EXPERT GUIDE

SEPTEMBER 2014

TAX 2014

MOORE STEPHENS




EXPERT GUIDE: TAX 2014
UNITED KINGDOM

Graeme Nuttall OBE

=y Graeme.nuttall@fieldfisher.com
= B +44 (0) 20 7861 4000

The Employee Ownership Business Model Is Incredibly

Welcome

€eWS By Graeme Nuttall OBE

ead all about it “The UK Gov-
Rernment endorses tax free

buy-outs”  Employee own-
ership (“EO”) is finally getting
the headlines it deserves. Tax exemp-
tions introduced in the UK Finance
Act 2014 are encouraging employee-
ownership trust (“EOT”) buy-outs
and this successful and versatile UK
business model is attracting momen-
tum internationally.

tions in the Finance Act 2014 recog-
nise explicitly is it that EO can be part
of the ownership and governance of a
business. Businesses can be employee
controlled and, in particular, through
an EOT. An EOT holds shares col-
lectively on behalf of all employees.
There are no individual awards of
shares and so an EOT is not the UK
equivalent of a US ESOP. EOTs pro-
vide all employees

As a result of the find-
ings of the Nuttall
Review of Employ-
ee Ownership (BIS,
2012) (“Nuttall Re-
view”) the UK Gov-

with a significant and
meaningful stake in
the business that em-
ploys them through
shares held in trust

on their behalf. This
avoids the complica-

ernment has intro-

duced tax exemptions with the express
aim of promoting EO. Successive UK
Governments have promoted share
ownership by employees; encourag-
ing individuals to own shares in the
company or trust that employs them.
Typically this has meant incentivis-
ing key executives. Some plans offer
awards to all employees, such as the
share incentive plan (“SIP”), but the
awards are usually only over an in-
significant percentage of a company’s
share capital. What the tax exemp-

tions of direct EO, es-
pecially for private companies. There
is no need, for example, for there to
be a share market to allow employees
to sell shares.

The EO Business Model

EO is a business model in its own
right. Companies wholly or majority
owned in this way call themselves em-
ployee owned companies. The UK’s
Employee Ownership Association
represents the sector. There are long-

established flagship employee owned
companies such as John Lewis, Arup
and Swann Morton. Since the 1980s
others have joined the sector, such as
Donald Insall Associates (conserva-
tion architects), Wilkin & Sons Lim-
ited (Tiptree jams) and more recently
companies such as MJP Architects
and Quintessa (a mathematical con-
sultancy).

Good news travels slowly. The busi-
ness community doesn't talk about
the positive business outcomes of
EO, such as increased productivity
and greater economic resilience com-
bined with happier staff, as evidenced
by lower absentee rates (Chapter 2,
Nuttall Review). The UK Govern-
ment asked “Why isnt EO main-
stream?” in 2012 when it commis-
sioned the Nuttall Review. The Gov-
ernment subsequently supported all
28 recommendations in the Nuttall
Review. One recommendation was to
change UK company law. UK share
buy-backs are now easier, particu-
larly in connection with employees’
share schemes. Most of the Nuttall
Review’s recommendations related to
raising awareness of EO. This is why,
in a rare move during the Great Re-

cession, the UK Government agreed
to introduce tax exemptions to pro-
mote EO and in particular EOTs.

Tax Exemptions

Most UK owner managers who sell
their companies will benefit from
entrepreneurs relief and pay capi-
tal gains tax at 10% (subject to the
lifetime limit of £10 million). The
new exemption in s.236H Taxation
of Chargeable Gains Act 1992 pro-
vides for an unlimited CGT exemp-
tion for certain sales to an EOT. This
exemption does not apply to sales by
corporates and must involve an EOT
(as defined) acquiring a controlling
interest. The 10% difference this tax
exemption makes is attracting atten-
tion to the idea of a sale to an EOT,
rather than a conventional exit route.

The new EOT tax regime also offers a
tax exemption that benefits the busi-
ness and its employees. Once a com-
pany is EOT controlled it may pay
income tax free bonuses up to £3,600
per tax year to each employee. It is
possible to provide similar tax free
bonuses through free share awards
under a SIP. What the tax exemption
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in s.312A Income Tax (Earnings and
Pensions) Act 2003 does is remove
the need to introduce a SIP. Compa-
nies that wish to maintain 100% EOT
ownership can now do so without tax
planning distorting the ownership
model.

