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dse I am sorry to bother you with a small matter but I think J¥¢

you should be aware of it because of its potential implications.\l\ﬁp ¢ X

2 Briefly, Mr Laurie Brennan, Chief Executive of N?ESP \/\\

Bridge Street Consultants Ltd has been lobbying the Revenue £
some months to change the way in which Section 303 ICTA l97Q' o
is applied to approved all-employee or executive share schemes. V‘\\/
Under present rules the employees of a close company canngx,yv \W

participate in these schemes if they have a "material interesi{:\';(\ﬁx

in the company, which is tested by very detailed rules. i e s :ﬁ-/’
now apparent that for rather technical reasons these rules c \\9

be too restrictive. \'\g (<Q7
_ . . \"\‘@ >
3o The Revenue have some sympathy with Mr Brennan's point W

but Ministers were advised not to hurry through legislation in\/, V)“/
the 1986 Finance Act because of the complexities of the area. \,Sv
As a result, it appears that Mr Brennan has become impatient, o \¢

and has taken the drastic step of converting BP into a close
company and conferring a "material interest" on every BP employee®™ \
thus making it illegal for the company to operate its existing\\V" M\
share schemes. He has achieved this by buying one BP share and%))/\x

settling it din' ‘trest for  the benefit of BP cmployees and(zit/

shareholders. Mr Brennan believes that BP are not aware of Lhis
and we have not told them. ol 0:/

: _ Qﬁvg
4. Mr Brennan's action 1s, of  course, unacceptable. In \
particular, he appears to have chosen to single out BP since o
this is still partially under Government ownership, and, in a z;}

letter of 4 September., which you may have seen, he hints that R
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the risks to all companies "including the past and future
privatised companies" are serious. We do not know whether he
is contemplating action to turn a newly-privatised BGC into a
close company and thus prevent the operation of its approved
employee share schemes. The Revenue have informed Department
of Energy officials of the outside possibility. Mr Brennan has

also asked John Moore to lobby the Treasury on his behalf.

Bl I have decided not to speak directly to Brennan at this
stage but obviously we need a solution to this problem very quickly
indeed. The Revenue are aware of the potential seriousness and

hope to come up with a solution very soon.
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UNCLASSIFIED

A W KUCZYS
6 January 1987

CHANCELLOR
EMPLOYEE SHARE SCHEMES

You asked what was the degree of overlap between employee share
schemes and share option schemes - ie what proportion of firms with
the 1latter also ran all-employee schemes. It turns: out;
surprisingly, that the Revenue do not at present have this
information, although they are currently computerising their
records which will make it possible to answer such questions quite
easily. Meanwhile, it would be possible to mount a manual exercise
to answer the question, but as you know resources in this bit of the
Revenue are already stretched. v
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Policy Division
Somerset House

FROM: D M GREEN
DATE: 10 March 1987

PS/CHANCELLOR OF THE EXCHEQUER

APPROVED EMPLOYEE SHARE SCHEMES : 1985-86

116 We supplied figures for the recent Nigel Forman PQ on the
take-up in 1985-86 under the approved employee share schemes.
But Ministers might also be interested in the trend, and figures
for 1985-86 are repeated in the annex attached, together with

figures for the earlier years.

2% Comparing 1985-86 with earlier years, there are no striking
developments. There continues to be a steady but encouraging
growth in the number of schemes and employees participating, and
no sign of any fall in the overall trend. Although the figures
for take-up in 1985-86 were lower than for 1984-85 in terms of
both numbers of employees granted shares or options and the
initial value of the shares involved, 1984-85 was an exceptional
year, owing to the British Telecom flotation. In fact, if BT
were omitted from 1984-85, the 1985-86 take-up would actually
surpass every other year since the reliefs were introduced. This
is true tor both 1978 and 1980 schemes and in terms of both

numbers of employees and the values involved.

c PS/Chief Secretary Mr Isaac
PS/Financial Secretary Mr Lewis
PS/Economic Secretary Mr Beighton
PS/Minister ot State Mr German
Mr Scholar Mr Prescott
Mrs Lomax Ms Tyrrell
Miss Sinclair Miss Dougharty
Mr McIntyre Miss Green
Mr Neilson PS/IR

Mr Cropper



Other points of interest

during 1985-86, 181 all-employee schemes were approved, only

4 less than in the previous record year of 1984-85;

we estimate that 1.5 million employees had benefited under
all-employee schemes by the end of 1985-86. The figure
takes account of our estimate that 50% of the cumulative
total of employees will have benefited under more than one
kind of scheme or in more than one year under the same

scheme;

the cumulative initial market value of the shares granted or
made the subject of options under all-employee schemes
increased during 1985-86 from £1.5bn at the start to £2bn by

the close; WE—

the average initial values of shares granted or made the
subject of options under all-employee schemes were higher in
1985-86 than in any previous year. The figure for FA 1978

schemes has passed £300 for the first time;

for the FA 1980 savings-related share option schemes the
steady growth in the number of employees prepared to commit
their own savings is very encouraging. Participants from
the first two years of operation of the reliefs will now be
able to exercise their options, acquiring shares which will

probably have doubled in value over the 5 year period;

a recent article in the British Institute of Management's
Employment Bulletin estimates that overall as many as 23% of
a company's eligible employees are participating in its
savings-related scheme. This has, however, to be treated
with caution, as previous surveys have suggested much lower
participation - 14% according to a report by Copeman
Paterson last year and only 8% according to DE research in
1985



- the FA 1984 discretionary scheme continues to be very
successful. The estimated results for 1985-86 are very much

in line with those for 1984-85;

- for 1986-87 we expect the trend to continue for all three
schemes and for it to be another very impressive year in
terms of numbers of employees and the value involved,
especially as new major schemes - British Gas, British

Airways and TSB-will be reflected.

4. I should mention that the information in the annex comes
from confidential returns submitted to the Revenue after the end
of the tax year - by the trustees in the case of FA 1978 profit
sharing schemes and by the companies themselves in the case of FA
1980 and 1984 share option schemes. The estimates for 1985-86
are still far from firm at this stage, especially for FA 1978
schemes, because we have only recently received sufficient
returns to offer even tentative figures. We are aiming to
computerise the issuing of both returns and reminders this year,
so we hope to be able to produce estimates for 1986-87 much more

promptly.
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‘ 1. FA 1978 ALL-EMPLOYEE PROFIT SHARING SCHEMES

Schemes approved
at end of year

Total inditial
value of shares

Number of
employees to

ANNEX

Average initial
market value of

HER in question allocated during whom shares shares per

(cumulative totals) year allocated employee

during year
1979-80 117 fm 50 225,000 £ 220
1980-81 210 fm 67 350,000 £:.190
1981-82 278 fm 64 300,000 £:2:1.0
1982-83 344 fm: .73 285,000 £5250
1983-84 992 fm 79 300,000 AT 5
1984-85 462 fm 170 580,000 £.290
1985-86%* 532 fm 140 400,000 £.350
fm 643 k%
2. FA 1980 ALL-EMPLOYEE SAVINGS-RELATED SHARE OPTION SCHEMES
Average initial

Schemes approved Total initial Number of value per

at end of year value of shares employees to employee of
Year ; 2 § z

in question over which whom options shares over

(cumulative totals) options granted granted which options

during year during year granted
1980-81 22 fm 18 11,000 £1.,710
1981-82 137 Emi 51 89,000 £1.,7:10
1982-83 215 £mil75 95,000 £1,850
1983-84 288 fm 185 105,000 £1,800
1984-85 403 fm 560 225,000 £2,300
1985-86%* 514 fm 460 180,000 £2,400
fm 1,549 *%

3. FA 1984 DISCRETIONARY SHARE OPTION SCHEMES

Schemes approved
at end of year

Total initial
value of shares

Number of
employees to

Average initial
value per
cmployee of

Year 2 : 7 i ¢
in question over whicli whom options shares over
(cumulative totals) options granted granted which options
during year during year granted
1984-85 220 £fm 800 50,000 £15,000
1985-86%* 1453 £m 700 50,000 £15,000
fm 1,500 %

* Estimates on the basis of incomplete returns.

*% The number of employees cannot be cumulated because the same employee may

be allocated shares/granted options in successive years.

Allowing for an

'overlap' of about 50% where employees have benefited more than once or
under more than one kind of scheme, the total number of employees who had
been granted shares or options by the end of 1985-86 under FA 1978 and
FA 1980 schemes was around 1.5 million.
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UNCLASSIFIED

A W KUCZYS
12 March 1987

MISS GREEN - IR

cc: PS/CST
PS/FST
PS/EST
PS/MST
Mr Scholar
Mrs Lomax
Miss Sinclair
Mr McIntyre
Mr Neilson
Mr Cropper
PS/IR

APPROVED EMPLOYEE SHARE SCHEMES: 1985-86

The Chancellor was grateful for your note of 10 March. He has
7 (commented that there is some interesting stuff here for use in the
f | Budget Debate - not least that the cumulative initial market value
of shares granted under all-employee schemes increased during
1985-86 from £1.5 billion to £2 billion.

A

A W KUCZYS
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WIDER SHARE OWNERSHIP: VENN DIAGRAMS )
‘/‘4

W

interlocking charts (venn diagrams) are a bit much for ordlnary\fb‘

Your minute of 31 March records the Chancellor's agreement that

readers. Before finally rejecting these charts I thought it '
worth pointing out their advantages over pie charts for the current
purpose. The information content of the Venn Diagrams is much
higher than for the pie charts;

(1) It is not possible to derive from pie chart 1 how

many people own shares in each company.

(ii) Everything other than individuals owning shares
in only one company 1is lumped together 1in the pie
charts under "other" - in the Venn diagram you can
easily see the number of people owning shares in
all three privatisations, or 1in any combination.
At the press briefing on the survey, 1t was exactly
this sort of information that the Jjournalists were

interested in.

(114 Pie chart 2 gives the impression that privatisation
heldings are lower: than they actually are, since
3 million privatisation shareholders are hidden

in the "multiple holdings" segment.

2. In my view the pie charts are positively confusing for these
reasons.
31 On the question of whether the ordinary reader will understand

them, Venn Diagrams are a standard part of modern maths courses,
and are thus familiar to schoolchildren and students. The footnote
on the chart should also help clarify any confusion.

WA~

M J NEILSON
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PRIVATE SECRETARY TO THE CHANCELLOR OF THE EXCHEQUER

\I&YJV Q(;)ﬁ(\FROM D M GREEN
/ :

TAKE-UP OF MEASURES TO PROMOTE WIDER EMPLOYEE SHARE
OWNERSHIP

15 My minute of 15 January reported on the take-up of
approved employee share schemes up to 31 December 1986. The
attached Annex shows the position at 31 March 1987.

2 Of the 489 1984 schemes shown in table 4 as 'under
consideration ' at the end of December, about three quarters
had already received their preliminary examination by the
Revenue. Of the 266 1984 applications over 12 months old
and listed as 'deferred or dropped', correspondence between
the Revenue and the applicants is still in fact continuing

on about 150.

( /
A, ~ 10

7 \lkly”\/ L’\,\ »
D M GREEN
¢ PS/Chief Secretary Mr Lewis
PS/Financial Secretary Mr Lawrance
PS/Economic Secretary Mr Beighton
Mr Scholar Mr German
Miss Sinclair Mr Willmer
Mr Cropper Mr Peel
Mr Lord Mrs Eaton
Mr Necilson Miss Dougharty

Miss Green
PS/IR
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Mar
Sept
Mar
Sept
Mar
Sept
Mar
Sept
Mar
Sept
Mar
Sept
Mar
Sept
Mar
Sept

Jan
Feb
Mar

Sept
Mar
Sept
Mar
Sept
Mar
Sept
Mar
Sept
Mar
Sept
Mar
Sept

Jan
Feb
Mar

Date

1979
1980
1981
1982
1983
1984
1985

1986

1987

ANNEX

FA 1978 ALL-EMPLOYEE PROFIT SHARING SCHEMES : CUMULATIVE TOTALS

Schemes Schemes deferred Schemes under Formally

submitted or dropped#* consideration approved
96 3
161 43
228 117
27, ‘161
321 210
374 247
400 278
443 310
476 89 43 344
505 100 38 367
952 107 53 392
591 109 49 433
635 116 o 462
688 127 66 495
733 135 66 532
778 141 59 584
818 143 a3 622
827 143 56 628
845 144 67 @

FA 1980 ALL-EMPLOYEE SAYE-RELATED

1980
1981

1982

1983

1984

1985

1986

1987

10

82
142
195
231
267
308
362
439
516
573
622
676

709
719
728

52
17
20
22
27
43
50
52

54
51
56

SHARE OPTION SCHEMES :

40
36
54
75
86
61
58
61

56
57
54

CUMULATIVE TOTALS

22

89
137
184
215
255
288
342
403
469
514
563

% This column includes all cases submitted more than 12 monthc carlier unul yet

approved.



3 FA 1978 AND 1980 ALL-EMPLOYEE SCHEMES : YEARLY TOTALS

Year to Schemes submitted
March 1980 228
March 1981 181
March 1982 186
March 1983 148
Marclhi 1984 171
March 1985 237
March 1986 204
March 1987 218
1,573

4, FA 1984 DISCRETIONARY SHARE OPTION SCHEMES :

Hare Schemes Deferred or
—_— submitted dropped*
Sept 1984 262 -

Mar 1985 1531525, 7
Sept 1,649 58

Mar 1986 2,041 170
Sept 2,483 235

Jan 1987 25778 258

Feb 23855 253

Mar 2,959 266

Schemes approved

15157,
115
183
144
1211
185
181
206

155252

CUMULATIVE TOTALS

Under
consideration

916
701
418
423

440
456
489

e

Formally
approved

202
890
1,453
15825

2,080
2,146
2,204

% This column includes all cases submitted more than 12 months earlier not yet

approved.
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MISS GREEN - IR {

cc: PS/CST
PS/FST
PS/EST
Mr Scholar
Miss Sinclair
Mr Cropper
Mr Ross Goobey
Mr Neilson
PS/IR

TAKE-UP OF MEASURES TO PROMOTE WIDER EMPLOYEE SHARE OWNERSHIP
The Chancellor was grateful for your minute of 24 April.

2la He notes that a record number of all-employee schemes were
approved in 1986/87.

e He has asked whether we know (roughly) how many people are
covered (a) by the 1% million all-employee schemes, and (b) by the
2% million 1984 schemes?

A

A W KUCZYS
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29 April 1987

MISS GREEN - INLAND REVENUE cc PS/Chief Secretary
PS/Financial Secretary
PS/Economic Secretary
Mr Scholar
Miss Sinclair
Mr Cropper
Mr Ross Goobey
Mr Neilson
PS/IR

TAKE-UP OF MEASURES TO PROMOTE WIDER EMPLOYEE SHARE OWNERSHIP

My note of 27 April. The figures of "1% million" and "2% million"
should, of course, have read "1,250" and "2,200" respectively.

Apologies.

A_x¢

A W KUCZYS

A W KUCZYS AN
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Somerset House

inland Revenue &K 4 \ Policy Division
\ /’;.
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FROM: D M GREEN
DATE: 29 April 1987

PRIVATE SECRETARY TO THE CHANCELLOR OF THE EXCHEQUER

TAKE-UP OF MEASURES TO PROMOTE WIDER EMPLOYEE SHARE OWNERSHIP

i X You ask in your minute of 27 April whether we know how

many individuals are covered by the 1,252 all-employee schemes

and 2,204 discretionary schemes approved at the end of 1986-87. /
('Millions' in your note is a typing error for 'thousands'.)yfo/,\
2. I am afraid that we cannot at present offer any more

up-to-date information than we gave in our minute of 10 March
reporting on the position as at the end of 1985-86, ie an
estimated 1.5 million employees have benefited under the
schemes since 1978. We rely for our data on annual returns
submitted to us after the end of the tax year, and it will be
some time before we have sufficient returns to produce
estimates for 1986-87.

