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EMI options: Top 10 mistakes
uncovered on an exit — and how to

avold them

In this article we explore Enterprise Management
Incentive (EMI) options, which an extremely popular
employee incentive mechanism in the advertising and
marketing industry, thanks to their unrivalled tax
benefits and the flexibility permitted around setting
their terms.

EMI options have become a hugely popular employee share
incentive mechanism amongst qualifying small and medium
sized independent private companies, thanks to a winning
combination of stellar tax benefits and the flexibility they
afford employers around sharing equity with their employees.

Whilst share options as a base mechanism allow the
employer maximum flexibility and control over how they
permit employees to join on a slice of the company, options
that fully qualify for EMI option status will give the employee
the benefit of enjoy capital gains tax treatment on all growth
in the value of their option shares above their market value at
grant, and have a better chance at qualifying for Business
Asset Disposal Relief (a 10% tax rate) on that gain than other
shareholders.

However, the EMI option legislation is renowned for its long
list of traps for the unwary. Any mistakes will almost
inevitably be brought up when employees come to exercise
them on a company sale, during a rigorous due diligence
process by the buyer. Uncertainty around the tax treatment
of EMI options will lead to complications in the sale process
and potentially unexpected tax liabilities for the option
holders.

Here are ten issues that we most commonly see when
carrying out due diligence on EMI options just before a
company sale (Sale), and some tips for avoiding them.

1. Options granted too close to the sale

Options can’t qualify as EMI options if they are granted when
there are arrangements in place for a Sale, so, there comes
a point in the lead up to a Sale when granting EMI options is

no longer viable. “Arrangements" here is wide, and even
includes an understanding that isn’t legally enforceable.
Pinpointing this moment will not always be clear cut and
requires a careful examination by advisers of the stage
reached in discussions with the prospective buyer.

Even if there are not yet any arrangements in place for a sale
for these purposes, any preparations for a Sale or approach
by a prospective buyer would usually increase the share
valuation for the purposes of EMI option grants, and it is this
value that will set the threshold for coming into capital gains
tax. The earlier EMI option grants are made, the lower the
justifiable market value (normally), which in turn gives a
better tax outcome.

2. Unreliable valuation of shares at grant

It's extremely common for there to be question mark over the
reliability of a valuation agreement with HMRC. HMRC
require disclosure of any plans the company has for an exit
when agreeing the value of the shares as at the date of
grant, but a development in exit plans frequently occurs in
the time between obtaining the valuation agreement and
actually making the grant (which, currently, can be up to 90
days). Or, surprisingly often, there can be a disconnect
between the company and the advisers who are preparing
the submission to HMRC as to the company’s exit plans.
Relevant steps which might need to be disclosed to HMRC
include the engagement of corporate finance advisers, the
commencement of marketing activities or the opening of a
conversation with a prospective buyer. Sometimes
companies have a clear valuation agreement in place, but for
one reason or another end up making the grant just outside
of it.

The result is concerns arising as to whether tax withholding
is required at exercise in the context of the Sale, and if so,
what value this should be based on. This can hold up or
complicate the Sale and lead to unexpected tax liabilities for
the option holders.
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Being completely up-front with HMRC when seeking a
valuation may make it a bit harder to agree the value with
them, but it’s far preferable to having a whole deal delayed
due to uncertainty around whether the letter you have from
HMRC is valid or not.

3. Failure to properly register option grant within 92
days (or at least to record it)

A failure to properly notify HMRC of the EMI option grant
within 92 days after the grant will mean that the option will
not qualify for EMI tax advantages, unless HMRC accept an
appeal that there was a reasonable excuse for the failure
(note: “we forgot” will not usually cut it).

It's a concrete item that buyers will always ask for evidence
of. Unfortunately, HMRC’s online notification system doesn’t
allow you to retrieve the forms after you have submitted
them. It's therefore vital to take screenshots at the time of
submission showing not only the date of the submission but
also the information entered on the form.

Companies will be responsible for registering the scheme
with HMRC first in order to then make the notifications (as
opposed to relying entirely on their advisers), and so it's
important that someone in the company takes responsibility
for carrying out this process promptly and thoroughly and for
keeping full and accessible records. If in any doubt about
how to complete the notification, it's best to check in with an
adviser - difficulties arise where the notification was made in
time, but the information given is incorrect.

From 6 April 2024, companies will instead have until 6 July
after the end of the tax year of grant to make the grant
notification. The extended time may be helpful... as long as
companies remember to do it.

4. Falling short of the minimum working time
requirement

For an EMI option to qualify, there is an absolute requirement
(among many) that the option holder meets — and continues
to meet — the EMI option working time requirement. It's easy
for companies to overlook employees who fall short of this,
such as those who have been on an extended period of
leave, especially if they don’t understand how the working
time rule works.

It used to be worse, though, as every employee also had to
sign a declaration that they met this requirement each time
they received an EMI option grant. HMRC might possibly
have gotten fed up with requests for forgiveness about
missing working time declarations, as this requirement has
been removed from 6 April 2023 — including for options
granted before 6 April 2023 but exercised on or after that
date.

