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Introduction 
Companies need cash to grow, to pay for everything from salaries and offices to marketing costs and 
professional services.  Employees, partners, suppliers, Non-Executive Directors (NXDs) and even a 
Chairman will want some reward for what they do.  Traditionally, the money for this will come from 
one of three sources: 

• Investment: money raised by selling shares to an investor or founder (equity finance) 
• Loan: money raised from a bank, investor or founder (debt finance) 
• Profit:  revenue from trading activities after deduction of all costs (organic growth) 

In addition to the above methods, a company may also barter – raising money by giving something 
of value to a supplier in return for receiving something of value to the company. Depending on the 
circumstances, this can be more efficient. 

For most early stage companies with few assets but an abundance of potential, the most common 
thing they can use to barter with is a share in their future success – a share in the company itself. 

Share option schemes for employees are widely used in start-up businesses, but they are only one of 
the methods that a company can use to save cash by offering to share in its future success.   

Although there is a range of information available in the public domain about using equity in place of 
cash, the authors have found much that is highly technical and little that is in accessible form.  This 
guide is intended to provide an overview of the issues involved in using the future success of a 
business as a currency in the early years of a company’s development, focusing on the use of equity 
(shares) and options. For some, the opportunity of a large reward later will outweigh the risk of 
receiving nothing.  Most of those involved in the start-up community are already familiar with taking 
substantial risks, and enjoy the excitement of being part of something with great potential. 

The arrangements described in the following pages involve complex legal agreements and 
compliance with a range of tax regulations.  The consequences of any mistakes can be extremely 
serious and, in some cases, fatal to the prospects of a business. This document is intended to act as 
an introduction to the subject and is for general guidance only. The authors strongly recommend 
that anyone thinking of entering into any arrangements referred to within this document should 
seek the appropriate professional legal, tax and accountancy advice before doing so. Please note 
also that the tax rules and rates used within this document are stated as at 2012. 

The first section provides a summary of the different ways of Sharing Success.  The second takes a 
more in depth look at Key Issues with Equity and Options.  The third covers the practicalities of 
Making it Happen, and at the back of the document there are a series of Example Scenarios with a 
list of their key features, advantages and disadvantages. 
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Sharing Success  
If you offer to pay another party for its services with a share in the future financial success of your 
company (as opposed to paying them in cash) the value of that offer is wholly dependent on the 
other party believing that your company will be successful.  If the other party does not believe 
success is likely then they will place no value on any sort of stake in your business. 

The willingness of a party to consider this path will also be dependent on their financial position.  For 
example, most employees and suppliers will need to receive some if not all of the payment in cash to 
cover their day to day expenses, however much they believe in the company’s prospects.   
Employees may however be prepared to accept less than what they see as their full market value in 
salary (to pay the rent), while shares or options offer the chance of sharing in the success of the 
company and buying that a car or home in the future. 

There are a number of different ways that an employee or supplier can share in the success of a 
company.  They may receive equity (shares) or options to acquire equity at a later date.  It is also 
possible to create a new partnership or joint venture company with shared ownership, or to agree 
to profit share, or a royalty payment based on sales 

Equity 
Equity is a generic financial term referring to an ownership interest.   

In the UK, the limited liability company (limited by shares) is the most common type of company.  
The company is owned by the “shareholders”, the owners of the shares.  Shares have associated 
rights to participate in decision-making, to receive dividends and to receive a share of the proceeds 
if the company is sold. 

When a supplier or employee is offered shares in exchange for some service (or a discount on a 
service), they are essentially making an equity investment in the company. They are forgoing some 
payment that would otherwise be made in cash in return for receiving shares in the company. 

An arrangement where a supplier carries out work in exchange for equity is sometimes described as 
“sweat equity”. 

Options 
An option is a form of contract that confers the right to buy something at a future point in time.  
Share options are most commonly used to reward employees and directors by giving them the right 
to buy shares at a price fixed today at some point in the future.   

For example, a company gives Alice the option to buy a share for £1 at any time in the next five 
years.  Should someone later offer to acquire my company at a share price of £10, Alice can make a 
profit by exercising her option to buy a share for £1 and immediately selling it for £10. 
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There are many reasons (covered in more detail in the next section) that one might choose to offer 
Alice options rather than just giving or selling shares to her: 

• Options can be structured so as to minimise any tax liability on exercise of the options 
(there is generally no tax liability when the option is granted unless the option price is a 
discount on the current valuation) 

• Alice might not have the funds to buy shares now 
• Option holders have relatively limited rights and administrative overheads compared to 

shareholders 
• The shares are not actually issued until the options are exercised, and therefore may never 

be issued if the option agreement terminates for any reason (for example, if Alice leaves the 
Company) 

Convertible Loans 
Where a supplier is to be offered shares in exchange for work completed, the shares directly replace 
cash.  For example, I might offer a web design company shares as a means of payment where they 
would usually issue an invoice for £10,000. How many shares should I give them? 

The answer depends on how we value the shares. Whilst I might think the shares are really valuable 
(as I am convinced that my company will succeed), the supplier might not agree. 

It can be very hard to place a value on the shares of a start-up company as the value is related to the 
abstract concept of future potential.  This is unlike companies with an established trading history 
where a valuation can often be established based on assets or turnover, or listed shares where the 
value is established by the market forces of supply and demand.   

For a start-up approaches to valuation include using a multiple of revenue or on the value of key 
intellectual property, but this is open to a lot of debate. 

One solution is to enter into a convertible loan contract with the supplier.  Their invoice for £10,000 
is treated as debt for now (as we can’t agree a present value for the shares) but at some future point 
once the shares are valued by a third party (typically an investor looking to invest money in the 
business) the loan is converted into shares.  Often the conversion will be at a premium to reflect the 
additional risk the supplier takes (by investing early) compared with the investor.  For example if the 
shares are valued by the investor at £1 each, the supplier may get a 25% discount, paying only 75p 
per share. 