3= We hope to computerise the issuing of returns and

reminders this year, so that we should be able to produce these

estimates much more promptly than in past years.

/
h [ 5
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D M GREEN



8th Floor
8 Devonshire Square
London EC2M 4Y]

G.T. MANAGEMENT PLC

Telephone 01-283 2575
Telex 886100
Facsimile 01-626 6176

WTJIG/gfrm

The Rt. Hon. Sir Keith Joseph Bt., C.H., M.P.,
63, Limerston Street,

London
Sw10 OBL 1st May, 1987

fﬂ&@(/ f@(Q :

At our recent meeting I promised that I would write to you on the subject of the attack
on the investment trust industry which Ibelieve has some important wider implications.

For over one hundred years the investment trust movement has prov ided one of the major
repositories of savings in this country. It is, in my belief, in many respects the best
collective medium of investment forthe long-term private investor since the individual
investment trust constitutes a fixed pool of capital, not subject to expansion or shrinkage
as with unit trusts, insurance company funds etc. This factor allows the manager to take
the long view. He can afford to devote at least part of his portfolio to projects which
may take several years to mature. The investment trusts have thus been one of the main
sources of funds for venture capital, both for high technology companies and for such
enterprises as the development of North Sea oil and, a recent example, the Channel
Tunnel. This, Ibelieve, hasbeen a very important element in the work done by
investment trusts, for which they are uniquely well suited.

In recent years, however, the investment trust movement has suffered from an erosion of
support. The decline in the role of the individual stock holder and the growth of
institutional funds and, in particular, the pension funds and insurance companies has led
to a continuing decrease in the overall percentage of stocks held by individuals. This,
sadly, has persisted despite the efforts of the government to reverse the trend.

INCORPORATED IN ENGLAND — No 946811 LICENSED DEALERS IN SECURITIES REGISTERED OFFiCE 8th Floor, 8 Devonshire Square, London ECZM 4Y]J
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According to the Bank of England returns, the private citizen has been a net seller of UK
equities in each of the last three years. The effect of this trend has been felt acutely by
investment trusts, whose shares have passed steadily from individual hands into those of
the institutions. The experience of the Foreign & Colonial Investment Trust, the oldest
and one of the largest (over £900 million) is illustrative. Iattach a copy of their analysis
of ordinary shareholders from which you will see that despite their strenuous and quite
successful efforts to attract new individual shareholders, the overall percentage
privately held continues to decline. Ido nothave general figures for the whole
investment trust movement but my belief is that the F&C has had a more favourable
experience than the average.

Our own recent experience gives an excellent example of what can happen if a major
institutional investor takes hostile action. Since 1983 we have been managers of the
United States Debenture Corporation, an investment trust with an asset value of about
£300 million. Some weeks ago the Water Authorities Superannuation Fund, which had
built up a holding of 12% of the equity, requisitioned a meeting to require the directors
t0 "... consider the formulation of arrangements whether by means of unitisation or
otherwise whereby the company ceases to continue as an investment trust and whereby
the full underlying value of the investments and other assets of the Company be realised
to the immediate benefit of the shareholders". This motion was approved by the
shareholders owing to the support of most of the institutional investors but against the
wishes of the vast majority of individual shareholders. The consequence is that the
investment trust will cease to exist and much of the money will be returned to stock
holders whether they like it or not. The benefit to the attacker derives from the fact
that the USDC, in common with most investment trusts, sold at a substantial discount
from its break-up value : on realisation, the discount is minimal.

Since a very large number of the remaining investment trusts have single institutional
shareholders which own 10% or more of their equity they are clearly vulnerable to the
same sort of procedure as that which has been suffered by the USDC. In fact, there must
be very few investment trusts which can regard themselves as being wholly safe from
attack and the strong probability is that there willbe a continuation of the process of
erosion. Although most institutions hesitate to launch an attack, few ofthem fail to join
in the game if a trust is under fire : "Willing to wound, and yet afraid to strike".

One defensive measure which would enable investment trusts to have some protection
would be to allow them tobuy in their own shares. For instance, if in any one year they
were to be allowed to buy in up to 10% of their equity, it is likely that discounts wou Id
narrow substantially. The Inland Revenue, however, has been adamant in its opposition
to this move on the grounds that such a measure would amount to a distribution and
should therefore be taxable.

The real problem, however, lies in the greater and greater domination of marketsby the
pension funds and insurance companies. Recent figures in the Bank of England returns
show net flows into life assurance and pension funds running at a rate of over £18 billion
a year whereas, as 1 have already said, private individuals have been net sellers. Ibelieve
that this is detrimental and even dangerous for the long term health of the economy.
Recent statements by the Governor of the Bank of England and Mr David Waker about
the short term nature of many investment decisions taken by instutitonal managers are
all too true. Many portfolio managers receive direct incentives to achieve above average
short term investment performance which leads them to tak e quick profits rather than
seek long term gain. Furthermore, in the case of many of the large pension funds, the
people responsible for their day to day management are inadequately supervised by their
trustees, who are often men with little know ledge and experience of investment matters,
and, at the same time, they themselves are in many cases people of limited ability and
narrow vision. They see their responsiilities as being wholly to the beneficiaries of the
funds they manage, to the exclusion of any other interests, such as those of shareholders
and employees of the companies in which they invest.



What appears now to be almost entirely missing from the think ing of fund managers is
the idea that ownership confers responsibilities and duties. It obviously would be wrong
to subject managers to constraints on their ability to trade but in cases where they buy
and sell major holdings in companies, the effects on those companies may be very

grave. For large pension funds of nationalised industries and the lke to be playing ducks
and drakes with blocks of shares in this manner seems to me tobe an abuse of power and
of the trusteeship role under which they are supposedly governed.

Investment trusts have been particular victims of recent trends but my real concern Is
about the over-mighty institutions.

I am taking the liberty of sending a copy of this to Professor Brian Griffiths, whom I met
at the IEA dinner.

Al o/

w. T. J. Griffin
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. Analysis of Ordinary Shareholders
Percentage of Share Capital held by:
31 December 1982 1983 1984 1985 1986
Investment Companies 4.0 20 349 4.9 5.2
Insurance Companies 22.5 23.9 23.7 24.0 23.1
Other Companies 3.1 5.0 4.0 2.5 23
Pension Funds 29:7 26.4 26.6 27.6 24.2
Universities, Schools and other Corporate Bodies 7.0 TS 8.2 4.6 5.2
Bank and Bank Nominee Companies 7.4 9.1 8.0 11.3 15.8
Individuals 6% 5B B —UDT
Total 100.0 100.0 100.0 100.0 100.0

Number of Shareholders

- 31 December : 1982 1983 1984 1985 1986
* Investment Companies 34 26 26 32 30
Insurance Companies 53 53 56 62 62
Other Companies 178 216 183 107 104
Pension Funds 115 111 101 107 92
Universities, Schools and other Corporate Bodies 130 123 121 115 126
Bank and Bank Nominee Companies 243 223 228 222 268
Individuals 10,261 10,701 11,219 12,772 13,832
Total 11,014 11,453 11,934 13,417 14,514

i gt it R

Shareho!der Categories

PR

* 31 December 1986

Number of Total Holdings

Category Holders Number Percentage
1-1,000 1,780 949,347 0.2
1,001-5,000 5,340 15,826,201 3.0

§ 5,001-10,000 3,468 25,346,657 4.8
& 10,001-100,000 3,599 85,790,374 16.3
£ 100,001-500,000 211 49,818,192 9.5
500,001-1,000,000 39 27,674,824 53
1,000,001 and over : 77 320,118,245 60.9

. Total 14,514 525,523,840 100.0

23
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MISS J L CAMP
18 MAY 1987

TAKE-UP OFlMEASURES TO PROMOTE WIDER EMPLOYEE SHARE OWNERSHIP

Thank you for your minute of 29 April the contents of which the

Chancellor has seen and noted.

Vet g

MISS J L CAMP



LISCARTAN HOUSE
127 SLOANE STREET, LONDON SWIX OBA

TELEPHONE OI-730 O81I

From: The Rt.Hon. Sir Keith Joseph, Bt., C.H. Q« 4 ‘ $€X {
AL

The Rt.Hon. Nigel Lawson, M.P., 22nd June 1987.
Chancellor of the Exchequer.

Nost - Pl

On a recent occasion when we met, Tom Griffin of GT Management spoke
to me about his worries concerning the tendency of institutional funds,
and in particular pension funds and insurance companies, to absorb
investment trusts - a tendency which he believes is damaging to the
public interest.

T asked him to write to me explaining his views, and now enclose a
self-explanatory letter from him with the enclosure to which he

refers.

Would you perhaps be good enough to let me know whether you might be
willing to take his views into account?

dNIA. ’
Cm//»
/



RC5.72 UNCLASSIFIED

27

HY RY , 1
CATHY DING @’_}
25 June 1987

MR CROPPER

LETTER FROM SIR KEITH JOSEPH

I attach a letter the Chancellor has received from Sir Keith
Joseph. The Chancellor would be grateful for your views.

CK

CATHY RYDING



LISCARTAN HOUSE
127 SLOANE STREET, LONDON SWIX 9BA

TELEPHONE 01-730 0811
From: The Rt.Hon. Sir Keith Joseph, Bt., C.H. vﬁj& /’ (‘VP W
Lo

The Rt.Hon. Nigel Lawson, M.P., 22nd June 1987.
Chancellor of the Exchequer.

Moo Wagll .

On a recent occasion when we met, Tom Griffin of GT Management spoke
to me about his worries concerning the tendency of institutional funds,
and in particular pension funds and insurance companies, to absorb
investment trusts - a tendency which he believes is damaging to the
public interest.

I asked him to write to me explaining his views, and now enclose a

self-explanatory letter from him with the enclosure to which he
refers.

Wwould you perhaps be good enough to let me know whether you might be
willing to take his views into account?

dNIA, '

| Gu - »

/



8th Floor
8 Devonshire Square
London EC2M 4Y]

G.T. MANAGEMENT PLC

Telephone 01-283 2575
Telex 886100
Facsimile 01-626 6176

WTIG/gfrm

The Rt. Hon. Sir Keith Joseph Bt., C.H., M.P.,
63, Limerston Street,

London
Swi10 OBL 1 st May, 1987

“ﬂ@,@u/ f@(O :

At our recent meeting I promised that I would write to you on the subject of the attack
on the investment trust industry which Ibelieve has some important wider implications.
For over one hundred years the investment trust movement has provided one of the ma jor
repositories of savings in this country. It is, in my belief, in many respects the best
collective medium of investment forthe long-term private investor since the individual
investment trust constitutes a fixed pool of capital, not subject to expansion or shrinkage
as with unit trusts, insurance company funds etc. This factor allows the manager to take
the long view. He can afford to devote at least part of his portfolio to projects which
may take several years to mature. The investment trusts have thusbeen one of the main
sources of funds for venture capital, both for high technology companies and for such
enterprises as the development of North Sea oil and, a recent example, the Channel
Tunnel. This, Ibelieve, has been a very important element in the work done by
investment trusts, for which they are uniquely well suited.

In recent years, however, the investment trust movement has suffered from an erosion of
support. The decline in the role of the individual stock holder and the growth of
institutional funds and, in particular, the pension funds and insurance companies has led
to a continuing decrease in the overall percentage of stocks held by individuals. This,
sadly, has persisted despite the efforts of the government to reverse the trend.
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According to the Bank of England returns, the private citizen has been a net seller of UK
equities in each of the last three years. The effect of this trend has been felt acutely by
investment trusts, whose shares have passed steadily from individual hands into those of
the institutions. The experience of the Foreign & Colonial Investment Trust, the oldest
and one of the largest (over £900 million) is illustrative. Iattach a copy of their analysis
of ordinary shareholders from which you will see that despite their strenuous and quite
successful efforts to attract new individual shareholders, the overall percentage
privately held continues to decline. Ido nothave general figures for the whole
investment trust movement but my belief is that the F&C has had a more favourable
experience than the average.

Our own recent experience gives an excellent example of what can happen if a major
institutional investor takes hostile action. Since 1983 we have been managers of the
United States Debenture Corporation, an investment trust with an asset value of about
£300 million. Some weeks ago the Water Authorities Superannuation Fund, which had
built up a holding of 12% of the equity, requisitioned a meeting to require the directors
to "... consider the formulation of arrangements whether by means of unitisation or
otherwise whereby the company ceases to continue as an investment trust and whereby
the full underlying value of the investments and other assets of the Company be realised
1o the immediate benefit of the shareholders". This motion was approved by the
shareholders owing to the support of most of the institutional investors but against the
wishes of the vast majority of individual shareholders. The consequence is that the
investment trust will cease to exist and much of the money will be returned to stock
holders whether they like it or not. The benefit to the attacker derives from the fact
that the USDC, in common with most investment trusts, sold ata substantial discount
from its break-up value : on realisation, the discount is minimal.

Since a very large number of the remaining investment trusts have single institutional
shareholders which own 10% or more of their equity they are clearly vulnerable to the
same sort of procedure as that which hasbeen suffered by the USDC. In fact, there must
be very few investment trusts which can regard themselves as being wholly safe from
attack and the strong probability is that there willbe a continuation of the process of
erosion. Although most institutions hesitate to launch an attack, few ofthem fail to join
in the game if a trust is under fire : "Willing to wound, and yet afraid to strike".

One defensive measure which would enable investment trusts to have some protection
would be to allow them tobuy in their own shares. For instance, if in any one year they
were to be allowed to buy in up to 10% of their equity, it is likely that discounts would
narrow substantially. The Inland Revenue, however, has been adamant in its opposition
to this move on the grounds that such a measure would amount to a distribution and
should therefore be taxable.

The real problem, however, lies in the greater and greater domination of marketsby the
pension funds and insurance companies. Recent figures in the Bank of England returns
show net flows into life assurance and pension funds running at a rate of over £18 billion
a year whereas, as I have already said, private individuals have been net sellers. Ibelieve
that this is detrimental and even dangerous for the long term health of the economy.
Recent statements by the Governor of the Bank of England and Mr David Waker about
the short term nature of many investment decisions taken by instutitonal managers are
all too true. Many portfolio managers receive direct incentives to achieve above average
short term investment performance which leads them to take quick profits rather than
seek long term gain. Furthermore, in the case of many of the large pension funds, the
people responsible for their day to day management are inadequately supervised by their
trustees, who are often men with little knowledge and exper ience of investment matters,
and, at the same time, they themselves are in many cases people of limited ability and
narrow vision. They see their responsiilities as being wholly to the beneficiaries of the
funds they manage, to the exclusion of any other interests, such as those of shareholders
and employees of the companies in which they invest.



What appears now tobe almost entirely missing from the thinking of fund managers is
the idea that ownership confers responsibilities and duties. It obviously would be wrong
to subject managers to constraints on their ability to trade but in cases where they buy
and sell major holdings in companies, the effects on those companies may be very

grave. For large pension funds of nationalised industries and the lke tobe playing ducks
and drakes with blocks of shares in this manner seems to me to be an abuse of power and
of the trusteeship role under which they are supposedly governed.