Versatility

EO will not be right for every busi-
ness. Equity incentives for executives
can be key to maintaining the devel-
opment of a business. Trade sales and
listings may be necessary for com-
mercial or financial reasons. How-
ever, increasingly entrepreneurs and
owner managers are looking for al-
ternative ways to structure a business
and grow and exit businesses. After
the 2008 financial crisis there is great-
er recognition of the need for trans-
parency and longevity in ownership
and governance structures. EO offers
such an alternative. At Fieldfisher we
have seen start-ups introduce em-
ployee trust ownership, ranging from
10% (with a commitment to move to
100 %) in the Mary Knowles Partner-
ship through to 100% employee trust
ownership from day one at Marine
Engineering Partnership.  Others

have used EO to provide stability and
growth such as Wicker Pharmacy
(with an initial 10% employee trust
shareholding and a commitment to
increase this as existing owners wish
to sell). More recently Quintessa has
taken advantage of the new EOT re-
gime. As soon as the Finance Act
2014 was enacted its existing share-
holders moved to 100% EOT own-
ership. Interestingly, Quintessa was
employee owned before the sale but
its employees prefer the EOT owner-
ship model.

Government Endorsement

Quintessa’s move to EO was welcomed
by Danny Alexander Chief Secretary
to HM Treasury who in Quintessa
and Fieldfisher press releases said:

“This is incredibly welcome news. The
Employee Ownership model not only
gives workers a stake — and a voice -
in the companies that employ them. It
also allows them to benefit from their
success. The Government has worked
hard over the last four years to create
a legal and tax environment that en-
courages more companies to set up in
this way. I'm delighted that Quintessa

are doing so.”
International Momentum

EO, done the UK way, is generat-
ing momentum internationally. The
Irish ProShare Association in an ar-
ticle “Lessons from Nuttall” called
on the Irish Government to promote
EO. The Employee Ownership Aus-
tralia and New Zealand Association
is making progress with support from
politicians and likely tax changes.
Tony Smith MP, Australian Shadow
Parliamentary Secretary for Tax Re-
form has said

“A revolution in employee share own-
ership has the potential to add a couple
of cylinders to our economic engine”.

A delegation from Gipuzkoa, the
Basque Province, visited the UK in
June 2014 to re-examine EO. The
headquarters of Corporacién Mon-
dragon is in Gipuzkoa. It was Mon-
dragon that inspired the creation of
the UK’s Employee Ownership Asso-
ciation and so it is newsworthy that
the UK may now be able to recipro-
cate ideas. These countries are assess-
ing the full range of UK EO models,

including public service mutuals.

Another strong influence in the UK
has been the US ESOP. Again there
are signs that the UK can repay this
influence. Fieldfisher is working with
US advisers to introduce an EOT into
a US parent company. The existing
individual owners are attracted to the
permanency of the trust model of EO.
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The UK Government has recognised
the benefits EO can provide to the
UK economy and is encouraging its
take up particularly through the EOT
model. Professional advisers simi-
larly need to recognise the benefits of
EO. When entrepreneurs and owner
managers ask for business solutions,
EO needs to be in the mix. It needs
to be considered in start-ups, grow-
ing companies and in business res-
cues. The new tax exemptions mean
it must also be considered as a succes-
sion solution. Employee trust own-
ership will work outside the UK be-
cause it is successful without the tax
exemptions. In the UK the new tax
exemptions are raising awareness of
EO, nevertheless the success stories
can be repeated in all jurisdictions.

Graeme Nuttall is a dual qualified
English solicitor and chartered tax
advisor. He is a partner in Fieldfish-
ers tax and structuring practice in
London and its firm wide Employ-
ee and Mutual Ownership Team.
Graeme has a longstanding inter-
est in ensuring organisations have
the right ownership and governance

structures and, in particular, a long
time enthusiast for the employee
ownership business model.

In 2012, Graeme took on a part-
time voluntary role as the UK Gov-
ernments independent advisor on
employee ownership, to help bring
this business model into the main-
stream of the UK private sector. As
the Governments independent advi-
sor on employee ownership, Graeme
produced ‘Sharing Success: The Nut-
tall Review of Employee Ownership’
(BIS, 2012). This review made 28
recommendations under three key
themes: raising awareness of em-
ployee ownership; increasing the
resources available to support em-
ployee ownership; and reducing
the complexity of employee owner-
ship. The UK Government accepted,
partly accepted or supported all the
Nuttall Review recommendations.
An Implementation Group, chaired
by Jo Swinson, the Minister for Em-
ployment Relations and Consumer
Affairs took forward these recom-
mendations. In 2014 Graeme was
appointed an OBE for services to
employee ownership.
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