It is important to take legal advice to check the various choices in such an agreement (for example, 
whether the supplier can demand repayment at any time or any interest rate that might apply). 

Convertible loans are complicated agreements, and the cost of drafting one will be prohibitive for 
smaller contracts.   
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Partnerships & Joint Ventures 
The terms “partnership” and “joint venture” describe an arrangement where the parties approach 
each other more as equals than in a company/supplier relationship.  Generally each party will have 
an ownership stake (shares) but will also be intimately involved in the management of the company, 
perhaps by sitting on the board or assigning staff to the management of the partnership or joint 
venture. 

Note that in this context the term “partnership” is used to describe one or more companies working 
together, often through formation of a new company in which they share ownership.  This is quite 
distinct from the legal structure also known as a “partnership”, which is commonly used by 
businesses such as solicitors and accountants. 

Profit Sharing 
A profit share may appear to be a simple mechanism for rewarding a supplier or employee based on 
the success of the business, but in practice there are a number of pitfalls. 

Let’s imagine a business selling widgets, where Bob agrees to take 5% of the profits in exchange for 
designing the packaging for the widget.  In the first year it sells a million widgets for £1 each, having 
paid only 50p to manufacture each one, so Bob expects to make good money the deal. 

The problem lies in calculating the profit.  At face value it sounds like the company made 50p gross 
profit per unit, so that’s £500,000 total, and Bob will therefore expect a cheque for £25,000.   

However, net profit can be very different.  Here are a number of ways Bob can end up with nothing: 

• The owner of the company draws salary of £500,000 
• The owner draws a salary of £100,000 and spends £400,000 developing an improved widget  

In either case the net profit appearing in the annual accounts would be zero and would leave Bob 
very disappointed.  Even if Bob was sharing the gross profit, the owner could still manipulate the 
numbers by apportioning costs to the cost of sales rather than as overhead or paying himself a large 
commission on sales. 

Profit sharing can work, but the contract must define precisely how profit will be measured.   

The advantage of a profit sharing arrangement is that there is only a cost to the company if it is 
making a profit! 
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Royalties 
A relatively sophisticated mechanism for rewarding suppliers or employees based on the success of 
a particular product or service is to offer a royalty payment. 

Consider the example of Bob and the widget business above.  Suppose that rather than agreeing 
that Bob will take a 5% share of the profits of the business in return for designing the packaging of 
the widget, Bob agrees that he will receive a payment of 10p (per widget) for the first million 
widgets sold, and 5p on any additional widgets.  

Such an arrangement has benefits for both parties: 

• Bob will only receive payment if the product is successful 
• Bob will share only in the success of the product in which he was directly involved; he will 

not share in the success of the business as a whole 
• By having a fixed royalty payment for each widget sold, there can be no dispute over the 

calculation of profit 

The royalty may be in the form of a fixed sum per unit as described above, or alternatively a 
percentage of some easily definable amount such as the sale price or manufacturing cost. 

Royalties are usually applied to intellectual property, such as a design, invention, patent or brand.  
Additional terms that are frequently seen in royalty agreements include: 

• Exclusivity, so the supplier cannot license the IP to other parties as well 
• A minimum royalty so the supplier is guaranteed some minimum level of revenue (if not paid 

the company may lose the right to use the IP)  
• A “sliding scale” so that the royalty level changes over time or based on sales volume or 

revenue 
• A “buy out” so once the company has paid e.g. £500,000 in royalties they acquire ownership 

of the IP and do not have to make any further payments 
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Key Issues with Equity and Options 

Founders 
Generally when a new company is formed, the founders can split the equity between them in any 
way they choose.   Usually the company will issue a single “class” of Ordinary Shares, which all have 
equal voting rights, rights to dividends, and rights to share in the sale of the company (or the 
proceeds of winding up). 

Exactly what rights the shareholders have will be defined in the Articles of Association for the 
company, which is essentially the “owners’ guide” and sets out how the company will be run.   

It is essential that good records are kept of who receives what shares, and any later transfers of 
shares.  Maintaining accurate Registers of shareholders and transfers will be vital for circulating any 
resolution to the Company’s Shareholders, and for future transactions from investment to winding 
up.  

Articles of Association 
Articles also define the powers and obligations of the directors, the board, and the shareholders. 

The standard articles provided by the Companies Acts (“Table A” for older companies, “Model 
Articles” for newer ones) omit some terms that most founders and shareholders would expect to 
see, for example: 

• Pre-emption rights to ensure that the company or its existing shareholders have first refusal 
on any shares to be transferred  

• Compulsory Transfer provisions to ensure that people leaving the company can be forced to 
transfer their shares (for effectively no value or for a specified sum) 

o Note that the values may be different depending on whether someone leaves on 
good terms (e.g. involuntarily or with consent) or bad (e.g. fired for misconduct) 

• Drag and Tag provisions to balance the rights and power of minority shareholders 
o Drag: on a sale, a majority (e.g. 90%) of shareholders can force a minority to sell to 

avoid difficulties at completion 
o Tag: on a sale, a minority (e.g. 10%) of shareholders can insist on getting the same 

price from the Purchaser as the majority 

Many companies will be formed using standard articles, and reviewing these is essential.  It is vital 
that the articles are thoroughly understood, and, if necessary, amended before new shareholders 
are brought on board or share options are granted. 
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Shareholders Agreement 
A shareholders agreement is a separate contract between shareholders that describes how the 
company will be managed and run.  The provisions of Shareholders’ agreements can overlap with 
Articles of Association, but in addition to technical aspects there are certain significant differences: 

• Articles are public documents and available to all at Companies House, whereas 
shareholders agreements are private contracts   

• In general, Articles treat all shareholders’ of the same class of shares in the same manner, 
whilst shareholders’ agreements can distinguish between them 

• The Articles govern all shareholders, including those who are to receive shares in the future. 
For a shareholders’ agreement to apply, the individual has to sign up to the Agreement 

Shareholders’ Rights 
Giving shares to suppliers or employees gives them rights as shareholders as well as the opportunity 
to benefit from the financial success of the company.  Shareholders have rights to vote at general 
meetings, the authority and process for which is defined in the Articles of Association.  Typically 
small shareholders (such as employees who have exercised share options) will have little individual 
influence, but their votes may be significant when combined, and could actually end up being 
decisive in any disagreement between founders.   