Investment trusts have been particular victims of recent trends but my real concern is
about the over-mighty institutions.

I am taking the liberty of sending a copy of this to Professor Brian Griffiths, whom I met
at the IEA dinner.

] e/

w. T. J. Griffin
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Analysis of Ordinary Sharehoiders

Percentage of Share Capital held by:

31 December 1982 1983 1984 1985 1986
Investment Companies 4.0 2.0 337 49 5.2
Insurance Companies 225 23.9 234 240 23.1
Other Companies 3.1 5.0 4.0 25 23
Pension Funds ' 29.7 26.4 26.6 27.6 24.2
Universities, Schools and other Corporate Bodies 7.0 7:5 8.2 4.6 5.2
Bank and Bank Nominee Companies 7.4 9.1 8.0 11.3 15.8
Individuals N0 et 25 8o B — — AP LY
Total 100.0 100.0 100.0 100.0 100.0
Number of Shareholders :
31 December : 1982 1983 1984 1985 1986
Investment Companies 34 26 26 32 30
Insurance Companies 53 53 56 62 62
Other Companies 178 216 183 107 104
Pension Funds 115 111 101 107 92
Universities, Schools and other Corporate Bodies 130 123 121 115 126
Bank and Bank Nominee Companies 2437 223 228 222 268
Individuals 10,261 10,701 11,219 12,772 13,832
Total 11,014 11,453 11,934 13,417 14,514

Shareholder Categories

31 December 1986

Number of Total Holdings
Category Holders Number Percentage
1-1,000 1,780 949,347 0.2
1,001-5,000 5,340 15,826,201 3.0
5,001-10,000 3,468 25,346,657 4.8
10,001-100,000 3,599 85,790,374 16.3
100,001-500,000 211 49,818,192 9.5
500,001-1,000,000 39 27,674,824 5.3
1,000,001 and over 77 320,118,245 60.9
Total 14,514 525,523,840 100.0

453 '_ 2 23
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FROM: P J CROPPER
W, p—— DATE: 3 July 1987
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CHANCELLOR / ol

LETTER FROM SIR KEITH JOSEPH

I have asked for Inland Revenue advice on the narrow question
whether anything could be done to make it easier for Investment
Trusts to buy in their own shares. A draft holding reply

to Keith Joseph is attached. On the broader issues:

1 The Over—-Mighty Institutions. I think we all share

Griffin's concern about the concentration of power in the
hands of the big institutions. I am not so sure which side
of the fence I would place investment trusts: for the purpose
of PEPs we lumped them in with unit trusts. But for the sake
of this argument I think we can accept Griffin's thesis that
a share in an investment trust is not gquite as impersonal
and indirect an investment as a share in a pension fund

portfolio.

In any case, we can certainly claim to have used the recent
privatisation issues as an opportunity to create far more
individual personal shareholders than anyone would have thought

possible eight years ago.

Myself I am a little dubious about the validity of the argument
that most modern fund managers "see their responsibilities
as being wholly to the beneficiaries of the funds they manage,
to the exclusion of any other interests, such as those of

shareholders and employees of the companies in which they

invest". If I buy shares in Foreign and Colonial Investment
Trust I expect the management to maximise my return - not
go around the place doing good. Even when it c¢omes to the

short term/long term argument, my inclination as an investor
is to regard the long term as being a whole lot of short terms

laid end to end. Perhaps I was corrupted by too long in the



City! I fear that one of the reasons why investment trust
shares stand at a discount to asset value may be that their

directors are too often thought of as gents.

2. Why Investment Trust shares stand at a discount. Apart

from the not too serious point Jjust made, I think we have
to look mainly at Supply and Demand for an answer. Why will
people pay more for a given basket of shares held directly,
than they are prepared to pay for the same basket of shares
held indirectly? Is -it that the "skilled management" which
they get when they buy an investment trust share is actually
worth a negative amount of money? Is it that too many
investment trust shares were issued before 1955 (when rising
interest rates began to make it difficult to gear up an equity
portfolio by issuing loan stock) and the surfeit has still
not been absorbed? Is it that unit trusts have Jjust as many
advantages as investment trusts, plus the added advantage

of being encashable at asset wvalue?

I doubt very much whether enabling investment trusts to buy
in their own shares would eliminate the discount to asset
value. Just as 1likely, we would end up with most trusts
becoming so small as to be unable to support the necessary
costs of management, administration and compliance. But we

will look at that when we have heard from the Revenue.

31 Summary. In short, one can well understand the angst
of GT Management when the Water Authorities moved in to break
up the US Debenture Corporation. But I am really not sure
that we can do much for them. If more and more investment
trust stock is passing into the hands of banks and bank nominee
companies, en route to the breakers yard, that is the way

things are.

Having said all this, and if you were to agree with me, would
you want to make sympathetic noises to Keith Joseph, or give
him the hard nosed truth? Or a judicious blend? I would

have thought it might be better in the long run for Griffin



to get the truth, ie that HMG cannot suggest any way of
strengthening his position against the predators, and he had
better face up to the fact that investment trusts are not

at present a growth industry.

B.J OPPER



Bgégfr REPLY TO SIR KEITH JOSEPH

Thank you for 1letting me see Tom Griffin's
interesting letter about the problems of the

investment trust managers.

Flc:oh’ﬁ/‘"
I have asked the Inland Revenue to L'r-em-rn'&—-me

eé—th'e—.i.-ns—a‘né-—cut-s—of; the argument about allowing

investment trusts to buy in their own shares, and
will write again shortlyg o4— -t S’r('&?wt Pm".
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Treasury Chambers, Parliament Street, SWIP 3AG
O1-2FG 83000

6 July 1987

The Rt. Hon. Sir Keith Joseph Bt CH
Liscartan House

127 Sloane Street

LONDON

SW1X 9BA

(T

Thank you for letting me see Tom Griffin's interesting letter
about the problems of the investment trust managers.

I will certainly take into account his considered view that
the favourable fiscal treatment of pension funds and 1life
assurance companies is not in the public interest. Meanwhile,
I have asked the Inland Revenue to look at the argument about
allowing investment trusts to buy in their own shares, and will
write again shortly on this specific point.

M/V

NIGEL LAWSON J N
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PRIVATE SECRETARY TO THE CHANCELLOR OF THE EXCHEQUER

TAKE-UP OF MEASURES TO PROMOTE WIDER EMPLOYEE SHARE
OWNERSHIP

1 My minute of 24 April reported on the take-up of
approved employee share schemes up to 31 March 1987. The
attached Annex shows the position at 30 June 1987.

25 Of the 559 1984 schemes shown in table 4 as 'under
consideration ' at the end of June, around seven eighths had
already received their preliminary examination by the
Revenue. Of the 273 1984 applications over 12 months old
and listed as 'deferred or dropped', correspondence between
the Revenue and the applicants is still in fact continuing

on over 140.

(/

\L\M\}/ 4? - LN

D M GREEN

c PS/Chief Secretary Mr Lewis

PS/Financial Secretary Mr Lawrance
PS/Economic Secretary Mr Beighton
Mr Scholar Mr German
Miss Sinclair Mr Willmer
Mr Cropper Mr Peel
Mr Lord Mrs Eaton
Mr Neilson Miss Dougharty

Miss Green
PS/IR



ANNEX A

| 5% FA 1978 ALL-EMPLOYEE PROFIT SHARING SCHEMES : CUMULATIVE TOTALS

Date Schemes Schemes deferred Schemes under Formally
= submitted or dropped* consideration approved
March 1979 96 3
Sept 161 43
March 1980 228 117
Sept 277 161
March 1981 327 210
Sept 374 247
March 1982 400 278
Sept 443 310
March 1983 476 89 43 344
Sept 505 100 38 367
March 1984 552 107 53 392
Sept 591 109 49 433
March 1985 635 116 5% 462
Sept 688 127 66 495
March 1986 733 135 66 532
Sept 778 141 53 584
March 1987 845 144 67 634
April 1987 860 145 74 641
May 867 146 76 645
June 887 147 74 666

208 FA 1980 ALL-EMPLOYEE SAYE-RELATED SHARE OPTION SCHEMES : CUMULATIVE TOTALS

Sept 1980 10 -
March 1981 82 22
Sept 142 89
March 1982 195 137
Sept 231 184
March 1983 267 12 40 215
Sept 308 17 36 255
March 1984 362 20 54 288
Sept 439 22 75 342
March 1985 516 2 RA 403
Sept 573 43 61 469
March 1986 622 50 58 514
Sept 676 52 61 563
March 1987 728 56 54 618
April 1987 741 57 60 624
May 754 60 59 635
June 762 58 57 647

% This column includes all cases submitted more than 12 months earlier not yet
approved.



3% FA 1978 AND 1980 ALL-EMPLOYEE SCHEMES : YEARLY TOTALS

Year to Schemes submitted Schemes approved
June 1979 131 29
June 1980 122 117
June 1981 225 130
June 1982 157 187
June 1983 143 128
June 1984 197 125
June 1985 227 207
June 1986 201 180
June 1987 246 21
1,649 3l

4, FA 1984 DISCRETIONARY SHARE OPTION SCHEMES : CUMULATIVE TOTALS

Bate Schemes Deferred or qnder ' Formally
== submitted dropped* consideration approved
Sept 1984 262 - - -
March 1985 15125 7 916 202
Sept 1,649 58 701 890
March 1986 2,041 170 418 15453
Sept 2,483 235 423 15825
March 1987 2,959 266 489 2,204
April 1987 3,061 271 534 2,256
May 3,139 264 557 25338
June 3,229 273 559 2,397

* This column includes all cases submitted more than 12 months earlier not yet
approved.
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A W KUCZYS
13 July 1987

MISS GREEN - INLAND REVENUE cc PS/Chief Secretary
PS/Financial Secretary
PS/Economic Secretary
Mr Scholar
Miss Sinclair
Mr Neilson
Miss Simpson
Mr Cropper
Mr Tyrie
PS/IR

TAKE-UP OF MEASURES TO PROMOTE WIDER EMPLOYEE SHARE OWNERSHIP

The Chancellor was most grateful for your minute of 6 July (not
copied to Miss Simpson).

2% He assumes the latest figures - some 1300 all employees
schemes and 2,400 share option schemes - will feature in the TWEB.

Please could Miss Simpson confirm this?

A x

A W KUCZYS
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v FROM: M PRESCOTT
DATE: 16 JUNE 1987
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2. FINANCIAL SECRETARY e‘§A\' v \. F g ; \S\

PRIVATISATION OF BRITISH ATRPORTS AUTHORITY (BAA): TAX
TREATMENT OF EMPLOYEE SHARES

3 A problem has arisen concerning a possible liability to
income tax that may be incurred by the BAA employees in respect
of certain of the shares they acquire under the proposed
privatisation. The matter needs to be resolved urgently - the
"Pathfinder" for the offer has to be finalised by Thursday
night.

BACKGROUND

28 In previous privatisations in recent years, the flotation
was solely by way of an offer for sale at a fixed price,
whereas in the case of BAA up to 25% will be by way of tender.
The fixed offer price will be the same as the minimum tender
price, and in addition to a free offer of shares - which need

not concern us here - the employees will get

(a) a matching offer of 2 free shares for every one share
purchased at the fixed offer for sale price (subject

to a limit), and

cc PS/Chancellor Mr Isaac
PS/Chief Secretary Mr Lewis
PS/Economic Secretary Mr Beighton
PS/Minister of State Mr Easton
Mr Monck Mr German
Mr D J L Moore Mr Reed
Mr Colman Mr Prescott
Miss Sinclair Mr Peel
Miss Green
Pshi




(b) priority in the fixed offer of up to £10,000 worth of
shares (at the fixed offer for sale price). The
priority offer is subject to a maximum of 5% of the

offered shares.

The key question is whether in these circumstances the fixed
offer for sale price could be regarded as the true value of the
shares at the time of acquisition. 1If it was less than the
true value, the employeeé would in that cagacity have received
shares at undervalue and under the normal rules of Schedule E

that undervalue would be taxable as income.

3ie It is common when floating a company by a tender offer to

allow the employees to apply for shares at a price fixed before
the outcome of tendering is known, perhaps at the minimum
tendering price. The striking price would normally be higher,
and so the employees will acquire their shares for a lower
price than members of the public. It is well established case
law, confirmed by a decision of the House of Lords, that there
is Schedule E liability on any such difference between an
amount reflecting the (higher) striking price paid by the
public and the (lower) price actually paid by the employees.

4. It is also usual when floating a company by a fixed price

offer to reserve for the employees a proportion of the
available shares for which they can apply at the same price as
members of the public. Since the employees acquire.their
shares at the same price as members of the public, it has long

been Inland Revenue practice not to seek a Schedule E charge.

54 However, this practice evolved at a time when substantial
over-subscription was rare, and so the fact that the employees
were able to buy more shares than members of the public was not
all that significant. But recent flolLations have shown that
the benefit of a priority allocation can be very valuable
indeed, and it can be argued that these windfall profits in the
case of a fixed price offer are - and should be - chargeable

under Schedule E in the same way as shares acquired at



undervalue in the case of a tender offer. (0Un the other hand,
it cannot be assumed that the bull market will last for ever or
that stags will always make a profit). Indeed, the Revenue's
practice hitherto of not seeking a charge is now beginning to

be questioned by informed commentators.

6. The problem is brought into sharper relief in the BAA case
because this will be a hybrid scheme, involving an offer by
tender as well as a fixed price offer (and a substantial
element of pre-placing at the fixed price less the commission).
As a result, and on the assumption that the offer as a whole is
over-subscribed, the employees will in effect be able to buy at
the fixed offer price quantities of shares which members of the
public could only obtain under the tender offer at a higher
price; or as priority applicants at, in effect, a lower one.
The advice from our Solicitor is that the Courts might well
hold that, in these circumstances and on the authority of the
case law mentioned above, the employees had indeed received a
benefit taxable as an emolument under Schedule E.
(Quantification of the charge itself would then, broadly,
depend on the difference between the "market value" of the
shares on acquisition - having regard amongst other things to
the prices offered in the tender - and the price paid for

them).
COMMENT

2 laving reviewed the matter carefully, we believe that on
balance we would be justified in not seeking a charge in the
BAA case, having regard also to the fact that we are now at a
very advanced stage of the timetable. That, by definition,

resolves the problem so far as BAA is concerned.

8. The main reason for this is that though there will be a
partial tender element, this will still be primarily a fixed
price offer (at least 75%) and our practice hitherto in respect
of such offers has not been to seek a charge. Moreover, the

tender element does not of itself change in any way the



benefits received by the employees by comparison with a more
conventional fixed-price flotation. Furthermore, while - as
indicated below and in the light of our Solicitor's advice - we
obviously do need to review our practice for ‘the future, it
would be unreasonable to do so without first having given a

fair degree of advance warning.

S T As I say, however, we clearly do now need to review our
practice for the future.1.We need to look particularly at the
position where the flotation involves a pagtial tender offer,
but also at the position with fixed price offers especially as
regards those that are structured from the very outset to give
the employees not just a priority allocation, but also a
sizeable premium benefit. We shall of course report to you

further on this, in due course.

M PRESCOTT
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CONFIDENTIAL

FROM: Ms P M LEAHY
DATE: 16 JULY 1987
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2. FINANCIAL SECRETARY cc: Chancellor
Chief Secretary
Paymaster-General
Economic Secretary
Sir Peter.Middleton
Mr F E R Butler
Mr Monck
Mrs M E Brown
Mr Lyne
Ms Sinclair
Mr Bent
Ms Huleatt-James
Mr S B Johnson
Mr Cropper

BP SALE: Mr Prescott) .

