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1. Introduction  
Retaining and motivating staff are key issues for many employers. Research in the UK and USA has shown a 
clear link between employee share ownership and increases in productivity. The government has therefore 
introduced the Enterprise Management Incentive (EMI) as a mechanism for employees to have shares in their 
employers’ company without necessarily suffering a large tax bill.

If shares are simply given to employees outright, the market value of the shares will be taxed as earnings from 
employment. This is expensive for the employees as they may not have the cash to pay the tax arising.

In order to avoid this immediate charge, options could be granted to an employee. An option gives the 
employee the right to obtain shares at a later date. Provided that the terms of the option are that it must be 
exercised within ten years, any tax liabilities will be deferred until the time the options are exercised. This may 
still be expensive for the employee if he or she is not then in a position to sell some of the shares in order to 
pay the tax arising.

EMI offers the opportunity to grant share options to employees, who may receive the shares without any tax 
liability arising until the shares are ultimately sold.

The scheme provides some flexibility for employers. For example, it is possible to limit voting rights, provide 
for pre-emption or set other conditions in respect of the shares in question. The shares must, however, be 
fully paid ordinary shares so that employees have a right to share in the profits of the company.

There are considerable benefits of introducing an EMI scheme,  
which include:

•  tax benefits for both the company and the employee which are explained  
in this guide

•  retention, motivation and improved performance of key 
employees now with a stake in the company

•  there is no direct cost to the company, in comparison 
to paying increased salaries and bonuses 

Usually, these benefits far outweigh the  
costs of setting up the scheme.
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2. How does it work?  
There are a number of issues to consider in deciding whether EMI is suitable for your company. There are 
various conditions which need to be satisfied, applying to:

• your company

• the employee

• the options granted 

Company conditions  
EMI was introduced to help small, higher risk companies recruit and retain skilled employees to help them 
grow and succeed. Your company must therefore:

•  not be under the control of another company (so if there is a group, the employee must be given an 
option over shares in the holding company)

• have gross assets of no more than £30 million

•  exist wholly for the purpose of carrying on one or more “qualifying trades”. The main trades excluded are 
low risk, financial or property backed businesses, such as:

• property development

• operating or managing hotels

• farming

• Less than 250 employees

 
Employee conditions  
An employee can only be granted options if they:

• are an employee of the company (or group)

•  spend 25 hours or more per week or 75% of their working time, whichever is lowest,  
working for the company (or group)

• control 30% or less of the company’s share capital

    Subject to the above restrictions, you are free to decide which employees are offered 
options. The sole test is that the options are offered for commercial reasons in order to recruit 
or retain the employee.
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The options granted 
For the scheme to qualify, you must ensure that:

•  the options are granted for commercial reasons to recruit or retain an employee, and not for tax avoidance

•  each employee’s maximum entitlement is limited to a market value of £250,000, any excess over this 
amount is treated as non-qualifying

• the total market value of the un-exercised options does not exceed £3 million

• the options relate to fully paid non-redeemable ordinary shares

• the scheme takes the form of a written agreement with the employee setting out:

• date options granted

• number of shares to be acquired

• purchase price (if any)

• procedure for exercising the option

• other conditions, eg performance criteria, risk of forfeit etc

• the employee is prohibited from transferring any rights under the agreement

• the options are capable of being exercised within ten years of being granted

• you notify HM Revenue and Customs (HMRC) of the scheme within 92 days of the options being granted 

3.  When will the right to  
exercise arise?  

The options must be capable of being exercised within ten years of the date of granting them, but there does 
not have to be a fixed date.

Examples of circumstances in which the options could be exercised include:

• fixed period

• profitability target or performance conditions are met

• takeover of the company

• sale of the company

• flotation of company on a stock market

Options can be also be made to lapse if certain events arise, for example  
if the employee leaves the employment of the company.
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4. What are the tax benefits?  
There are tax benefits for both the employee and the employer.

Employee tax benefits include:
• The grant of the option is tax-free

•  There will be no income tax or national insurance contributions (NIC) for the employee to pay when the 
option is exercised, so long as the amount payable for the shares under the option is the market value of 
the shares when the option is granted

•  The EMI rules allow the employer to grant the options at nil cost or at a discount. But in these 
circumstances, an income tax charge arises on the lower of the difference between the exercise price 
and the market value when granted or the market value when exercised. So long as there is no readily 
available market for the shares no NIC is due in any event. See our examples below

•  Once the option has been exercised and the employee acquires the shares, the employee can either 
retain or dispose of the shares. On disposal there will be a chargeable gain on any further increase  
in value

•  The Capital Gains Tax (CGT) liability will depend on the availability of any reliefs and annual exemption 
and will then be taxed up to 20%, depending on whether the employee is a higher rate tax payer. In 
certain circumstances Business Asset Disposal Relief may be available to reduce the CGT liability to an 
effective rate of 10%, see our examples below

Employer tax benefits include:
•  When the options are exercised, the company gets a tax deduction against its profits equivalent to the 

difference between the market value and the exercise price. See our examples below

•  There will normally be no NIC payable when the options are granted or exercised, or when the employee 
sells the shares. This is not the case if an employer incentivises through additional salaries or bonuses.
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5. A few examples  

Example 1
George has been a full time manager at A Ltd for many years. On 1 April 2018, he is granted EMI options to 
1,000 shares with a market value at that date of £35,000.

George exercises the options on 30 November 2019 for £35,000. The market value of the shares at that date 
is £70,000 but there is no income tax or NIC due on the exercise of the option. A Ltd has a corporation tax 
deduction of £35,000, the difference between market value at the date of exercise and the exercise price.

Example 2
The circumstances are the same as example 1, but the company gives George a discount and he exercises 
the options for £10,000.

When George exercises the options on 30 November 2019 an income tax charge is made on £25,000 (the 
discount compared to the market value at the date of granting the option). No charge to NIC is made as the 
shares are not readily convertible into cash. A Ltd has a corporation tax deduction of £60,000, the difference 
between market value at the date of exercise and the exercise price.

Example 3
The circumstances are the same as example 1, but George, having exercised his options on 30 November 
2019 sells them for £100,000 on 31 October 2020. Assuming George is a higher or additional tax payer, his 
CGT liability is:
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£

Proceeds 100,000

Cost 35,000

Gain 65,000

Annual exemption (11,100)

53,900

Tax at 10% 5,390
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6. Next steps  
If you are interested in EMI, then please get in touch with us to arrange a meeting to discuss this in detail.  
We can help you decide whether EMI is appropriate for your business and whether your business will qualify.

The next steps are then:
• you decide which employees will benefit and the number of shares they will be granted options to buy

•  we prepare a share valuation and agree it with HMRC. You then decide on the exercise price you want the 
employee to pay

• we will liaise with your lawyer and arrange for the option agreement to be drafted

• the options are then granted and we notify HMRC

• we set up the necessary documentation to establish and operate the scheme

We look forward 
   to hearing from you