5. Failure to meet EMI requirements around the option
terms

The EMI rules contain particular requirements as to terms
that must be included in any EMI option agreement. It's a
relatively short list, but it will be crucial to meet all of these
exactly and in line with HMRC'’s guidance.

An area of frequent consternation concerns terms that
amount to restrictions on the option shares. Up to 6 April
2023, details of any restrictions on the shares in place at
grant (and not just those that may affect market value) were
required to be included in the EMI option agreement,
including any restrictions in the company's articles of
association and any shareholder's agreement in place at
grant — a hurdle notoriously easy to fall down on.

Since 6 April 2023, on the face of the legislation this
requirement would seem to have fallen away as a result of a
small set of reforms meant to simplify EMI option
implementation. However, HMRC have issued bulletin
guidance emphasising that it still necessary for an employee
to be aware of any restrictions on the shares that can be
acquired (although thankfully stronger and even more
confusing manual guidance on this, in place between April
and September 2023, has now been surreptitiously
withdrawn). As such, it remains advisable to present these
terms in such a way that the company can be comfortable
that neither HMRC nor the employee have grounds to take
issue. This includes at least signposting any restrictions on
the shares that apply in documents outside of the option
agreement and making these readily available for the
employee to view at grant.

6. Changing the terms after the option has been
granted

While EMI options are very flexible, there are limits. Once an
EMI option has been granted, it's not possible to make a
material change to the terms without potentially invalidating
the EMI option status. Care even needs to be taken when
exercising a discretion in the EMI option terms themselves,
because HMRC has signalled that some kinds of discretion
may go too far and amount to the granting of a new non-EMI
option. This is a very technical point and there are nuances
around it, so it's best to discuss with advisers before grant
what sorts of discretion you expect to need and tailor the
documents accordingly.

7. Poor record keeping and process failings

Buyer's advisers will be looking to piece together a complete
paper trail documenting the grant of all of the options,
including board and shareholder approvals and consents,
information given to and by HMRC and the terms and
conditions agreed with the option holders. Missing or sloppy
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documents or failures in obtaining the required signatures will
raise concerns, and generally poor record keeping may be a
red flag in itself. It could even lead to a buyer being unwilling
to accept that options are qualifying EMI options or call into
guestion what has actually been granted. So, if you're
gearing up for a Sale, try to bring all of your EMI option
documentation together in one folder ready. So that’s plan
rules (if any), fully signed agreements, HMRC valuation
correspondence, evidence of notification to HMRC and
copies of EMI annual returns, as well as the related
resolutions and consents.

8. Errors in the documentation

A common form of mistake that we see in grant
documentation itself is mismatches - for example,
mismatches between the shares authorised to be under the
option and the shares expressed to be under the option,
between the terms contained in plan rules and those
contained in an underlying option agreement, between the
grant details authorised by the board minutes and the grant
details contained in the option agreement, and between the
option agreement and the company's articles of association.
This can lead to uncertainty about the fundamental rights that
employees have and raise the risk of employee claims.
Poorly drafted documentation is often the result of seeking to
save costs at grant by recycling old documentation or using
template documents without appropriate tailoring by
advisers, and ultimately can be a false economy.

9. Issues around dealing with leavers

An EMI option holder who leaves their employment will
experience a loss of tax advantages on any growth on the
share price after leaving, if they do not exercise their option
within 90 days of leaving. Delays with employees exercising
their options are common where the parties are not used to
dealing with the exercise process, such as where a good
leaver is permitted to exercise an exit-only option early,
raising the risk of the exercise taking place outside of this
window.

For leavers who are allowed to retain their EMI option
beyond the 90-day point, it's important to assess what the
value of the shares was at the point of leaving. The company
will then be able to determine the taxable gain when the
option is eventually exercised. PAYE withholding will be
required if the leaver goes on to exercise their option further
down the line at Sale (or in other circumstances where the
shares acquired qualify as being ‘readily convertible assets’
under HMRC's rules) - and even if the exercise takes place
outside of those scenarios, in practice the individual will
request information on the share valuation as at the date of
grant and at leaving to be able to calculate their income tax
under self-assessment.

Another common issue is companies failing to appreciate
that lapses of EMI options, frequently occurring when
employees leave, need to be reported to HMRC in the end of
year annual share plan return even where the lapse was for
no consideration.

10. Everything else that can go wrong

OK this one is a bit of a cheat, but believe it or not there are
lots of other rules which can trip employers up. The extensive
conditions that companies must meet to grant EMI options,
along with the complexity of the EMI rules, mean that it's
easy for companies to get it wrong without advice — and
grant options that are thought to be EMI qualifying but are in
fact not. There are conditions that relate to the size of your
business, what kind of business you carry on, the kinds of
share which can be acquired, how the business is structured
and the option terms themselves.

Make sure you understand the rules properly, or get
appropriate help, and then follow them to minimise the issues
that might arise when you reach that hoped-for Sale. After
all, you want your employees to be delighted (not distraught)
when they finally get to turn that option into money in their
pockets!

If you would like to discuss your EMI option scheme or plans
for exit, please contact:
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