SPECIAL PROVISION FOR EMPLOYEES Mr J Reed ) s

This submission asks for your agreement to our proposed

approach to provision for BP employees in the salec.

Background

2% In previous Government secondary sales employees
have received priority in allocation but not free shares,

matching shares etc. In the 1last BP sale employees were

entitled to priority . in allocation for; up “to 250 shares’

(worth about £1,000 at the minimum tender price). In the
1985 Britoil and Cable & Wireless sales UK employees were

given priority in allocation for shares worth about £25,000.

BP's Proposals

3. BP proposed that all employees (inclnding overseas
employees) who are also shareholders should receive priority
in allocation for up to 1,000 shares at the UK fixed price.
Officials see no problems in this principle for overseas
employees (subject to BP sorting out the overseas securities
law problems). But we will want to consider putting an

overall limit on the number of shares available for priority

LEARY
7
£sT




CONFIDENTIAL

allocation. We also think it is premature to go firm now

on the number of shares for which they receive priority.(wmwhk
Yo unlertiadia ‘%A@%&mw 1000 sanax ande auwr UK, Sidslod.
4. We do however see problems 'with EﬁéM:iﬁgéﬁ%§§fl Sr
UK employees as the Government's policy is to encourage
and extend employee shareownership in the UK. BP cxplained
that they have given their employees every encouragement
already to own BP shares and about 75% of them already
do so. They did not believe the other 25% could ever be
persuaded. Officials are not convinced. Our marketing
campaign 1is designed to encourage people who have never
owned shares before to apply and it would be surprising
if this did not affect some BP employees at least. We
have therefore said at official level that we would prefer

all UK employees to be given priority in allocation.

5% As you are aware there is however a possible tax
problem as Inland Revenue concluded Jjust before the BAA
sale that priority allocation to employees solely because
they were employees could probably be considered a taxable
benefit. We understand that Inland Revenue are about to
submit to you on this matter bearing in mind the implications

for the BP sale and other Government share sales.

6. Sir Peter Walters has said he would very much 1like
to be able to say that overseas employee shareholders were
to be given priority in allocation when he is in the US
next week and talking to Standard 0il employees. Tactically
in the overall context of the sale it would be helpful
to be able to let him do so. However it would not be
practicable to announce priority for overseas employees
without saying anything about provision for UK employees.
BP have now said that if a full assurance cannot be given
yet, it would be helpful to Sir Peter Walters if he could
say in the US that although it was too early to have settled
decisions on special provisions for employees he thinks
it 1likely that priority in allocation will be given to

overseas employee shareholders.



CONFIDENTIAL

Conclusion

75 We would be grateful for confirmation that you are

content for:

(i) overseas employee shareholders to be given

priority in allocation;

(ii) all UK employees to be given priority provided

the tax problems can be sorted out;

(311 that we should tell BP before the weekend
that Sir Peter Walters can say what provisions for
overseas employees he expects to be made in the sale

next week when he is in the US.

PRl —

P M LEAHY



. REVIEW OF SECTION 79 FA 1972

RESPONSES TO CONSULTATIVE DOCUMENT

SUMMARY OF MAIN POINTS

GENERAL
Welcome decision to review S.79 5

Hope/assume further consultative
document, with draft clauses, will be
published.

BROAD ATTITUDES TO S.79

Ideally should be scrapped altogether
(hostile tax regime, discouraging
employee share ownership, no longer
appropriate); failing that, radical
review.

Explicitly accept need for some
anti-avoidance provisions in this
area, but strong reservations about
scope/complexity etc of present S.79.

General

NBS Consultants
Clement Keys
Neville Russell
CACA

Stoy Hayward
NBS Consultants
Neville Russell
BVCA

Pannell Kerr
CIMA

IOT

Clement Keys
ICAEW

CACA

IPM

Law Society

Save and Prosper
CBI

ALTERNATIVE APPROACHES NOT MENTIONED IN CONSULTATIVE DOCUMENT

Replace S.79 with charge on whole of

market value at time of acquisition, but

with charge abated on a sliding scale
where shares held for longer than
minimum holding period applicable to
approved schemes.

Charge income tax on gain in all cases

at special rate, say 45%; or else

charge half gain to income tax and half

to' CGT: or'charge CGTirather ;than IT
where shares held for at least say
10 years.

Other anti-avoidance legislation,

especially S.460 ICTA, might form

basis of any provisions to counter
objectionable devices.

Stoy Hayward

ICAEW

Neville Russell

[Updated to 16/7/87]

Ltd

Ltd



‘SIBILITY OF MOTIVE/CLEARANCE PRCCEDURE

Ogggsed

Motive test would be unsatisfactory/
capricious/uncertain.

Any anti-avoidance provisions must
be certain, not based on Revenue
discretion. .

Motive test would be unworkable.

Motive test undesirable; though formal
advance clearance procedure might help
reduce uncertainty for companies.

Motive test would involve administrative
difficulties for Revenue and taxpayer;
if Revenue given wider discretion,
taxpayer loses protection of having
clear, statutory guidelines as to
liability.

Qualified Support

Wrong to reject motive test purely
on grounds of operational difficulties/
compliance cost. Might be preferable if
only alternative involved catching

innocent cases as well. Might be necessary

to deal with subsidiaries' problem.

Motive test may be needed to identify
transactions leading to "artificial"
growth in value.

Motive test, with clearance procedure,
might be used to deal with value
shifting in case of special classes
of shares in parent company (but not
in case of subsidiaries, where this
approach would not work). Publication
of guidelines by Revenue would help
reduce uncertainty for taxpayers.

Despite practical problems/compliance
costs of motive test, should be possible
for individuals to appeal against
assessments "on grounds that transaction
was not motivated by avoidance".

Anti-avoidance function of S.79 might
be achieved by adopting Ramsay formula,
enabling Revenue to ignore certain
transactions.

Gunson
Law Soc. of Scotland

Stoy Hayward
CIMA

ICAS

Ernst Whinney

BBA

IO0T
CACA

Clement Keys

ICAEW

CB1

Gunson



“ERNATIVE BASTIS OF CHARGE
General

Wrong to tax "genuine" and not just General
"artificial" growth in value.

Immediate tax charge for restricted shares

Outside subsidiary situation, replace NBS Consultants Ltd
(perhaps at employee's election) growth Clement Keys
in value charge with a charge at time Ernst Whinney
of acquisition on difference between Pinsent
value of shares without restrictions and ICAEW
amount paid; ICAS
IPM
CACA
BBA
Law Society
€BI
BVCA
- with facility to defer payment or IOT
to pay by instalments Clement Keys
Ernst Whinney
TCAS

Law Soc. of Scotland

- with "top-slicing" relief for EOT
payment of such a charge Clement Keys
Ernst Whinney
CBI
Means should also be found of valuing NBS Consultants Ltd
"geared" shares (ie those with Ernst Whinney
preferential rights). Law Society
No point in allowing election for Stoy Hayward

immediate tax charge: would merely
duplicate S.181 ICTA and S.67 FA 76.

VALUE SHIFTING AFTER ACQUISITION IN CASE OF SPECIAL CLASSES OF SHARES

Base any income tax charge on comparison NBS Consultants Ltd
between respective growths in value of

employee and non-employee held shares -

perhaps on basis of certificate from

accountant.

Tax should be charged in respect of IPM
restrictions only if these are actually
lifted and such lifting affects share price.

Perhaps tackle by something on lines of Law Society
value shifting provisions in CGT

legislat'on;_tax shoulg be charged only
whére value increases due to "sgec1f1c



ions" affecting rights of shares or
intended to increase value
disproportionately.

GROWTH IN VALUE CHARGE AT 7-YEAR POINT

7-year period for charging tax should
be reduced.

Wrong to charge tax at 7-year point {
unless shares actually sold.

Where charge arises other than on actual
disposal of shares, employee should be
able to elect to pay by instalments.

SUBSIDIARIES
General

Shares of subsidiary companies should
be exempt from S.79 [no specific
suggestions as to how this might be
achieved].

Legislation ought to be targeted on
cases involving actual abuse.

Illogical that S.79 does not provide
specific exemptions in case of
subsidiaries of quoted parents

(cf approved scheme legislation).

Anti-avoidance provisions should be
framed so that tax only charged where
"specific actions" intended to increase
value of shares disproportionately.

Specific proposals

S.79 not to apply where all major
subsidiaries in the group offer shares
to employees and where agreed basis of
valuation is used consistently each
year (alternatively allow use of
shares of unquoted subsidiaries in
approved schemes with above safeguards,
or where at least 25% of parent's
shares held by quoted companies).

Extend the "majority"/"control" tests
so that Revenue could "look through"
shareholdings of subsidiary, in deciding

which were "available shares" (cf FA 1972

ggovisions for a?portionment of income
close company).

I0oT
Clement Keys

ICAEW

CBI

Linskell

Turnbull

Dolton

CACA

CBI

Law Soc. of Scotland
IO0T

Ernst Whinney

NBS Consultants Ltd
Ernst Whinney

Law Society

Rothschild

Stoy Hayward



9 not to apply where (a) employee- Pannell Kerr
acquired shares subject to same dividend
and winding-up rights as those held by
parent (b) employees not members
of /related to the family controlling
parent (c) percentage of shares acquired
by employees not more than say 25%.

S.79 not to apply where full-time | Pinsent
employees acquire fully paid shares .

(perhaps subject to pre-emption

restrictions) and where (a) subsidiary

has only 1 class of ordinary shares

(b) employee holds shares for say 2 years

and (c) does not receive more than

market value at disposal.

S.79 not to apply where shares Buzzacott
unrestricted and company is sole

trading subsidiary of pure holding

company.

Adopt "broad brush" approach eg S.79 not ICAEW
to apply where (a) subsidiary has not

been party to intra-group transactions

and none of its costs borne by another

member of group and, (b) auditors certify

subsidiary has traded on arm's length

basis each year.

S.79 to apply only where shares ICAS
restricted, or where company was an
unquoted subsidiary of unquoted parent.

Exempt acquisitions in companies BBA
incorporated to carry on new business,

providing not owned as to more than

75% by existing companies; and where

employees (along with other parties

investing) acquire controlling stake

from parent (S.79 to continue to apply

where minority stake acquired and

company remains subsidiary of parent).

Exempt acquisitions where the IPM
individual's "entrepreneurial talents"

are essential to operation of the

subsidiary.

S.79 not to apply where effective Save and Prosper
management and control of subsidiary

exercised by own board rather than

parent, where reasonably active market in

its shares, and where valuation formula

agreed with Revenue.



.!AGEHENT BUY-OUTS

Complex, awkward structures have to be
adopted to avoid charge; preferable to
remove buy-outs altogether from ambit

oF ™ SEA9 1

S.79(1) not to apply where shares
acquired through buy-out by an employee
gua entrepreneur. \

Gearing techniques, so that executives
receive accelerated growth in value,
should be encouraged for political
reasons.

Income tax should not be charged where
value of employees' shares rises due to
terms on which institutions' shares
acquired; "marriage of expertise and
finance bound to create value by itself".

Revenue should issue Statement of
Practice about how S.79 applies to
buy-outs involving "Newco".

Present rules applying to buy-outs should
be relaxed.

"CAPACITY" TEST

S.79 not to apply where employees
acquire shares in "entrepreneurial role".

If basis of charge not amended so as to
catch only "artificial" growth in value,
S.79(1) should be amended to exclude
cases where shares acquired by
promoters/entrepreneurs.

Amend S.79(1) to exclude genuine
promoters/entrepreneurs, perhaps by
rewording capacity test to read "wholly
or mainly because he is an employee".

Revenue should operate clearance

procedure as to whether individual acquires

shares qua entrepreneur.

S.79(1) should be amended to exclude
all share acquisitions in company
incorporated to carry on new business
(other than "75% subsidiaries" of
existing companies).

Stoy Hayward
IOT

CACA

Ernst Whinney

ICAEW

NBS Consultants Ltd

ICAS

IOT

CB1

1O
CACA

Clement Keys

ICAS

GBI

BBA



’ht to be proper definition of
"Tounder", to embrace all those with
entrepreneurial role, including in
subsidiaries.

Revenue's view of what is within S.79(1)
"exceedingly restrictive".

Revenue should issue Statement of
Practice explaining how S.79(1) is
applied.

DEALING WITH ABUSE OF "MOMENT IN TIME"™ LOOPHOLE
DOCUMENT, PARAGRAPH 18)

No case for imposing 2-year or other
"quarantine period" for purposes of
S.79(2)(c) exemption tests; might inhibit
commercial policy of company and cause
uncertainty.

"Quarantine period" would add to
uncertainty, complexity; query whether
extent of abuse would justify it.

No case for any "quarantine period".

Imposing '"quarantine period" would
worsen problems in certain cases, eg
where there are minor restrictions not
materially affecting share value.

2 year "quarantine period" would be
better approach to "moment in time"
problem than alternative proposed in
Consultative Document (ie targeting
on particular types of arrangement).

Meaning of "immediately after" in
S$.79(2)(c) tests should be clarified,

so that clear whether Revenue would invoke
Ramsay doctrine where matters temporarily
arranged so as to secure exemption.

MISCELLANEOUS

S.79(7) charge might be subsumed in
FA 1976 legislation.

S.79 should contain de minimis rule
for small growths in value.

Ought to be formal clearance procedure
at local level for S.79 matters.

IPM

Neville Russell

I0T
Clement Keys
Pinsent

(CONSULTATIVE
Stoy Hayward

CBI

IOT

Clement Keys
ICAEW

ICAS

Law . Soc. of Scotland

Pinsent

NBS Consultants Ltd
Ernst Whinney

Pinsent

IOT
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REVIEW OF SECTION 79 FINANCE ACT 1972 - NOTE BY THE INFORMAL
WORKING GROUP ASSISTING WITH THE REVIEW

INTRODUCTION

i The review into the scope for simplifying and improving
S.79, consistent with its underlying purpose, was undertaken
by the Inland Revenue with the assistance of a small informal
group of outside practitioners who have expertise in this
area. A list of members of the Group is attached. The
emphasis was on informality, with the practitioners

participating in an essentially private and personal capacity.

25 The Group agreed that it should try to produce some
agreed analysis of the problems and the possible options for
dealing with them, taking account also of the formal responses
to the Consultative Document, in the light of which the
Revenue would be better placed to advise Ministers on any
possible changes. This note summarises the Group's
discussions and consideration of the issues. The Group felt
that a note on these lines was more appropriate than a formal
report with recommendations. While the Note reflects the
views of the Group as a whole there were inevitably

differences in emphasis between members on particular points.

SUMMARY

3 The Group concluded that the need for provisions to deter
abuse in this area remained, and that the provisions should
continue to apply as at present in all cases where shares were
acquired by employees in that capacity and outside an approved
scheme. However, while the present, "special benefits" charge
in S.79(7) could be left as it was, there was a slLrong case
for replacing the main - growth in value - charge altogether
with a much more narrowly target charge. The Group developed
two alternative proposals to this end and considered a number

of related matters. The Group also agreed that the present



provisions could cause genuine difficulties where the shares
were those in a subsidiary company, but that any solution
needed to include adequate safeguards against the extra
opportunities for abuse that also existed in such cases. The
aim should be to help subsidiaries that were essentially
"stand alone" and whose transactions with other group
companies were on an arm's length basis. The Group developed
a possible solution on these lines, based on self

certification by companies with supporting auditor's reports.