When general meetings are held, investment is taken or if the company is sold or wound up, all 
shareholders will have to be contacted and may need to sign papers.  Creating a large number of 
shareholders (or option holders) creates an ongoing administrative obligation. You should take care 
to ensure that you have current contact details of every shareholder in your Company. 

Option holders generally have few rights before the shares are issued on exercise, and these will be 
specified in the option agreement. 

Valuing the Company 
The valuation of an unquoted business (such as a start-up) for tax purposes is a particularly complex 
and subjective area, but it is often necessary to establish a valuation to determine if tax is payable. 

There are no historic earnings or dividend payments to form the basis of an earnings-backed 
valuation, and neither is the company likely to have a large asset base upon which to calculate an 
asset-backed valuation. 

Any planning involving unquoted business assets which has not thoroughly explored the valuation 
issues (usually with the help of professional advisors) is vulnerable to HMRC challenge. 

Asset Value 
HMRC generally takes the view that the value of a trading company is unlikely to fall significantly 
below the value of its underlying assets, although clearly it can substantially exceed it.   It is 
therefore always worth examining the value of the underlying assets, since HMRC is unlikely to 
accept a value that is less than the net asset value of the company. 

Calculating the net asset value of the company is a good “starter-for-ten” when carrying out a more 
complex company valuation. 
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Revenue Multipliers 
Two common valuation methodologies for established companies are the earnings-based valuation 
and dividend-based valuation. 

In both cases, a comparison is made with the price paid for shares in quoted companies and, for 
small shareholdings, it is likely that both earnings and dividends will be used. 

Quoted comparator companies are selected which operate in the same industry as the company to 
be valued and adjustments are made to reflect size, diversity, gearing, financial and trading position, 
future prospects and lack of marketability for the company to be valued in comparison with the 
comparator companies.    

An upward adjustment may be required if the valuation under consideration is for a particularly 
large shareholding, as the buyer may derive additional benefits from the control associated with a 
large shareholding. 

Options  
A share option is the right to buy a certain number of shares at a fixed price at some time in the 
future. 

The option holder can generally exercise their options and buy the shares after a specified period, 
known as the vesting period.  It is possible for companies to include performance criteria which 
must be satisfied before an option can be exercised (sales targets for example). 

There are a number of advantages in offering share options rather than simply awarding shares in 
the company: 

• Restrictions such as the vesting period (i.e. when the option can be exercised) or restrictions 
on transferability provide the company with the opportunity to align the option holder’s 
interest in the company with its own 

• The share option can be structured so as to minimise any tax liability on the grant of the 
option and, in certain circumstances, offers the recipient access to the (lower) capital gains 
tax rates rather than income tax rates (see next section for more details) 

• The company does not have to physically issue the shares until the end of the vesting period. 
• The company can terminate the option upon an employee leaving the company, thereby 

encouraging staff retention 
• The option holder only shares in the future success of the company and is not rewarded for 

performance prior to the date on which the option was granted 
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Example: Share Options 
ABC Limited has recently appointed a new finance director, Jenny, who has joined the company from a Big 
Four accountancy firm.   Jenny has a track record in business recovery and has promised to cut the 
company’s costs and improve profit margins.  In order to encourage Jenny to stay with the company, her 
fellow directors have decided to award her share options eligible for the Enterprise Management Incentive 
(see next section for more details). 
 

The directors estimate that the company’s shares are currently worth around £3 each and so they award 
Jenny 10,000 share options at an exercise price of £3, with a vesting period of three years.  They receive 
official confirmation from HMRC that this value is a fair estimate. The only restrictions are that Jenny 
remains with the company for at least three years and the company achieves an improvement in profit 
margins of at least 10%.  
 

Four years later, the company has done fantastically well and profit margins have improved by 50%.   Jenny 
decides to exercise her options and acquire the 10,000 shares at the agreed exercise price of £3.   This 
equates to 6% of the company’s ordinary share capital. 
 

The company’s shares are now worth £10 and so Jenny has obtained shares worth £100,000 at a cost of 
only £30,000.   As the share options were issued under a HMRC approved scheme, no income tax liability 
arises on the exercise of the option.   Should Jenny decide to sell her shares immediately, the gain of 
£70,000 will be subject to capital gains tax at a rate of between 18 and 28% (although the first £10,100 of 
gains in each year is tax free).   
 
Should Jenny decide to retain the shares for 12 months, another tax relief called Entrepreneurs’ Relief (see 
next section for more details) may reduce the tax rate to 10%. 
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Taxation 

Income Tax and National Insurance 
When an individual receives any form of income it is usually subject to Income Tax.  Employment 
related income may additionally be subject to National Insurance.  In addition, it is important to be 
aware that there are complex provisions which govern the taxation of new shares issued to 
employees at a price below the market value.  HMRC view such beneficial pricings as a type of 
payment as a result of the employment relationship and therefore liable to tax.  You should consult 
your accountant in such a situation to ensure that the appropriate notification (known as a s.431 
election) is made to HMRC at the time of issue. 

Granting of share options to employees 
There are a number of schemes by which a company can issue share options to its employees, each 
with different tax implications.  

Scheme HMRC 
Approved? 

