issue takes place on 
terms which ensure this condition is met. 
But if the issue is simply a historic fact, it 
may not be clear whether this test will be 
met, though where the new issues are 
proportionate to previous shareholdings 
there is at least a reasonable argument 
based on Dunstan v Young2 that the test 
is met. 

However, even if this is accepted, what 
the section provides is, broadly, that the 
additional securities are to be treated as 
acquired “pursuant to the same right or 
opportunity as the original securities”, 
but that any reduction in the market 
value in value of the original securities is 
to be treated as consideration given for 
the new securities. But “market value” 
for this purpose is defined as the market 
value for CGT purposes. This appears to 
have unfair consequences if employment 
status had changed in the meantime 
(suppose Susannah had resigned her 
directorship and been replaced by a full 
time employee?). More fundamentally, 
while the ability to count the dilution of 
the original shares as consideration helps 
with the provisions of the employment 

related securities rules covering shares 
acquired at an undervalue3, it does 
not appear, necessarily to provide a 
complete solution to the restricted 
securities provisions. As noted 
above, the relevant question here is 
whether unrestricted market value 
has been given for the new shares – 
but it appears that these provisions 
may only allow the dilution in the 
actual value of the shares to count 
as consideration. There is a more 
tailored provision (providing broadly 
for continuity of treatment) within 
the restricted securities regime itself 
but this one only applies on exchange 
of securities, not a case where the 
original securities are retained or 
varied. So, depending on whether 
there is a material difference between 
the restricted and unrestricted 
valuation of the shares, there may 
still be a concern that the restricted 
securities rules will bite on the later 
disposal and treat a proportion of the 
sale proceeds as employment income.  
A helpful interpretation of “by reason 
of employment” in Vermilion might 
have allowed Susannah to be treated 
on a more appropriate footing. 

And as in year 1, Robin’s position 
may depend on his relationship with 
Susannah, as well as a number of 

uncertainties in the statutory drafting. 

>

1 S.421D ITEPA

2 Dunstan v Young, Austen & Young Ltd 61 TC 448
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Year 5

The year 5 bonus issue gives rise 

to the same issues as the year 3 

events, except that it will probably be 

clearer that the additional securities 

provisions apply to Susanna’s shares, 

but much more doubtful what the 

position is in relation to Robin’s 

acquisition if his previous shares were 

not employment related securities. 

The provisions regarding additional 

securities only apply where 

the existing shares are already 

employment related securities. But 

without these provisions, it is not clear 

that the dilution of existing shares can 

count as consideration. Under either 

Vermilion, or the deeming provision, 

once Robin becomes a director, it seems 

likely the new shares will be caught, even 

though they create no change in his 

economic position unless it can be argued 

that the dilution is consideration and that 

the provisions dealing expressly with this 

are only for the avoidance of doubt. 

Outcome
So, on disposal of the shares, 
considerable time and effort 
will be spent by all parties 
trying to quantify and manage 
the risk of a proportion of the 
consideration for each of the 
selling shareholders being 
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Angela’s share acquisition, based 

on Vermilion, will also fall within 

the employment related securities 

provisions as she will have become 

a director and acquire the shares as 

part of a single commercial bargain. 

She is likely to have paid actual 

market value for her shares but 

may well not have paid unrestricted 

market value.

subject to income tax, and how this 
interacts with the potential PAYE and 
NIC liabilities for the company. By 
this stage, if not before, in HMRC’s 
view, the availability of a commercial 
offer for the shares will mean that 
the shares have become readily 

convertible assets so that they are 
potentially subject to PAYE and 
NIC. It is also quite likely there will 
be significant uncertainty about 
valuations at various relevant 
stages, making the amounts difficult 
to quantify.