UNDERLYING PURPOSE OF THE PROVISIONS

4. Section 79 brings in to income tax certain benefits
relating to shares acquired by employees in that capacity and
outside an approved scheme. The main - growth in value -
charge applies to employee-acquired shares whose value is
capable of being artificially manipulated to the benefit of
the employees, either because the shares are subject to
certain restrictions or because they are of a class that is
not widely available other than to the employees. A second
charge applies to various other special benefits which
employee shareholders might receive from the company in
respect of their shares, and which for various reasons would
not otherwise be within the normal charge to income tax. 1In
both cases, S.79 is founded on the view that these benefits
are in reality part of the emoluments of the individual's
office or employment, akin to his other remuneration, and that

they should be taxed as income accordingly.

5 The Group agreed that some form of anti-avoidance
provision in this area clearly Qas necessary. Without this,
there would undoubtedly be considerable scope for employers to
pass to their employees what in reality was remuneration, free
of income tax, using these kinds of special or restricted
shares. Most of the formal responses to the Consultative

Document had also accepted this, implicitly if not explicitly.



6. It was true that S.79 had originally been introduced at
the same time as the 1972 code for "approved share incentive
schemes" and that code had subsequently been repealed. But
the Group considered that too much significance should not be
attached to this:; the fact was that though S.79 stood
alongside the approved schemes, it was independent of them and

remained necessary in its own right.

7 It was also true that S.79 had been introduced at time
when the rates of income tax were higher than they were now
and when, therefore, there was a greater incentive to try to
convert income to capital using this kind of scheme. The fact
remained, however, that there was still a substantial
differential between the rates of tax on income and on capital
gain - having regard also to effective and not just to nominal
rates. On the other hand, if there was further significant
lowering in the rates of income tax then, of course, the need

for anti-avoidance provisions would be reduced accordingly.

35 It was also noted that there had since 1972 been a
significant and widely supported change in philosophy
concerning the desirability of encouraging employee share
ownership generally, as evidenced by introduction of the
Finance Act 1978, 1980 and 1984 approved schemes. Some people
- including one or two representations - had suggested that
because of this the very need for anti-avoidance provisions in
this area could be looked at in a new light, possibly with a

view to dispensing with them altogether.

9 The Group concluded, however, that there was no
inconsistency between the desire to encourage wider employee
share ownership and the introduction of the approved schemes
on the one hand, and the retention of S.79 or something like
it on the other. Section 79 was concerned with particular
kinds of abuse involving shares acquired by employees outside
the approved schemes, and to a large extent the kind of shares
involved would be mutually exclusive anyway - for example,

shares in an approved scheme could not be subject to the kind



of restrictions that S.79 was concerned with. Clearly, s
however, the increased importance now attached to encouraging

employee share ownership provided another good reason for

reviewing S.79 thoroughly, with a view to ensuring that it was
targeted as narrowly as possible on cases involving obvious

and blatant abuse.

Target of provisions

10. It was agreed that the underlying purpose of S.79 was to
counter particular kinds of abuse, and that the aim should be
to target the provisions as specifically as possible on those
abuses. As presently drafted, S.79 attempted to do this by
means of objective rules and tests that had the advantage - in
itself an important one - of providing certainty as to whether
or not the provisions applied in a particular case. But this
and the complexity of devices that might be adopted in
practice by those determined to abuse the system had - perhaps

inevitably - resulted in provisions that were very complex,

N

and an important aim of the review was to examine the scope
for simplifying the provisions as far as possible. Another
important drawback of S.79 in its present form - particularly
as regards the growth in value charge - was that it could also
catch bona fide share acquisitions not involving abuse, and be
fairly draconian in its effect - eg cases where the shares
were subject to restrictions that in practice had an
insignificant effect on the value, but where as a result of
the restriction all of the subsequent growth in value was

chargeable to income tax in the hands of the employee.

11. The starting point was, therefore, to focus on the abuse
with which the provisions were intended to deal. It was
agreed that, in essence, this involved the use of employee-
acquired shares as a vehicle for passing to the employee
shareholders benefits that were not available to other
shareholders as well - ie such that the employee shares grew

in value by significantly more than the value of the company's



shares generally. Specifically, it involved artificially

boosting the value of the employee shares either by

- subjecting them to restrictions of a kind that could

be used to manipulate their value,

- or by using employee shares of a special class such
that their value could be enhanced by the granting

of special or preferential rights

- or by "value shifting" in other ways, where the

employee shares were those in a subsidiary company.

12. The Group also agreed that there was a strong case on
presentational grounds for enacting completely new legislation
when introducing whatever changes were agreed as a result of
the review, rather than attempting to introduce those changes
by amending S.79 itself yet again. Though the end result
might be the same, it would look more like a clean sweep if
completely new free standing provisions were enacted; this

might also help people to understand the changes more readily.
MOTIVE OR MAIN PURPOSE TEST

13. As mentioned in the Consultative Document, one suggestion
that is sometimes made is that S.79 might be replaced
altogether with provisions specifically designed to operate
only in cases motivated by avoidance or abuse. Instead of the
present objective rules and tests, therefore, there would be a
subjective motive or main purpose test designed in some way to
distinguish "artificial" growth in value of the employee
shares from "normal" growth, with only the former being taxed

as income.

l14. In line with many of the responses to the Consultative
Document, the Group concluded that such an approach would in
practice be largely unworkable and/or ineffective as a

safeguard against abuse. The test would, for example, have to



apply to the company issuing the shares but that of itself
could make the question of motive virtually impossible to
answer in those cases where the issuing company was not the
employing company. A further difficulty concerned the action
or event in respect of which the motive test would be applied.
In practice it would have to apply to the issue of the shares
themselves, and not at any other point - eg when restrictions
attaching to the shares were lifted or when value was added -
because it would nearly always be possible for a company to
produce "commercial" reasons for its actions apparently
unconnected with any desire to benefit the employee
shareholders. But companies that were able to satisfy the
motive test when the shares were issued - easy enough in
itself - would then be entirely free subsequently to
manipulate the value of the shares to the benefit of the
employees, and the Section would have become totally

ineffective in preventing this.

15. The Group also agreed that the difficulties would be even
greater where the shares were those in a subsidiary company,
and value was being shifted into that company from the parent
company or from other companies in the group. There were
almost limitless ways in which value could - quite
legitimately - be shifted between companies in the same group,
and it simply would not be practicable to test the motive -
and whose motive anyway? - of all transactions between the
company and other companies in its group in order to identify
any "artificial" growth in value in the employee shares in the

subsidiary.

16. Finally, it was also noted that such an approach could
involve substantial additional resource costs for the Revenue.
For individual companies too, the compliance cost could well

be quite heavy.

ALTERNATIVE -TO PRESENT GROWTH IN VALUE CHARGE

17. The main effect of S.79 is to apply an income tax charge
on the whole of the growth in value of the shares (or interest



in shares) concerned, either 7 years from the date of their
first acquisition or, if earlier, when they are disposed of or
the restrictions in question are removed. However, one
possible alternative approach - at least as regards restricted
shares - would be to replace the growth in value charge with a
charge at the time of acquisition of the shares, based on the
difference between the value of the shares without
restrictions and the amount actually paid for them by the
employee. There was support for this kind of approach in many

of the responses to the Consultative Document.

18. Such an "initial charge" would not, however, be capable

of dealing with

- employee shares of a special class which have some
new or enhanced right or benefit attached to them
after acquisition (under S.79 at present, the
"majority" and "control" tests would be unlikely to
be satisfied in respect of such shares, so that the
growth in value charge would apply. On the other
hand, there is already a post-acquisition "special
benefits" charge in S.79(7) but this is aimed mainly

at bonus issues and is rarely triggered in practice)

- employee shares in a subsidiary company that were
not subject to restrictions or of a special class,
but where there was "value shifting" from the parent
to the subsidiary and, thereby, into the employee

shares.

Separate provisions would, therefore, still be needed to deal

with these two cases.

19. A number of arguments were adduced by the Group in
support of replacing the growth in value charge with an
initial charge for shares subject to any of the proscribed

restrictions at the time of acquisition. These were



(a) It would be more eguitable than the present growth
in value charge in those cases where the restriction
had an insignificant effect on value. Under S.79 at
present, the mere fact that the shares were subject
to any of the proscribed restrictions was sufficient

to bring them into the growth in value charge.

(b) The present growth in value charge was unfair anyway
because it applied to the whole of the growth in
value, and not just to that part of it associated

with any manipulation of the restrictions.

(c) Arguably, restrictions of a kind that did have a
significant effect on value were often "suspect"”
anyway, and it was reasonable therefore that there
should be a charge on that "hidden" component in the

value of the shares at the time of acquisition.

20 The Group recognised, however, that a major disadvantage
with an initial charge was that it "presumed guilt" in the
sense that the offending restriction might not subsequently be
lifted or otherwise varied to shift value into the employee
shares. So the employee might be taxed on a benefit he did
not receive. Whatever its present weaknesses, this particular
objection could not be directed at S.79 in its present from -
though S.79 was open to the different but equally strong
objection that it attacked the wholc of the subsequent growth
in value even if none of it was due to manipulation of the
restrictions. (Another, related, disadvantage was that the
charge would crystallise at a point when the employee had not,
at least not yet, received any value out of which he could
meet it - though this particular point was perhaps less
conclusive bearing in mind that there were many other

instances in the tax code where this could happen.)

21. One possible counter argument might be that the initial

charge would be in the nature of a payment for an option to



acquire shares, with payment of the charge now relieving them
from further charge to income tax for any enhancement of value
resulting from subsequent lifting etc of the restrictions.
Viewed in this way, it would be no more reasonable for the
employee to seek repayment of the charge if the restrictions
were not in the event lifted etc than it would for an option
holder to seek reimbursement for the cost of an option because
the value of the relevant shares did not in the event rise
sufficiently to make exercise worthwhile. On the other hand,
it would no doubt be pointed out that, by the same analogy,
S.196 ICTA 1970 had been introduced precisely because in the
case of options it was considered right to tax gains at the

time the option was exercised, not when it was granted.

22. Whatever the counter arguments, however, the Group
accepted that this objection would inevitably lead to pressure
for arrangements for deferring or repaying the charge in
certain circumstances. Indeed this had already been suggested

in a number of representations.

23. The Group noted that such a facility would largely defeat
the object of the initial charge. It would also mean more
complexity in the provisions, and would give rise to some very
real operational and related difficulties. (It would for
example be very difficult to apply in cases where the shares
were subject to more than one restriction, only some of which
were subsequently removed or varied.) A more fundamental
criticism would be that it was perverse and operationally
inefficient to raise a charge and then waive or repay it if
the benefit did not in the event arise, rather than simply to

raise a charge only if and when a benefit did arise.

24. Because of these difficulties, and because even with an
"initial charge" a separate charge would still be needed
anyway for cases where new or enhanced rights were attached to
the shares after acquisition, the Group examined the
possibility of dispensing with the initial charge and of

having just the one charge at the time of any relevant



bost—acquisition changes. That is to say, there would simply
be a single charge to income tax if and when there was
actually an increase in the value of the shares as a result of
the removal or variation of a proscribed restriction, or the
attachment of a new right - the charge to apply at the time
that the restriction was removed or the right attached. There
would be no time limit, but the present "majority" test for
exemption would be adapted in an appropriate form so that
there would be no charge if the majority of shares affected
were held by other than the employees and/or an associated

company of the company concerned.

25. The charge itself would then simply be based on any
excess of the value of the shares immediately after the
restriction was removed or the right was added over the value
immediately prior to the change in rights or restrictions.
This would need to be framed in such a way that it also
applied where the value of the employee shares was increased

indirectly - ie by subjecting the non-employee shares to some

e

new restriction or loss of rights.

26. The Group agreed that conceptually this solution appeared
to be the correct one, above all because it would focus the
provisions narrowly and directly on the specific target
intended - there would be a charge only if, when and to the
extent that a benefit actually arose. And, a regime
comprising only a post-acquisition charge would on the face of
it be simpler, and more straightforward than one that included
an initial charge - with all its attendant difficulties - as
well.

27. The Group also agreed, however, that there were certain

other considerations that needed to be weighed carefully.

28. First, it was noted that one desirable effect of an
"initial charge" might be to discourage employers from using
restrictions in the first place, in which case there was a

danger that a regime in which there was only a

10



post-acquisition charge might tend actually to encourage the
use of restrictions - ie compared to a regime in which there
was an initial charge as well. It was difficult to say
whether or to what extent any such behavioural effects might
occur, but this would clearly be an unwelcome result if it
happened on any scale. The Group accepted, however, that the
difference in this respect between a post-acquisition charge
only and a post-acquisition charge plus an initial charge was
probably of far less significance than the difference between
either and the present growth in value charge which they would
replace. Nor - because of the post-acquisition charge - would
there be any advantage in resorting to restrictions which it
was intended should subsequently be lifted etc so as to
enhance the value of the shares; though this would not of
course apply to restrictions imposed for purposes other than
"value shifting". Finally, this particular advantage of an
initial charge would largely disappear anyway if in the event
it was felt necessary to concede a facility for

deferring/repaying the charge.

29. Second, there might on the face of it be some operational
advantage with an initial charge compared to a post-
acquisition charge particularly in cases where the shares were
subject to more than one restriction, and where those
restrictions were subsequently lifted one at a time. With an
initial charge they could all be valued and "charged" in one
go, at the outset. A similar problem could arise with certain
performance-related rights where achievement by the company of
eg successive performance levels would trigger successive
post-acquisition charges. On the other hand, this ignored the
complications that would arise if there was a deferral/
repayment facility. Moreover, while there might be a
post—acquisition charge in more than one year, this would only
happen if the individual was in fact receiving more than one
lot of benefits as a result of successive manipulation of
rights and restrictions. And, the need to value the effect of
such post-acquisition charges separately could in practice be

reduced in a number of ways, including perhaps by an

1)
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arrangement for grouping all changes in the relevant period
(year of assessment or perhaps even longer) and applying the
post-acquisition charge only once to combined effect of the

changes in that period.

30. Third, there might equally with a post-acquisition charge
be pressure to allow repayment of tax in some cases - eg where
the enhancement in value resulting from the change in rights
etc was not realised in any subsequent sale. However, it
might be easier to resist such arguments here than in the case
of the initial charge because with the post-acquisition charge
a benefit - enhancement in share value - would undoubtedly
have arisen at the time of the charge, even though it might
not subsequently be realised, whereas in the case of the
initial charge the benefit at that stage would be only a

potential one which might never arise.

31. Finally, while both the present growth in value charge
and an initial charge would automatically encompass the
benefit and any acquisition of the shares at undervalue, which
would otherwise fall to be charged under normal Schedule E
rules, this would not happen with a post-acquisition charge
which would be concerned only with post-acquisition changes.
With a post-acquisition charge, therefore, there would be the
added need to ensure that no Schedule E liability at the time

of acquisition was overlooked.

The proscribed restrictions

32. The present S.79 growth in value charge applies if,
immediately after acquisition, the shares acquired by
employees in that capacity are subject to certain
restrictions. There are three categories of proscribed
restrictions: those not attaching to all shares of the same
class, those ceasing or liable to cease at some time after the
acquisition of the shares, and those depending on the shares
being or ceasing to be held by directors or employees of any

body corporate (other than such restrictions imposed by a

12



company's Articles of Association). All of these restrictions
are of a kind that could be used directly or indirectly

artificially to shift value into the the employee shares.