Notes 

Share Incentive Plan (SIP)   
Save As You Earn (SAYE)  Employees save from salary to buy shares. 
Company Share Option Plan (CSOP)   
Enterprise Management Incentive (EMI)  Options awarded to full time staff (see later) 
Share Option Plans   
Share Acquisition Plans   
Joint Share Ownership Plans   
Phantom Plans   

 
There are tax advantages to HMRC-approved plans, and employees participating in a scheme 
approved by HMRC will not pay income tax or national insurance when they acquire the shares.   In 
SIPs, dividends on any plan shares can be reinvested tax free in further plan shares.  EMI schemes 
are described in greater detail later. 

Where an employee acquires share options through unapproved scheme, they may have to pay 
income tax when they acquire the shares (by exercising the option).   The amount that is subject to 
tax is the difference between the price the employee pays and the market value on the date they 
exercise the option. 

In general no tax is payable on grant or acquisition of an option unless it is at a discount to the 
current share price/valuation at the time of grant. 

Granting of shares to individuals who are not employees 
If a company awards shares to an individual who is not an employee of the company, for example, 
non-executive directors or consultants, then the individual receiving the shares would include the 
value of the shares as income from his trade or profession, paying income tax accordingly. 
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Dividends 
Dividends are taxed at a lower rate than earned income or savings income, are not subject to 
national insurance, and if they are from UK or EEA companies they come with an associated 10% tax 
credit.  This makes the calculation of tax rather counter intuitive (see table below) but for basic rate 
taxpayers the rate of tax on dividends is effectively 0, and for higher rate tax payers it is effectively 
25%. 

 Basic Rate Higher Rate 
Dividend Received  £90  £90 
Tax Credit 10% £10 10% £10 
Taxable Income  £100  £100 
Tax Rate  10%  32.5% 
Calculated Tax  £10  £32.50 
Tax Payable   £0  £22.50 
Dividend Retained  £90  £67.50 
Effective Tax Rate  0%  25% 

 

Example: Dividends and Taxation 
Arthur owns 100 shares in ABC Limited.   ABC Limited has a very successful first year and decides 
to pay a dividend of 90p per share. 
Arthur receives a cash dividend of £90.00.   To calculate the tax on this dividend, we gross it up by 
multiplying it by 10/9.   This gives a gross dividend of £100.00, with a tax credit of £10.00.   If 
Arthur is a basic rate taxpayer, the income tax payable on the dividend will be £10.00.   This is 
completely covered by the dividend tax credit and so he has no income tax to pay.  

Special Schemes 

Enterprise Management Initiative (EMI) Options 
EMI Options are tax-favoured option arrangements.   Options over shares worth up to £250,000 at 
the time of the grant may be awarded to an employee subject to an overall limit for the establishing 
company of £3m worth of shares.   They are only available to companies with gross assets of less 
than £30m and with fewer than 250 employees. 

The company must carry on a qualifying trade in order to qualify for EMI.   Any companies dealing in 
land, financial activities, insurance, or who are in the farming or hotel industry are not eligible for 
EMI. 

There are significant tax advantages to an EMI.   No tax is payable on the grant of an EMI option.   If 
the option exercise price is at least equal to the market value at the date of grant then no income tax 
will arise on the exercise of the option. 

Any disposal of EMI shares will be subject to capital gains tax at the rate of 18%, or 28% for higher 
rate tax payers (although the first £10,100 of gains in each year is tax free). 

Chiene + Tait has produced an Inform factsheet on the EMI which can be found at 
http://www.chiene.co.uk/GetFile.ashx?file_id=93  
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Entrepreneurs Relief 
Entrepreneurs’ relief reduces the amount of capital gains tax on a disposal of qualifying business 
assets (including shares in a company).   The company must be a trading company or the holding 
company of a trading group in the 12 months leading up to the date of disposal. 

In order to qualify for relief, the seller must own at least 5% of the ordinary share capital of the 
company, which must entitle him to at least 5% of the votes.   In addition, the seller must be an 
officer or employee of the company in the 12 months prior to disposal and must have held the asset 
(or shares) for at least 12 months. 

Entrepreneurs’ relief reduces the effective rate of capital gains tax to 10% in respect of the first 
£10m of gains (from 6 April 2011).  This is a lifetime limit, so any aggregate gains in excess of the 
£10m limit will not qualify for entrepreneurs’ relief. 

It should be noted that where an employee (or director) acquires shares under an EMI option 
scheme, the shares must be held for a period of at least 12 months after the options are exercised 
and the employee must hold at least 5% of the ordinary share capital and voting rights of the 
company if Entrepreneurs’ relief is to be available. 

  

http://salientpoint.co.uk/
http://mbmcommercial.co.uk
http://www.chiene.co.uk/


             
Page 16 

EIS and SEIS 
The Enterprise Investment Scheme provides tax relief for those investing in a company, which may 
include the founders investing cash, or any Non Executive Director or Chairman who may wish to 
subscribe for shares. 

The relief covers income tax relief at the point of investment, but also capital gains tax relief and the 
opportunity for capital gains tax referral.  EIS investors also receive loss relief in the event of an 
investment failing. 

The scheme places limits on the size of eligible companies, and requires that investors receive 
ordinary shares which they hold for at least three years.   

Seed EIS (SEIS) was launched in 2012 to run for five years, and offers even greater benefits for seed 
investment in very small new companies.  For 2012/13 there is a special exemption on capital gains 
that are reinvested in SEIS making it even more attractive for the investor. 

These reliefs can be hugely beneficial to angel investors with large tax bills to mitigate, but are also 
highly complex and place many requirements on both investors and companies.  Legal and 
accounting advice are essential to ensure that all requirements are properly met. 

Chiene + Tait has produced an Inform factsheet on SEIS which can be found at 
http://www.chiene.co.uk/GetFile.ashx?file_id=490. 
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Making it Happen 

Deciding Objectives 
Key to sharing the future success of a company is having a clear view of what the objectives for the 
process are. 