33. There are also certain "deemed" restrictions for this
purpose. Broadly, this covers any restriction flowing from
any contract, agreement, arrangement or condition that would
restrict the employee's freedom to dispose of the shares or to
exercise any rights attaching to them, or that would result in
any disadvantage to him in the event of disposal or exercise.
There is an exception to this which applies where the
restriction is imposed as a condition of a loan that is not a
"related" loan - broadly, one to the employee or a connected
person by the company employing him or some connected company

or person.

34. Such restrictions do not normally affect the value ot the
shares themselves. But they still need to be taken into
account because they do affect the value of the shares to the
particular individual concerned and, therefore, the value that
is relevant for Schedule E purposes in determining whether the
individual acquired the shares at undervalue. If such
restrictions were ignored for purposes of the growth in value
charge, it would be easy enough to circumvent the charge
altogether; employers would simply use this kind of
restriction to manipulate the value of the shares to the
employee concerned, rather than using restrictions that attach

directly to the shares themselves.

35. One other exempted category of "deemed" restriction
concerns pre-emption rights. Broadly, the exemption here
covers a requirement in any contract, agreement, arrangement
or condition that the shares be sold, when the employee ceases
employment with the company in question, to a person nominated
in accordance with the contract etc at a price not exceeding

the market value.

k3



36. The Group agreed that the present three categories of
proscribed restriction would need to be retained under the
proposed new regime and that it would continue to be necessary
to take account of the "deemed" restrictions as well as those

attaching directly to the shares themselves. However,

(a) it would help if the Revenue were to publish some
guidance on the kinds of restriction that were and

were not covered by the legislation.

(b) it needed to be made clear (in the legislation
itself, or perhaps in a Statement of Practice) that
by "restriction ceasing or liable to cease" was
meant not any restriction that was merely capable of
ceasing (this was far too wide ranging, and would
cover practically every conceivable restrictions),
but restrictions that were designed or intended to

cease.

(c) the deemed restrictions as they applied to related
loans might be refined slightly, to make it clear
that restrictions attaching to the loans that were

of a normal commercial nature were excluded.

(d) similarly, it might be possible to limit slightly
the scope of the charge in respect of certain kinds
of pre-emption agreement outside Articles of

Association.
VALUATION

37. The Group agreed that it would be necessary under the
proposed new reygime to have an agreed yardstick for valuation
purposes that was used consistently throughout. However, :
valuation on the normal CGT basis, assuming an open market and
a potential vendor, would not be appropriate in the case of
restrictions that were personal to the individual concerned.

The Group agreed, therefore, that as with "deemed"

14



restrictions the basis used for S.181 purposes would be more
appropriate - ie the "pecuniary worth" of Lhe shares to the

individual concerned.

INTEREST IN SHARES

38. The Group agreed in principle that, as at present, the
new regime would need to cover an interest 1in shares. This
should apply where the interest was specific and not merely
that of a potential beneficiary in a discretionary trust. The
details would need to be considered further but, broadly
speaking, the charge should apply on any enhancement in the
value of the interest due to the lifting of restrictions etc

or to any increase in the size of interest.

SUBSIDIARIES

39. As noted in the Consultative Document, a particular
concern with S.79 is the difficulties that can arise where the
shares concerned are those in a subsidiary company. In such
cases, and even if the shares are not subject to any of the
proscribed restrictions, the employees will - by definition -
not be able to qualify for exemption under the '"control" test.
Nor often in practice will they be able to satisfy the
"majority" test - ie where, apart from the employee shares,
the subsidiary is a company wholly owned by another company
with no other outside shareholders. Generally speaking,
therefore, S.79 will normally apply to catch shares in a
subsidiary company acquired by its employees oulside an
approved scheme - even if Lhere is no abuse. This will also
be so even where the company has a quoted parent and where,
therefore, its shares might otherwise be used under an

approved scheme.

40. In consideration of this issue the Group agreed that

(a) there did appear to be a genuine problem here for

groups in which it was desired to "incentivise" the
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employees and directors of a subsidiary company by
allowing them to acquire shares in that company, and
not eg the parent. This was likely to be
particularly important in the case of "stand alone"
subsidiaries whose trading and other activities were
largely independent of other companies in the same

group.

(b) at the same time, there was considerable scope for
abuse, in the form of value shifting, where the
shares were those in a subsidiary and it was
therefore necessary to retain adequate safeguards
against this. The potential for abuse and the need
for safeguards seemed also to have been accepted in
most of the responses to the Consultative Document,

implicitly if not explicitly.

41. The Group began by considering two broad alternative
approaches, both of which on analysis it felt forced to

reject.

42. The first of these would involve confining any exemption
to "stand alone" subsidiaries, strictly defined. This would
be justified on the grounds that the scope for value shifting
would by definition be less in the case of a subsidiary whose
activities were largely independent of those of its parent and
other companies in the same group. And, this was just the
kind of subsidiary where it would make sense to incentivise
the directors and employees by giving them shares in that

company, rather than in the parent company.

43. However, this approach depended on being able to
construct sufficiently comprehensive tests and rules of what
constituted a "stand alone" subsidiary so as to encompass all
of the ways in which value might in practice be passed to a
subsidiary.- from its parent or other group companies. But in
practice there was an almost limitless number of ways - all in

themselves quite legitimate - in which value could be shifted,

16
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and so undoubtedly very complex legislation would be needed in
order to ensure that only genuinely "stand alone" companies
benefited. There would for example need to be many detailed
rules and tests about the maximum permitted proportion of the
company's output and its inputs that could go to and come from
other group companies, the pricing of any asset transfers from

other group companies, and of head office charges, and so on.

44. Nor would it be sufficient for all of these tests to be
satisfied only for a particular moment in time. They would
need to be satisfied continuously while the shares in question
were held by the employees, or at least for a period of say 7
years consistent with S.79 at present. Also, the greater the
complexity and comprehensiveness of the tests that had to be
satisfied, the greater would be the resource cost to the
Revenue - and probably the companies as well - in monitoring

adherence to those tests.

45. The Group therefore concluded that this approach had to

be rejected.

46. In theory, an alternative approach would be confine the
charge to any artificial growth in value of the employee
shares in the subsidiary. This would obviously involve being
able to identify the "artificial" growth in value, and that in
turn would require some test of motive or main purpose as
regards the action of the parent and other group companies
viz-a-viz the subsidiary, perhaps supported by provisions of
the kind in S.485 ICTA 1970 (sales of goods between connected
persons at an undervalue), or S.280 ICTA 1970 (transfers of
assets within a group at an undervalue giving rise to an

artificial loss for a group company).

47. The Group concluded, however, that such an approach was
simply not practicable, because it would in effect involve
looking into the motives underlying virtually every
transaction between the subsidiary and all other group

companies in order to try to determine the effect of each

147,
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transaction on the value of the employee shares, and whether
the transaction had been undertaken wholly or mainly as a
means indirectly of rewarding the directors or employees of
the subsidiary for their services. And, even if a particular
transaction did involve value shifting to the subsidiary - eg
disposal of an asset to it at substantially undervalue - the
companies concerned might still be able to demonstrate that
there were also genuinely commercial reasons for the

transaction.

48. Nor, more specifically, would provisions modelled on
those in S.485 ICTA or S.280 ICTA be effective. For example,
S.485 was concerned with value shifting in the form of
transfer pricing, but there were many other ways in which
value could be shifted between companies. Similarly, a
S.280-type approach would require the Revenue to look back at
all transactions between the subsidiary and group companies
over many years, and would be a virtually endless exercise -
this would of course impose an enormous administrative burden

for the Revenue and the companies alike.

Possible way forward on subsidiaries

49. Against this background, the Group then considered a sort
of midway, pragmatic solution that would avoid the
difficulties with either of the approaches mentioned earlier,
while still giving reasonable - albeit not complete -

protection against abuse.

50. The proposal as developed by the Group was as follows.
The growth in value charge would remain in a modified form for

shares in a subsidiary. But there would be exemption where

- the directors of the ultimate group parent company
produced each year a statement to the effect,
broadly, that the basis of the operations of the
subsidiary company followed accounting policies

consistently applied, and that there had been no
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change in trading activity or material contracts
such that there had been an "appreciatory
transaction" relative to the rest of the group [for
this purpose, appreciatory transactions would be
defined as those that were other than at arm's
length prices and whose effect had been to increase
the value of the company as a whole by more than

say, 5%]; and

- that statement had been the subject of review and

report by the company's auditors.

For so long as the required statements and reports were
forthcoming, and the Inspector had no reason to challenge
them, there would be no charge. The charge would, however, be
triggered in any year for which these were not available. The
charge itself would then apply to the ‘whole of the growth in
value of the shares over a specified period up to the year in
question. This period should not be more than 7 years, as at
present. It could perhaps be shorter than this, but as a

deterrent against abuse it should not be less than 5 years.

51. The Group also agreed that while, for reasons previously
discussed, it was not possible to construct a watertight
definition of a "stand alone" company, it was still desirable
to try to confine the scope of the exemption to such
companies. It should, for example, be possible to devise a
fairly gencral formula to the effect that the company also had
to be one whose trade, operations, transactions etc were
wholly or mainly independent of other group companies, and to
include this as another of the points to be reported on

explicitly by the auditors in their report.

52. It was agreed that in principle the charge ought not to
be triggered if there had been an appreciatory, value shifting
transaction, but the company was prepared to reverse that
transaction (or the effect of it) and did so within a limited

period. In practice, however, there would be difficulties
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with such a facility eqg where the cmployee had sold the shares
before remedial action had been taken. More generally, an
appreciatory transaction in this context by definition would
be one involving value shifting and the Group agreed it was
difficult to conceive a situation where this could happen
inadvertently - ie without the companies concerned knowing
from the outset that the transaction would involve value
shifting and that this in turn would have consequences under
SO

53. Various other points on subsidiaries were also noted, as

follows

(a) It was for consideration whether the proposed
additional route to exemption should be confined to
cases where the employee/director works wholly or
mainly for the subsidiary company in question, and
for no olher group company. This would be
consistent with the idea of wanting to incentivise
those individuals whose commitment etc was to a
particular subsidiary, rather than to the group as a
whole. On the other hand such a restriction might
be difficult to frame and monitor in practice unless
it took the form of saying that the individual
should work entirely for the subsidiary and no other
group company - but that might be considered too

restrictive.

(b) A parent company could also shift value into the
(minority) employee-held shares by deliberately
increasing dividends paid on the subsidiary's shares
irrespective of whether the company's profits had
also increased. 1In theory this could happen at
present but in practice it was not a problem because
most subsidiaries were in effect outside the present
-S.79 exemptions anyway. The Group agreed, however,
that it was not clear whether in practice companies

would resort to this kind of device, and that there
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were certain checks on their ability to do this
anyway. Action at this stage did not theretore seem
necessary; but the position would need watching in
case, as a result of having let in subsidiaries to a
greater extent than is now possible, serious signs

of abuse did begin to emerge.

(c) It was also noted that there could be a benefit in
cases where the employee shares were acquired
shortly before a company was disposed of outside the
group (or floated in the case of a "singleton"
company), bearing in mind that this would normally
involve not only a boost in the value of the
company's shares generally, but also a
disproportionate increase in the value of any
minority holding - including the employee shares.
One way of dealing with this would be to have a
charge on the incrcase in value unless the shares
had been acquired and held for some minimum period -
say 2 years - prior to the disposal or flotation.
The Group agreed, however, that the introduction of
such a restriction was probably not justifiable,
because the opportunities for securing such benefit
would in practice be very limited, and because other
shareholders who also had a minority holding would
get this benefit as well so it would not be specific

to the employees.

AMBIT OF THE PROVISIONS: "CAPACITY" IN WHICH SHARES ACQUIRED

54. Section 79 at present applies to a person who "acquires
shares in a body corporate in pursuance of a right conferred
on him or an opportunity offered to him as a director or
employee of that or any other body corporate, and not in
pursuance -of an offer to the public". A director or employee
for this purpose includes someone who is to become a director

or employee, and S.79 liability also attaches to shares
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acduired after cessation of employment if those shares were
nevertheless obtained by reason of the former office or

employment.

55. In many cases it will be obvious enough that the
individual concerned has acquired the shares as an employee
and that he is, therefore, rightly within the ambit of the
provisions. In certain other cases, it will be equally clear
that though the individual has become a director or employee
of the company concerned, he nevertheless acquired the shares
in some other capacity. A particular example would be where
the individuals concerned incorporate an existing business of
theirs and they obtain shares in the company in return for the
market value of the assets of that business that they have

vested in the new company.

56. However, it has been suggested - including in a number of
representations - that in certain circumstances individuals
who are (or who become) an employee or director of a company
can nevertheless also be regarded as having acquired the
shares in an essentially proprietorial or entrepreneurial
role, and that in such cases S.79 should not apply at all. As
a particular example of this general proposition, it is also
suggested that shares acquired by employees in the course of a
management buy-out of their company should similarly be
excluded from the ambit of S.79 altogether.

General

57. The Group noted that the arguments in support of these
propositions were hard to pin down, but in essence seemed to
rest on the view that in certain cases it was possible to
regard the shares as having been acquired by the individual
mainly in the capacity of a proprietor/entrepreneur/investor

rather than in the capacity of director/employee.

58. The Group concluded, however, that it was in practice

extremely difficult to draw this kind of distinction and,
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therefore, that there appeared to be no really convincing
reason why S.79 should cease to apply solely because the
shares were acquired by the individual not only as an employee
or director, but in one of these other capacities as well. By
definition, anyone who acquired shares did so partly as an
entrepreneur (ie by investing his own risk capital in the
company) and, by virtue of being a shareholder, as a part
proprietor. But that of itself did not seem sufficient reason
for exempting such shares from S.79 - and indeed the logical
conclusion of this line of reasoning was that S.79 should be
dispensed with altogether. The fact that the employees
acquired the shares in some other capacity as well as that of
employee was not sufficient justification for giving
privileged tax treatment to the employees in respect of
benefits which they got - and which other shareholders in the
company did not - as a result of manipulation of special

restrictions etc attaching to their shares and not others.

59. Moreover, this was tantamount to saying that the employee
who acquired the shares in that capacity should get privileged
treatment, vis-a-vis any special enhancement in the value of
his shares, compared to the employee who similarly invested in
his own company - but in "normal" shares and as a member of
the public - and who instead received a performance-related
salary chargeable to income tax in the normal way. These two
cases were essentially the same and it would clearly be
inequitable to treat the former more favourably than the
latter.

Employee/management buy-outs

60. The Group noted that the argument for exemption here
seemed to rest on the view that in an employee/management
buy-out there were quite distinctive characteristics in
relation to risk, proprietorial initiative and the nature of
the incentive compared to "normal" employee shares incentive:
and that the actions of the managers in obtaining the

necessary financial backing, committing their personal
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resources etc all bore the hallmarks of entrepreneurs even
though the individuals concerned were also or would become

employees/directors of the company.

61l. Again, however, the Group felt that this did not provide
sufficient justification for saying that it should therefore
be possible to use the employee shares as a vehicle for
passing special benefits to the employees and not other
shareholders. It was difficult to avoid the conclusion in
such circumstances that the benefits were coming to the
individual in his capacity as an employee rather than in any

other capacity.

62. Nor in practice was it always possible to draw
distinctions anyway. For example, while it was true that in a
buy-out the employees were acquiring a stake as
"entrepreneurs" and as "part-proprietors" of their own
company, that was true also where the employees were acquiring
only a minority interest. Nor was "control" necessarily a
distinguishing factor bearing in mind that in some buy-outs
the employees might not - at least initially - acquire a

controlling interest in the company anyway.

63. The Group also noted that buy-outs often in practice
seemed to involve precisely the kind of performance- related
share incentive at which S.79 was directed. This might in
part be due to the fact that S.79 did not at present operate
anyway in the majority of buy-outs® LEMas JaperRalle 1o note;
however, that arrangements of this kind were not a necessary
or essential feature of the buy-out itself - in practice they
were usually agreed to by the financing institutions simply

because of competitive pressures.

64. The Group agreed, therefore, that the ambit of the
provisions should remain essentially the same as at present,
with no special exemptions for shares acquired in the context
of an employee/management buy-out or other instances where the

shares were similarly acquired partly in an entrepreneurial/
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proprietorial capacity. It was important to note, however,
that there was no reason why buy-outs as such should be
adversely affected under the proposed new regime - the charge
would only apply if the shares themselves were subject to
restrictions etc and these or the other terms were varied in
such a way as to confer special benefits on the employee
shareholders. Moreover, the present regime sometimes made it
necessary to structure the buy-out in a particular and perhaps
not ideal way simply in order to avoid inadvertently bringing
the shares within the ambit of the growth in value charge; the
suggested new regime would help reduce that kind of
difficul tys

65. The Group also agreed, however, that it would be helpful
if the Revenue published some guidance with illustrative
examples of those cases it regarded as being within or outside
the scope of the provisions. It was also agreed that the
precise wording of the present legislation might be improved

to remove certain slight ambiguities.

OTHER MATTERS

66. The Group also considered numerous more detailed and
technical points that were raised in representations and
elsewhere. It was noted that a number of these points would
fall away if the substantive changes considered by the Group
were adopted, and that other would need to be dealt with as

appropriate and on the basis agreed.
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SECRET

THE BOARD ROOM
INLAND REVENUE
SOMERSET HOUSE

FROM: A J G ISAAC
DATE: 16 gury 1987

Financial Secretary

UNAPPROVED EMPLOYEE SHARES: REVIEW OF SECTION 79 FINANCE ACT
1972

1 I attach a report by Mr Prescott on the outcome of the

informal consultation exercise set in hand on Budget Day.

2 I do not wish to comment in detail on Mr Prescott's report
which is, I hope, self explanatory. As you will see, his working
group have identified several changes which could be made to
Section 79 which, while broadly maintaining the effectiveness of
this anti-avoidance provision which there is general agreement
remains necessary, should go some way towards meeting the current

eriticisms of 1€

35 I should, however, like to comment briefly on the possible
interaction between the proposals on Section 79 and the wider
reform of personal taxation which Ministers are considering
(hence the much more restricted circulation of this covering

note) in relation to the future handling of this review.

4. Essentially, Section 79 is concerned with preventing the
conversion of income into capital gains. If income and gains
were in future to be charged at (broadly) the same tax rates, the
question would inevitably arise how far Section 79 and similar

anti-avoidance provisions were any longer necessary. We shall be

cc Chancellor Chairman
Chief Secretary Mr Isaac

Mr Scholar Mr Beighton
Mr Lewis
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sending the Chancellor a preliminary note on this shortly,
following the discussion of my note of 22 June on Tax Reform -

removing shelters and anti-avoidance provisions.

5.2 As we see it, while the large annual exempt slice of gains
remains - and there are other advantages within the capital gains
field such as indexation relief - there will remain an incentive
to convert income into capital gains. If that is Ministers' view
also - and clearly the judgement can only be preliminary at this
stage, depending among other things on exactly how the personal
tax package turns out - there need be (at worst) no embarrassment
in announcing in the Budget a package of reforms to Section 79 at
the same time as announcing plans for more closely aligning the

taxation of income and gains.
[0 I am not sure that we need to prejudge, at this stage,

(a) the question of substance, whether the incentive for
income/capital conversion will be reduced to the point
where the existing safeguards against avoidance here

can be reduced or even removed altogether; and

(b) the question of timing, whether any initiative in this
direction should be a starter for 1988 Finance Bill, or
for subsequent years in the light of experience g? say
in my note on the wider aspects, there are issues here

of Budget Security, and resources).

On balance, the best course at this stage seems to be to press
on, as Mr Prescott recommends, with a further round of
consultation in the Autumn based on draft clauses. This
expectation has already been set up in the consultative document

issued at the time of the Budget.

e In short, our advice is that the Section 79 exercise should
proceed, at least for the time being, independently of wider

personal tax reform. It may be, however, that the prospect of



reform will in the event justify accepting risks (for example, /
the relaxation which Mr Prescott proposes in the treatment of >\
shares issued by certain subsidiaries of unquoted companies)

which have not been judged acceptable previously.
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25 FINANCIAL SECRETARY ,

UNAPPROVED EMPLOYEE SHARES: REVIEW OF SECTION 79, FINANCE ACT
EQ7Z

2 e You will recall that the purpose of this review -
announced on Budget Day - was to explore the scope for
simplifying and improving the wide ranging anti-avoidance
provisions in Section 79, consistent with their underlying
purpose. A Consultative Document was published and
representations were invited in the normal way. More
unusually, however, the review was undertaken with the
assistance of a small informal group of outside practitioners

who have expertise in this area.

2 The first part of the review is now complete - formal
responses to the Consultative Document have been analysed
carefully, and the Working Group has completed its
deliberations. A note summarising the Group's discussions and
conclusions is attached, together with a second note

summarising the responses to the Consultative Document.
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3. This note sets out our recommendations, which are for major
recasting and simplification of the present provisions. We
also recommend publication - in the autumn - of a further
Consultative Document with draft Clauses incorporating the
proposed changes, with a view to legislation in the 1988
Finance Bill. It would obviously help us and Parliamentary
Counsel in getting ahead with this work if Ministers were able
to reach a decision before the Summer break on whether they

wish to proceed to this next stage.
BACKGROUND

4. Section 79 is an important anti-avoidance provision. It
brings into income tax certain benefits relating to shares
acquired by employees and directors in that capacity (ie and

not as ordinary investors), and outside an approved scheme.

5. The main, growth in value, charge applies to employee-
acquired shares whose value is capable of being artificially
manipulated, to the benefit of the employees, either because
the shares are subject to certain kinds of restriction or
because they are of a class that is not widely available other
than to the employees. The charge - to income tax - is on the
whole of the growth in value of the shares and arises 7 years
after the date of acquisition or, if earlier, when the shares
are disposed of or the restrictions are lifted. There are
certain exemptions. In particular, the charge does not apply
where, immediately after acquisition, the shares are not
subject to any of the proscribed restrictions and, very

broadly, either

- the majority of shares of the same class, excluding
those held by an associated company of the company
concerned, were acquired other than by the employees
and directors in that capacity (the "majority" test)

or



- the majority of shares of the same class (again
excluding any held by an associated company) were
acquired by the employees or directors in that
capacity and who as holders of those shares were able

to control the company (the "employee-control” test).

These two tests are a pragmatic'attempt at excluding cases
where the scope for abuse is likely to be limited. For
example, the majdrity test is likely to deter companies whose
real aim is to confer special benefits on the employees because
of the greater cost of having to give similar benefits to other
shareholders with shares of the same class. Similarly, if the
employees have majority control there is unlikely to be any
advantage in shifting value from one share held by an employee

to another such share.

6. A second charge applies to various other special benefits
which employee shareholders might receive from the company in
respect of their shares, and which for various reasons would
not otherwise be within the normal charge to income tax. A
particular example is bonus shares that might otherwise be

issued to the employees but not to other shareholders.

75 In the case of both charges, Section 79 is founded on the
view that these benefits are in reality part of the emoluments
of the individual's office or employment, in essence no

different from his other remuneration, and that they should be

taxed as income accordingly.

8 The provisions were introduced in 1972 to counter a
variety of such arrangements whose use was becoming widespread,
with the prospect of very considerable tax avoidance. The
original provisions were subsequently extended on a number of
occasions to counter various more sophisticated devices that

emerged from time to time.

< As noted in the Consultative Document, however, the

Section has - particularly in recent years - become a source of



t

criticism and complaint. Almost all of these criticisms
concern the growth in value charge and the fact that it applies
to the whole of the growth in value of the shares over the
period in question, including any "normal" growth reflecting
the company's underlying performance; and, moreover, that this
applies even if the offending restriction which caused

Section 79 to bite had no significant impact on the value of
the shares, or where - in the case of unrestricted shares - it
was not possible to satisfy the majority or control test but
there was nevertheless no artificial pumping of value into the

employee shares.

10. The provisions are frequently also criticised for their
length and complexity, though this is to some extent inevitable
given the complexity of devices that might be adopted in
practice by those determined to abuse the system. In addition,
however, the Section attempts to counter the abuse by means of
objective rules and tests that have the advantage - in itself
an important one - of providing certainty as to whether the
Section applies in a particular case, but that again inevitably

adds to the complexity.
RESPONSES TO THE CONSULTATIVE DOCUMENT - GENERAL

11. We have had 25 responses, including those from most of the
main representative bodies as well as from the leading
practitioners in this area. These were all concerned almost

exclusively with the growth in value charge.

12. The decision to review Section 79 was universally welcomed
in the responses, as was the setting up of the informal Working
Group. A number of respondents also expressed the hope that
there would be a further Consultative Document, with draft

Clauses, once Ministers had reached decisions on the review.

13. 1In almost all the responses the need for some kind of
anti-avoidance provision in this area was accepted, implicitly

if not explicitly, albeit with strong reservations about



Section 79 in its present form. It was also generally accepted
that the shares of a subsidiary company were a special problem,
because of the considerable additional scope for abuse - by
artificially shifting value into the subsidiary - that existed
in such circumstances, even if the shares were not restricted
or of a special class.

1l4. One general possibility mooted in the Consultative
Document was that of replacing the present objective rules and
tests in Section 79 with provisions specifically designed to
operate only in cases that were motivated by avoidance or
abuse. The Consultative Document noted, however, that even if
this was practicable, provisions based on such a motive or main
purpose test would - in the very nature of such tests - be more
subjective, and less certain and clear-cut than the present

provisions.

15. Not all respondents commented on this aspect explicitly.
Nevertheless, views on this were usually implicit and, overall,
there was a clear consensus in favour of sticking with an
objective approach, based on rules and tests that were certain
and clear-cut. Some respondents also recognised that though
motive/purpose tests were used elsewhere in the tax code, they
would for a variety of reasons be largely unworkable anyway in
the particular circumstances of unapproved employee share
schemes. This latter conclusion was also firmly endorsed by
the Working Group - see paragraphs 13 to 16 of the Note of its

discussions.

GROUP'S ANALYSIS

16. As you know, the four outside practitioners on the Group
were selected not only because they were senior people with
directly relevant expertise in this area, but also on the basis
that we wanted someone from each of the main "constituencies"
with an ongoing interest in S.79. Their participation

obviously adds weight to the Group's conclusions.



17. Because the practitioners were participating on an
informal and personal basis, the Group decided it would not be
appropriate for it to produce a formal report with
recommendations as such. It has nevertheless produced what
amounts to much the same thing - agreed analysis of the
problems with conclusions on how best to tackle them, as
summarised in the note attached;} The Group has worked pretty
intensively - six fairly lengthy meetings in two months - on
the basis of papers prepared by the Revenue and the
practitioners, and thorough analysis of the formal responses to

the Consultative Document.

Underlying purpose of provisions

18. As you will see (paragraphs 4 to 12 of the Note) the Group
agreed that there was undoubtedly potential for abuse here,
involving the use of shares acquired by employees outside an
approved scheme as a vehicle for passing to the employees
benefits that were not available to other shareholders as well
- such that the employee shares grew in value by significantly
more than the company's shares generally. Specifically, this
might involve artificially boosting the value of the employee

shares either by

- subjecting them to restrictions of a kind that could

be used to manipulate their value,

- or by using employcc shares o[ a special class such
that their value could be enhanced by the granting of

special preferential rights,

- or by "value shifting" in other ways, where the

employee shares were those in a subsidiary company.

19. The Group agreed that for so long as a substantial
differential existed between effective rates of tax on income
and on capital gains, the incentive to convert inc¢ome to

capital using this kind of scheme would continue and so,



therefore, would the need for anti-avoidance provisions to
deter this. As I say, this was also accepted implicitly or
explicitly in virtually all of the representations. Nor did
the Group see any inconsistency between the desire to encourage
wider employee share ownership and the introduction of the
approved schemes on the one hand, and the retention of

Section 79 or something like it:on the other. These provisions
were concerned with particular kinds of abuse involving shares
acquired by employees outside the approved schemes, and to a
large extent the kind of shares involved would be mutually

exclusive anyway.

Alternative to growth in value charge

20. As noted, the main criticism of the present growth in
value charge is that it applies to the whole of the growth in
value of the shares in question, not just to any "artificial"
growth resulting from manipulation of restrictions etc. The
Group agreed, therefore, that subsidiaries apart (where, as
explained later, special problems exist and different solutions
are needed) the growth in value charge should be replaced

altogether with a much more narrowly targeted charge.

21. The Group identified two alternative approaches. Under
the first of these, there would be an initial charge to income
tax at the time of acquisition of the shares, based on the
difference between the value of the shares ignoring the effect
of any restrictions attaching to them and the price paid for
them by the employees. But there would also need to be a
second charge to deal with cases where value was shifted into
the employee shares by attaching a new or enhanced right to
them sometime after acquisition. This post-acquisition charge
would apply to the increase in the value of the employee shares

resulting from the new or enhanced right.

22. The second option would be to dispense with an initial
charge, and have just the one - post-acquisition - charge to

income tax if and when there was an increase in the value of



the shares after acquisition as a result either of the lifting
or variation of a proscribed restriction, or the attaching of
some new or enhanced right, the charge to apply at the time
that the restriction was removed or the right attached. Again,
the charge would be based on the difference between the market
value of the shares immediately before and after the change.
23. In both cases, the post-acquisition charge would not apply
if the majority of the shares affected by the enhancement of
value in question were held by other than the employees and/or
an associated company of the company concerned. This
adaptation of the existing majority test would serve to
restrict the charge to cases where the employee shares were
being injected with value but others were not. The provisions
for the post-acquisition charge would also need to be framed so
as to apply where the value of the employee shares was being
increased indirectly - ie by subjecting the non-employee shares

to some new restriction or loss of rights.

24. The pros and cons of these two alternatives are set out in
paragraphs 17 to 31 of the Group's Report. As you will see,
there are a number of considerations that need to be weighed
carefully, and the choice is not clear cut. The Practitioners
were themselves divided and the Group was not, therefore, able

to come down firmly in favour of one option or the other.

25. As you will see, the Group did agree that conceptually the
second option - a post-acquisition charge only - was the

correct one. A major drawback of an initial charge is that it
could result in the employee being taxed on a benefit that he
did not receive - ie if, in the event, the "offending"
restriction was not subsequently lifted or varied. A
post-acquisition charge by itself avoids these difficulties. It
would focus the provisions narrowly and specifically on the
target intended - ie there would be a charge only if, when and
to the extent that a benefit reflecting special features of the

employee shares actually arose.