• Who do you want to reward? 
• How big should their reward be? 
• Are there circumstances in which they should not receive the reward? (e.g. if they leave the 

company, fail to complete a task or miss a performance target?) 
• Should the reward only apply if the company is profitable? 
• Should the reward also include giving the recipient a say in the running of the company? 
• Should the reward be related to a specific product or to the success of the company as a 

whole? 

The answers to these questions will often help to narrow down the choices available. 

Choosing a Process 
When choosing a process, there are some fairly standard scenarios with widely used solutions 
available for: 

• Founders 
• EMI Share Options for employees 
• Engaging a Chairman or Non Executive Director 
• Engaging a Supplier with Shares 
• Royalties 
• Profit Share 

Each of these scenarios is presented with its advantages, disadvantages, tax implications, and things 
to watch in the final section of this guide. 

These scenarios are well understood by investors and professional advisors and sticking to them will 
save a lot of explaining later on as well as being cheaper to execute. 

Avoiding Pitfalls 
All of the transactions described in this guide are subject to complex interactions between company 
law, tax regulations, Articles of Association, shareholders agreements and the documents relating to 
the transaction itself.  While “common sense” has a role to play, complexity creates a huge number 
of potential pitfalls with potentially serious consequences.   

Suitably qualified and experienced professional advisors will help to ensure that all of the potential 
pitfalls in a transaction are avoided, and the risks are minimised by professional indemnity 
insurance. 

http://salientpoint.co.uk/
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Using Advisors 
It is vital to use professional advisors that are familiar with the type of deal under discussion, and for 
the types of parties involved.  They will be faster, are more likely to spot potential pitfalls, and will be 
able to advise based on experience rather than theoretical knowledge. 

For example, when setting up an EMI Option Scheme, the accountants must agree a valuation with 
HMRC.  An accountancy practice that regularly carries out such work will have a relationship with 
HMRC and is likely to be able to agree a more favourable valuation more quickly.  A practice that 
regularly works with start-ups will better understand the difficulties of valuing pre-revenue 
companies. 

Equally, a solicitor who is regularly involved in establishing and experienced in representing start-ups 
will be able to help draft shareholders agreements and Articles of Association that are likely to be 
suitable in light of the future growth plans of the company. 

On the other hand, an accountancy practice that has only done share option plans for FTSE100 
companies or a solicitor used to drafting articles for major PLCs may have experience that is less 
relevant to start-ups. 

The best way to find advisors is to get a personal recommendation, or to see which companies have 
recently been involved in similar deals.  Many companies active in the start-up space will send 
representatives to start-up events, and their names will regularly appear in the press when 
investment deals take place. 

It is also important to assess fee rates in the context of knowledge and experience.  A saving on fee 
rate will not deliver any benefit if the professional takes far longer to do the job or if the work is of a 
lower quality.  Equally higher fee rates may be justified if you are receive the benefit of additional 
experience which can then result in effective agreements being drafted more quickly. 
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Chiene+Tait 
Understanding your Needs - Delivering with Integrity 

“Our clients are at the heart of our business and for that reason we make it our business to 
understand their needs. At Chiene + Tait, we are passionate about what we do and how we can 
share our knowledge and experience to ensure that our clients’ financial affairs are cared for. This 
stance is reflected in our mission statement: 

With a heritage of over 120 years working with a range of clients, we consider our firm to be 
innovative and adaptable to our client needs. Our independence has helped us to make sure we 
deliver a quality driven, cost effective service. 

Based in Edinburgh with an office in London, in an increasingly regulated and legislated 
environment, Chiene + Tait can offer a resourceful and flexible service due to the depth and breadth 
of knowledge within the firm. The partnership consists of over 100 staff and seven partners who can 
help not only with the technical advice expected of any quality accountancy firm, but can also 
provide niche services such as specialised VAT queries, advice on heritage assets or fraud 
investigations. 

Contact Chiene + Tait today for a no obligation advisory service by calling 0131 558 5800 or sending 
an e-mail to generalenquiries@chiene.co.uk.” 

David Collier is co-author of this guide, and tax partner at Chiene + Tait. 

MBM Commercial 
Leading legal adviser to fast growing entrepreneurial companies 

“Our aims are simple: 

• Provide solutions for our clients  
• Deliver these solutions in a way that our clients want  
• Provide our services at competitive prices 
• Give our clients upfront clarity on how we charge  
• Get deals done on time and on budget 

Contact MBM Commercial for more information by calling 0131 226 8200 or sending an e-mail to 
info@mbmcommercial.co.uk.” 

Dug Campbell is co-author of this guide, and Digital Director and Consultant Solicitor at MBM 
Commercial. 
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Engaging Effectively 
 
Getting the best out of professional advisors, including accountants and lawyers, requires planning 
and management.   

It is important to understand the whole process you plan to embark upon, and what advice will be 
needed.  This may be more complex than is initially apparent, and there may be dependencies 
between the work of accountants and lawyers that mean things are best done in a certain order. 

Generally lawyers and accountants don’t communicate with each other directly unless you ask them 
to, even if they are working on the same transaction.  To get the most out of them, it is important to 
manage the flow of information between them, and explicitly ask them to talk to each other directly 
where that will simplify matters. 

Your first meeting with a firm of professional advisors will generally be with the partner who will 
have overall  responsibility for the assignment, but it is worth checking what their involvement will 
be as it is common for them to pass much of the work to a junior.  If that will be the case, it may be 
worth asking to meet the junior and checking that you get on before committing to a contract. 

Standard Terms 
From Articles of Association to Share Option contracts, professionals will nearly always start from a 
standard set of clauses or terms, often called a “style”.  However, a standard contract will not suit all 
situations so it is important to read and understand what you are offered. 

There are dangers in changing a standard contract, as usually they have been developed from long 
experience.  Often where terms appear unattractive they will be expected by investors, shareholders 
or customers so changing them may be ill advised. 

On the other hand, contracts should always suit the purpose they are intended to serve, and if 
standard terms are not compatible with that they should be changed. 

A professional should be able to explain the reasoning behind a standard contract, and work with 
you to identify suitable changes (and the attendant risks and benefits).  

Note that depending on the quote you have received, changing a standard contract may incur extra 
costs.  
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Costs 
It is nearly impossible to generalise on costs as the needs of each transaction will be different, 
however the following are broadly indicative of what you might expect to pay for certain types of 
transaction: 

• Customising Articles of Association and preparing a Shareholder’s Agreement 
o From £2,000, increasing with the complexity of terms required 

• Setting up an EMI Option Scheme 
o £1,500 for accountants to agree a valuation with HMRC 
o £2,000 for lawyers to prepare  
o May also require updates to Articles of Association or Shareholder Agreements 

• Establishing a Royalty Agreement 
o £2,000 - £3,000 for each party for a fairly straightforward agreement 

All of these prices will be higher for non-standard or complicated deals. 

Professional advisors should give you a clear indication of what a transaction will cost before you 
commit to working with them.  This may be in the form of an estimate, in which case the 
assumptions behind the estimate should be clearly listed, and they should not charge you more than 
the estimate unless one of the assumptions proves false. They should always contact you for consent 
as soon as they realise the estimate will be exceeded.   For standard transactions you may be quoted 
a “fixed price”, but again it is important to check what this includes – for example it may be for a 
standard contract, and any changes you want to the terms will cost extra. 
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Example Scenario: Founders 
 

Situation The founding team all get shares when the company is started. 
Result The founders will share in dividends and in the sale of the business, and will all have 

a say in decision making (subject to the percentage of shares held). 
Mechanism The founders buy shares in the company at a nominal price (e.g. 1p or £1).  These 

shares may have associated rights for receiving dividends and participating in 
decision making.  If the company is sold or floated on a stock exchange (through an 
Initial Public Offering or IPO) the founders would expect to make a large profit on 
the sale of their shares. 

Key Questions • How should the shares be split between founders? 
• How will the split be managed if different members of the team put in 

different amounts of effort or money in the future? 
• Will all the founders be directors of the company? 
• How will decision-making be handled? 
• What happens if the founders fall out or if one or more leaves? 

Company Other Party 
Advantages 

• Very tax efficient 
• Generates cash from the share issue for 

nominal value of shares 

Advantages 
• Sense of ownership 
• Potential share in profits through 

dividends 
• Share in the proceeds of any sale or IPO 

Disadvantages 
• Arguments between shareholders can be 

disruptive to the continuity of the 
business 

Disadvantages 
• May take a long time for the company to 

reach profit and to declare dividends or 
to get cash from selling shares 

Tax Implications 
• Profits will be subject to corporation tax 
• Dividends must be paid out of 

distributable reserves, leaving enough 
money in the company for continued 
operations 

Tax Implications 
• Dividends are subject to lower rates of 

income tax than employment income 
(currently 0%, 25% and 36.11% 
compared with 20%, 40% and 50%).   

• Capital gains tax will be payable on sale 
of the shares (Entrepreneurs’ relief may 
reduce the liability) 

 
  

http://salientpoint.co.uk/
http://mbmcommercial.co.uk
http://www.chiene.co.uk/


             
Page 23 

Example Scenario: Founders (ctd) 
 

Things to Watch 
• Large numbers of shareholders can be 

difficult to manage administratively 
• The Articles of Association are of critical 

importance 
• A Shareholder Agreement is often 

necessary, particularly if there are a 
large number of shareholders 

Things to Watch 
• Articles may force a founder to transfer 

his shares for a nominal price in certain 
circumstances 

• Shareholders agreement and Articles of 
Association may permit the company to 
dilute shareholdings without 
shareholder consent 

Costs 
• Incorporation 
• Legal fees for advice on, and drafting of, 

o Articles of Association 
o Shareholder Agreement 

Costs 
• Nominal value of shares 
• Legal fees for advice on 

o Articles of Association 
o Shareholder Agreement 

Alternatives Especially if there are a large number of founders, some may be rewarded for their 
contribution with royalties.  For people who have put little work in prior to 
incorporation, a combination of salary, bonus, commission and/or options may be 
more appropriate. 
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Example Scenario: EMI Option Scheme 
 

Situation The company wishes to attract or retain key full-time employees by issuing them 
with (tax efficient) EMI options to acquire shares in the company. 

Result The employee will benefit from any increase in the value of the company’s shares 
and, once the options have been exercised, the employee will benefit from 
dividend payments made by the company. 

Mechanism The company can award deserving full-time employees with share options worth 
up to £250,000 for each employee or £3m in total.   The option must be in writing, 
non-transferable and exercisable within ten years of grant. 

Key Questions • Which employees will be offered EMI options? 
• What period should elapse before the employee can exercise the options? 
• Are there any performance criteria which must be achieved? 
• What should the exercise price of the options be? 
• What happens if the employee leaves the company? 

Company Other Party 
Advantages 

• Employees will be motivated to become 
more productive 

• Employee interests become aligned with 
the interests of the business 

• Staff turnover should be reduced 
• Very tax efficient. 
• Generates cash from equity for price of 

shares at time of exercise 

Advantages 
• Sense of ownership 
• Potential to share in the success of the 

company 
• Very tax efficient 
• Share in the proceeds of any sale or IPO 

Disadvantages 
• As more shares are issued, the founders’ 

interest in the company will be diluted 
• There are costs involved in the 

implementation and ongoing 
administration of the scheme 

Disadvantages 
• May take a long time to get cash, 

particularly if the company is not listed 
and there is no obvious market for the 
shares 
 

Tax Implications 
• Corporation tax relief is available for 

deduction matching the cost of providing 
shares to employees 

• Options offered under the market value 
at time of issue will be subject to income 
tax and NI. Employers have to pay their 
NI contribution, and employees may also 
expect their tax/NI to be paid so they are 
not out of pocket. 
 

Tax Implications 
• No tax is payable on the grant of an EMI 

option 
• If the exercise price is at least equal to 

the market value of the shares at the 
date of grant then no income tax will 
arise on the exercise of the option 

• Capital gains tax will be payable on sale 
of the shares.   Entrepreneurs’ relief may 
only be available if the shares are held 
for at least 12 months after exercise and 
the employee holds at least 5% of the 
ordinary share capital/voting rights 
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Example Scenario: EMI Option Scheme (ctd) 
 

Things to Watch 
• Any options granted in excess of the 

£250,000 or £3m limit will not be 
regarded as qualifying EMI options 

• Care is required to ensure that the 
option terms have the effect of retaining 
staff 

• HMRC should be notified of the grant of 
an EMI option within 92 days of the 
grant 

• Can you communicate the value of 
options to employees effectively, and 
will they value them?  Otherwise this is a 
costly waste 

Things to Watch 
• To the extent that the option exercise 

price is less than the market value of the 
shares at the date of grant, a tax charge 
on the notional gain will arise which, for 
unlisted shares, the individual may not 
be able to settle by selling some of the 
shares  

• Understand the tax liability 
• Can the other party exercise the option 

early if the company sells/floats before 
the normal exercise date? 

Costs 
• Professional fees for establishing EMI 

scheme and negotiating valuation with 
EMI, together with taxation issues 

• Legal fees for advice on 
o Option terms 
o Articles of Association 
o Shareholder Agreement 

Costs 
• Buying shares at exercise of option  
• A charge to income tax on exercise of 

the option if the option exercise price is 
less than the market value at the date of 
grant. 
 

Alternatives EMI options are the most tax-efficient share incentive scheme available to 
companies and, generally, alternatives will only be considered once the EMI limits 
have been exhausted. 
Increased salary, bonus payments, performance related pay or commission for 
sales staff may be more appropriate.  Flexible benefits may also be worth exploring. 
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Example Scenario: Chairman or Non Executive Director 
 

Situation The company wishes to remunerate non-executive directors (NxDs) with shares in 
the company. 

Result The director will gain from any growth in the value of the company and will share in 
the company’s success by receiving dividend payments and achieving capital 
growth. 

Mechanism The company issues shares or share options to the non-executive director.  
Key Questions • How many shares or options should be issued? 

 
Company Other Party 

Advantages 
• Retain key non-executive directors and 

ensure that they contribute to the 
growth of the company and ensure 
interests are aligned. 

• The role of a non-executive director is to 
provide an objective control over the 
directors and to ensure that they take 
decisions that are in the interests of the 
shareholders.   By awarding NxD with 
shares in the company, it will be in their 
interests to ensure that decisions that 
are taken by the Board are not 
detrimental to shareholder value 

Advantages 
• Sense of ownership 
• Potential to share in the success of the 

company 
• Share in the proceeds of any sale of the 

business or IPO 

Disadvantages 
• As more shares are issued, the founders’ 

interest in the company is diluted 
 

Disadvantages 
• May take a long time to get cash, 

particularly if the company is unlisted 
and there is no obvious market for the 
shares  
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Example Scenario: Chairman or Non Executive Director (ctd) 
 

Tax Implications 
• No corporation tax relief is available in 

respect of the costs of issuing shares. 
 
 

Tax Implications 
• The non-executive director will be taxed 

on the “money’s worth” value of the 
shares and this amount will be included 
as income from their directorship in their 
tax return 

• As there is no immediate cash receipt, 
there will be a potential cash 
disadvantage as income tax (and class 4 
NIC) will become payable before the NxD 
receives any cash 

• Capital gains tax will be payable on sale 
of the shares.   Entrepreneurs’ relief will 
only be available if the NxD holds over 
5% of the ordinary share capital and 
voting rights provided these are held for 
12 months before sale 

• The base cost of the shares will be the 
amount of income that was included in 
respect of the transaction for income tax 
purposes 

Things to Watch 
• Founders will want to ensure that their 

interest in the company is not diluted 
 

Things to Watch 
• The NxD may want to be paid enough 

cash to cover any income tax liability 
that will arise in respect of the income 
received by way of share payments 

Costs 
• Professional fees for advice on 

o Shareholders agreement 
o Articles of Association 
o Taxation issues 

 

Costs 
• Fees for legal advice 
• Income tax charge on the “money’s 

worth” value of the shares received 
 

Alternatives Awarding NxD with shares in the company is a good way to ensure that their 
oversight of the Board is aligned with the interests of the shareholders. 
 
An alternative would be to award share options. 
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Example Scenario: Engaging a Supplier with Shares 
 
Situation The company wishes to pay a supplier by awarding them shares in the company. 
Result The supplier will gain from any growth in the value of the company, sharing in the 

company’s profits by receiving dividend payments. 
Mechanism The company can issue shares to the supplier, or may issue a convertible loan note. 
Key Questions • How many shares should be issued? 

• What value should the supplier record in his accounts? 
Company Other Party 

Advantages 
• There is an immediate cashflow 

advantage in that the company does not 
have to physically pay cash for the 
services received. 

Advantages 
• Sense of ownership 
• Potential to share in the success of the 

company 
• Share in the proceeds of any sale or IPO 

Disadvantages 
• As more shares are issued, the founders’ 

interest in the company is diluted 
• The supplier will share in the future 

success of the business as a whole and 
not just the product which they have 
directly contributed to 

Disadvantages 
• May take a long time to get cash, 

particularly if the company is unlisted 
• There is no immediate return for costs 

outlayed 
• There is the downside risk that the 

company might fail and the supplier 
would receive nothing 

Tax Implications 
• No corporation tax relief is available in 

respect of the costs of issuing shares 
 
 

Tax Implications 
• The supplier will be taxed on the 

“money’s worth” value of the shares (or 
convertible loan note) and this amount 
will be included as income from their 
trade or profession 

• If the full payment is taken in shares, 
there will still be a cash liability for 
income/corporation tax (and NI for sole 
traders) which will become payable 
immediately 

• Capital gains tax will be payable on sale 
of the shares.   Entrepreneurs’ relief will 
not be available to reduce any gain 

• The base cost of the shares will be the 
amount of income that was included in 
respect of the transaction for 
income/corporation tax purposes 
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Example Scenario: Engaging a Supplier with Shares (ctd) 
 

Things to Watch 
• Care is required to ensure that the 

supplier does not acquire too big a stake 
in the company 

• Founders will want to ensure that their 
interest in the company is not diluted 
too significantly 

• It is difficult to determine a value in 
respect of the shares 

• Changes may be required to the Articles 
to protect against the shares being freely 
transferred by a the supplier to a third 
party (for example, a competitor)  

Things to Watch 
• The supplier may want to be paid 

enough cash to cover any income tax 
liability that will arise in respect of the 
income received by way of share 
payments (or convertible loan notes) 

• The supplier might also need cash to 
cover expenses it has already paid such 
as expenses or materials.  

Costs 
• Professional fees for advice on 

o Shareholders agreement 
o Articles of Association 
o Taxation issues 

 

Costs 
• Fees for legal advice 
• Income tax charge on the “money’s 

worth” value of the shares received 
 

Alternatives Companies should be hesitant about awarding shares to suppliers as it will dilute 
the owners’ interest in the company and could result in the supplier being over-
rewarded if the company is successful. 
 
A more suitable alternative could be royalty payments. 
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Example Scenario: Royalties 
 

Situation A party is contributing intellectual property to the company, together with the 
work that goes into creating it. For example, a university may license patents to a 
company, or a design company may provide industrial designs for a product. 

Result While the recipient will have no say in the running of the business, they will share in 
its success as they receive a sum directly from each sale.  They take some risk, as if 
sales are low, so is the royalty they receive. 

Mechanism Essentially this is a contract between the two parties, commonly known as a royalty 
or licence agreement.  

Key Questions • Is the agreement exclusive or can the IP also be licensed to someone else? 
• What is the amount of the royalty? 
• Is it a fixed royalty (10p per widget) or a proportional one (e.g. 10% of the 

manufacturing cost of the widget, or 5% of the sale price)? 
• Is there a sliding scale that reduces the royalty after a fixed number of 

widgets have been sold? 
• Is there an initial cash payment or minimum annual royalty payment? 
• Does the IP transfer to the company at some point, or is the royalty 

perpetual?   
• What happens if the company is bought by someone else? 

Company Other Party 
Advantages 

• Cash cost is deferred 
• Cash cost tied to success 
• Other party only shares in the success of 

product(s) that actually use their IP 

Advantages 
• Share in the success of the product(s) 

 

Disadvantages 
• The total cost may be higher than buying 

with cash as the risk lies with the 
supplier who will seek more money as a 
result 

• Negotiating an agreement can be time 
consuming and expensive 

Disadvantages 
• May take a long time to get cash 

Tax Implications 
• No tax is payable on royalties as they 

form part of the cost of sales 

Tax Implications 
• Royalty will be taxed as income when it 

is received 
Things to Watch 

• Potential investors or acquirers will 
scrutinise such agreements closely 

Things to Watch 
• Make sure the royalty is dependent on 

facts and can’t be reduced by clever 
accounting! 

• The supplier might also need cash to 
cover expenses it has already paid such 
as expenses or materials. 

Costs 
• Legal fees 
• Ongoing accounting and audit support  

Costs 
• Legal fees 

Alternatives Outright purchase of the IP, or paying fees or salary of those creating the IP with a 
contract that gives the company ownership of the IP.  Profit share can have a 
similar effect to royalty but gives the other party a share of profit from all products.  
Alternatively, the other party can become a shareholder. 
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Example Scenario: Profit Share 
 

Situation A party is contributing intellectual property or effort to the company. 
Result While the party will have no say in the running of the business, they will share in its 

success as they receive a share of the profit.  They take some risk however as the 
company may not make a small (or no) profit and the definition of profit can be 
problematic. 

Mechanism Essentially this is a contract between the two parties, commonly known as a profit 
sharing agreement.  

Key Questions • What share of the profit is the other party to receive? 
• How is profit defined? 

Company Other Party 
Advantages 

• Cash cost is deferred 
• Cash cost relates to success of the 

company 
• No cash cost is incurred unless the 

company is profitable 

Advantages 
• Share in the success of the company 

Disadvantages 
• The total cost may be much higher than 

buying with cash 
• Negotiating an agreement can be time 

consuming and expensive 

Disadvantages 
• May take a long time to get cash 
• Don’t automatically share in sale or IPO 

of the company  

Tax Implications 
• Profit shares are paid from profits after 

corporation tax is paid 

Tax Implications 
• Share of profits will be taxed as income 

when it is received 
Things to Watch 

• Potential investors or acquirers will 
scrutinise such agreements closely 

Things to Watch 
• Make sure that profit is dependent on 

facts and can’t be diluted by clever 
accounting! 

Costs 
• Legal fees 
• Ongoing accounting and audit to support 

the agreement 

Costs 
• Legal fees 

Alternatives Outright purchase of the IP, or paying fees or salary of those creating the IP with a 
contract that gives the company ownership of the IP.  Royalties can have a similar 
effect to profit share but gives the other party a share of profit from all products.  
Alternatively, the other party can become a shareholder. 

 

http://salientpoint.co.uk/
http://mbmcommercial.co.uk
http://www.chiene.co.uk/
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