26. On the other hand, one potentially desirably effect of an
initial charge is that it might discourage people from
resorting to the use of restrictions in the first place, and
some of the Practitioners on the Group were particularly
concerned that if there was only a post-acquisition charge this
might actually encourage the use of restrictions - ie compared
to a regime in which there was én initial charge as well or, a
fortiori, to the present much harsher regime. The reasons why
this might happen are not entirely clear, especially as there
would be no advantage in applying restrictions with the
intention subsequently of lifting them etc so as to shift value
into the employee shares, because a post-acquisition charge
would still arise. The worry, however, seems to be partly that
restrictions generally are "suspect" and should be positively
discouraged by the tax system; and partly that ingenious tax
planners might find ways of attaching a large bundle of
restrictions, each on its own having an insignificant effect on
share value, which could then be lifted one by one such that
value was shifted into the shares over a period of time but
without there being a big enough shift at any one time to

trigger the post-acquisition charge.

27. An important point relevant to the choice between these
two options is the judgment whether with an initial charge
there would also have to be a facility for deferring/repaying
tax if in the event the restrictions were not lifted etc and no
value was shifted into the employee shares. The Group as a
whole was agreed that such a facility would largely defeat the
point of an initial charge, including any effect it might have
in discouraging the use of restrictions in the first place. As
I say, this is a matter of judgment but we ourselves are much
less sanguine than some of the Practitioners about the
prospects of being able to resist the inevitable pressure that
there would be for such a facility. And, if a facility was
conceded, there would then also be the more fundamental
criticism that it was perverse and operationally inefficient to
devise a system for raising a charge and then waiving or

repaying it if the benefit did not subsequently arise, rather
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than - which would be the case with a pnst-acquigition charge
on its own - simply raising the charge only if and when it does

actually arise.

28. This is something that you will obviously want to consider
carefully. Our own feeling is that on balance a post-
acquisition charge on its own, Q@thout an initial charge, would
be the better option. This is mainly because it is
conceptually the right answer, focusing the provisions
specifically on the target intended, but also because of our
doubts whether in practice it would be possible to have an
initial charge without a tax deferral/repayment facility. We
accept that there would be a risk of encouraging more use of
restrictions than otherwise, though as the Group itself noted
the difference in this respect between an initial charge plus
post-acquisition charge and a post-acquisition charge on its
own would be much less significant anyway than the difference
between either and the growth in value charge which they would
be replacing. And, it might be possible to counter the "slow
drip" problem (paragraph 26 above) by some kind of arrangement
for applying the charge to the combined effect of a number of

such changes over specified periods.

"Restrictions™"

29. There are three kinds of proscribed restriction*, all of
which could be used directly or indirectly artificially to
shift value into the employee shares. The Group agreed that
all of these would need to be retained - a point which also
seems to have been accepted implicitly if not explicitly in the

representations. It would also be necessary to continue Lo

*Those not attaching to all shares of the same class; those
ceasing or liable to cease at some time after the acquisition
of the shares; and those depending on the shares being or
ceasing to be held by directors or employees of any body
corporate (other than such restrictions imposed by a company's
Articles of Association).

10



take account of certain "restrictions" that attach to the
individual concerned, rather than directly to the shares
themselves. If such restrictions were ignored, it would be

easy enough to circumvent the charge altogether.

30. There might, however, be certain minor changes to help
simplify and limit the scope of‘¢he present definition. The
Group also agreed that it would be of considerable help if the
Revenue were at some stage to publish guidance on the kinds of

restriction that were or were not covered by the legislation.

Subsidiaries

31. Section 79 in its present form causes particular concern
where employes acquire shares in a subsidiary company. Even if
the shares are not subject to any of the proscribed
restrictions, the employees will not - by definition - be able
to quality for exemption under the "employee control" test
mentioned at paragraph 5 above; nor usually will they meet the
alternative "majority" test. Generally speaking, therefore,
Section 79 is likely to catch shares in a subsidiary even if
there is no abuse or where the company has a quoted parent and
where, therefore, its shares might otherwise be used under an

approved scheme.

32. An important aim of the review, therefore, was to find a
solution to the subsidiary's problem, and it was particularly
helpful to have on the Working Group a practitioner

(Mr Wakeford) nominated by the Unquoted Companies Group. There
were also many representations on this aspect in the responses

to the Consultative Document.

33. The Group concluded that there did appear to be a genuine
problem here for groups where it was desired to "incentivise"
the employees and directors of a subsidiary by allowing them to
acquire shares in that company, rather than eg in the parent.
This was likely to be particularly relevant in the case of

"stand alone" subsidiaries whose trading and other activities

i



were largely independent of other companies in the same group.
At the same time, however, the Group agreed that shares
acquired in a subsidiary offered considerable additional scope
for abuse - even if the shares were not subject to restrictions
or of a special class - because of the numerous ways (eg
transfer pricing, transferring assets at undervalue, etc) that
value could be shifted to a subé@diary and, therefore, into a

minority holding of employee shares.

34. While relaxation of the present rules is desirable,
therefore, it is also necessary to retain adequate safeguards
against abuse. The extra scope for abuse, and the need to
safeguard against it, was also recognised in most of the

responses to the Consultative Document.

35. The Group examined a number of possibilities, some which
it felt forced to reject. One possibility would be to confine
exemption to "stand alone" subsidiaries, strictly defined. But
because there is an almost limitless number of - legitimate -
ways in which value can be shifted between companies of the
same group, very detailed and extensive rules, tests and
definitions would be needed to ensure that only genuinely
"stand alone" companies benefited. And there would be
considerable resource costs for the Revenue - and probably for
companies as well - in monitoring adherence to such tests. A
second alternative would be to confine the charge to any
artificial growth in value of the employee shares in the
subsidiary, but the Group concluded that such an approach was
simply not practicable because it would involve having to
examine the motives underlying virtually every transaction

between the subsidiary and other group companies.

36. As you will see (paragraphs 49-53 of the Note), therefore,
the Group tried to develop a sort of midway, pragmatic solution
that would avoid the difficulties with either of the above
approaches while at the same time still giving reasonable -

albeit not complete - protection against abuse.

12



37. Under this proposal, there would, as with the suggestion
for other shares, be a need to tax any increase in value from
changes in restrictions or rights attaching to the shares. As
noted, however, value could still be shifted into the shares in
other ways in the case of a subsidiary, and so a further set of
rules would be needed to deal with this possibility. 1In
essence, this would involve retéining a growth in value charge

but with a let-out where

- the directors of the ultimate group parent company
certified that the basis of the operation of the
subsidiary company followed accounting policies
consistently applied, and that for the year in
question there had been no change in trading activity
or material contracts such that there had been an
"appreciatory transaction" relative to the rest of

the group:; and

- that statement was supported by a report from the

company's auditors and

- (in an attempt still to target as much as possible on
"stand alone" subsidiaries) the auditors confirmed in
their report that the company was, in effect, one
whose trade, operations, transactions etc were wholly

or mainly independent of other group companies.

38. For so long as the required director's statements/
auditor's reports were forthcoming, and the Inspector saw no
reason to challenge them, there would be no charge. The charge
would, however, be triggered in any year for which these were
not available and would then apply to the whole of the growth
in value of the shares over a specified period up to the year
in question. This period should not be more than 7 years - as
at present. It could perhaps be shortened, but as a deterrent

against abuse should not be less than 5 years.

13



39. As a further safeguard, the exemption for shares in a
subsidiary might be confined to cases where the individual
concerned was an employee or director of the subsidiary only
and works for no other group company. This would be consistent
with the idea of wanting to incentivise those individuals whose
commitment etc is to the particular subsidiary, rather than to
the group as a whole. It might'be appropriate for example to
adopt the "whole time" requirement (at least 25 hours a week)

that applies for the approved schemes.

40. This proposal would represent a significant relaxation on
the present regime which, in practice, operates to catch
virtually any case involving shares in a subsidiary. So far as
we can tell it would meet many of the more general points in
representations, and Mr Wakeford is confident that it would be
acceptable to organisations such as the Unquoted Companies

Group who have the closest interest in this matter.

41. At the same time, however, it has to be recognised that
the proposal would have some rough edges. For example, the
provisions might still operate at the margin to catch cases
where there was no real abuse but where the conditions for
exemption could not be satisfied eg because the company was not
largely "stand alone". On the other hand, directors'
statements and auditor's reports of the kind described - and of
course the precise terms of these would need working up in much
more detail when it came to drafting the legislation - would be
far from watertight, and so would probably act as a safeguard
only against more obvious and blatant forms of abuse. These
certificates and reports may also (as for PRP) be criticised as
an "unnecessary" compliance burden for companies; but they are
of course inescapable since they are of the essence in relation

to the proposed relaxation.

Ambit of the provisions

42. As noted earlier, the provisions at present apply to

shares acquired by employees and directors in that capacity but

14



it has been suggested - including in a number of the
representations - that in certain circumstances individuals who
are (or who become) an employee or director of the company can
nevertheless also be regarded as having acquired the shares in
an essentially proprietorial or entrepreneurial role, and that
in such cases Section 79 should not apply. A particular
example of this general proposition is shares acquired by
employees in the course of a management or employee buy-out of

their company.

43. As you will see, the Group saw no reason for change here
either generally, or specifically in relation to management
buy-outs. In either case, this boils down to saying that there
is no obvious reason why shares whose value is artificially
enhanced by manipulation of restrictions attaching to them etc
should get privileged treatment merely because the shares were
acquired by the individual not only as an employee or director,
but in some other capacity as well or in the context of a
management buy-out. Apart from anything else, this would
clearly be inequitable vis a vis the employee who similarly
invests in his own company - but in "normal" shares and as a
member of the public - and who receives a performance-related

salary that is chargeable to income tax in the normal way.

44. Nevertheless this something of a grey area and it clearly
would be desirable, as agreed by the Group and suggested in
some representations, for the Revenue to publish some guidance
on the sorts of case that were considered to be either within

or outside the ambit of the provisions.

45. There seems no reason why the proposed changes should
adversely affect buy-outs as such - indeed they should help in
that it is sometimes necessary to structure a buy-out in a
particular and perhaps less than ideal way simply to avoid
inadvertently being caught by the present growth in value
charge. On the other hand it has to be recognised that
buy-outs often in practice involve precisely the kind of

performance related restriction that these provisions are aimed

15



at. It is important to note however that such restrictions are

not essential to buy-outs as such.
RESOURCE IMPLICATIONS

46. We anticipate that the proposed post-acquisition charge
would involve some additional.gesource cost compared with the
existing S.79 procedures. However, we do not expect the amount
to be significant though we cannot form any estimate until the
procedures have been worked in more detail. In theory there
would be rather more occasions of charge than at present, (ie
whenever a benefit arose as a result of varying the
restrictions or rights) so that there might also be a need for
advice more often on share valuations. In practice, however,
we would issue guidance on this to Districts and so reduce
referrals to our Shares Valuation Division in cases where the
effect of variation on share values was small and so could be
ignored on de minimis grounds. (The resource cost would be
greater if there was also an initial charge with a
deferral/repayment facility). The proposal concerning
subsidiaries would have a minimal additional resource cost

compared with the present regime.
TIMING OF PROPOSED CHANGES

47. The details of this have still to be sorted out. However,
the new provisions - initial charge and/or post-acquisition
charge - would obviously apply to shares acquired after the
start date. More problematic is the question whether shares
acquired earlier and which are now within the ambit of the
growth in value charge should become liable instead to the new,
and generally speaking, much lower post-acquisition charge.
There would be no real objection to this in cases where there
had so far been no "artificial" growth in value of the shares
but in practice we would have no way of beiné able to separate

sheep from goats.

16



RECOMMENDATIONS AND NEXT STEPS

48.

Clearly, there are many aspects of these proposals that

need working up carefully in more detail. At this stage,

however, what we seek 1is your

49.

agreement to the broad outline of the provisions that
we are recommending should replace Section 79 in its

present form, and

authority to instruct Parliamentary Counsel on
preparation of the draft Clauses, with a view to
publication by the late autumn and enactment in the
1988 Finance Bill. Although we have had invaluable
benefit from the advice of the Working Group; we
envisage that the draft Clauses should be published
on a fairly "green" basis because it seemé possible
that both the proposals themselves and the details
may attract a fair amount of comment. We would of
course report back to you before publication not only
with a draft document and Press Release but also on
any further points of substance which arose during

the course of drafting the new provisions.

On substance, our main recommendations are as follows

(a)

The present "special benefit" charge in Section 79(7)
should be retained (see paragraph 6 above), but the
main - growth in value - charge should be replaced
altogether by a new more narrowly targeted charge.
Though the considerations concerning an initial
charge need to be weighed carefully, the better
option is probably that of having only a single,
post-acquisition, charge that would apply on any
increase in the value of the shares resulting from
the removal or variation of a proscribed restriction,
or from the attachment of a new right, the charge to
apply at the time that the restriction is removed or

the right attached. (See paragraphs 20-28 above).
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(b) For this purpose, the present three categories of
"proscribed" restriction would be retained, as would

the "deemed" restrictions. (Paragraphs 29 and 30).

(c) The growth in value charge should be retained, in
modified fofm, for shares in a subsidiary company but
with a let-out for "étand alone" companies and/or
companies where there have been no appreciatory
transactions, based on certification in an
appropriate form by the directors of the group parent
company with supporting reports from the subsidiary's

auditors. (Paragraphs 31-41 above ).

(d) The ambit of the provisions should remain essentially
the same as at present, with no special exemption
merely because the shares whose value is manipulated
are acquired by the employees in some other capacity
as well - eg in the context of a management buy-out.

(Paragraphs 42-45 above).

50. The Working Group also saw considerable merit in
incorporating these changes in a completely new free standing
provision, rather than seeking to introduce them by amending
Section 79 itself. This is largely a matter of presentation
but one to which the Practitioners on the Group in particular
attached importance. Though the result may be identical, a
new, free standing provision would look more like a clean sweep
and might also make it easier for people to understand the
changes. We have already mentioned this informally to
Parliamentary Counsel and he would be prepared to try tackling

the drafting in this way.

51. We also propose - if you agree - to continue to consult
the Practitioners if and when necessary in working up detailed
proposals in the draft Clauses. They have all indicated that
they would be prepared to go on helping in whatever way they

can, subject of course to other demands on their time.
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52. Finally, we have not as yet had meetings with any of the
representative bodies or other respondents to the Consultative
Document to discuss their representations in detail. This is
largely because the responses contained no real surprises, and
as indicated there is a fair amount of support in
representations for the kind of changes which the Working Group
itself has been considering aﬂd which we are now recommending.
But it might well be helpful to meet some of them once draft
Clauses had been published.

M PRESCOTT
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shares (under his priority rights) as that paid by outside
investors. In effect, we have been prepared to treat the "offer
price" as a reasonable proxy for the market price at the point in
time (perhaps a few days or a week or so later) when the shares
are allotted to him. In justifying this practice, we have relied
on the (I would hope generally reasonable) presumption that a
private sector company and its harket advisers will fix the
"offer price" of a share issue at something approaching the
maximum level which they can reasonably expect outside investors
to pay (having reasonable regard to the risks inherent in a
market share issue and the need to maintain a "good market" for
the company's shares thereafte{) To put it another way, the
company's shareholders will not'normally want to give away to
outside investors a part of their company for nothing, or for

less than its fair market value.

5 On the whole, I think that this has up to now been a
reasonable - and reasonably beneficent - interpretation of the
statutory position. But I have to accept that, in the case of
some recent share issues, it has stretched the proper

interpretation of the law to its limit - and it may be beyond it.

6. However that may be, with the benefit of hindsight, we have

now to recognise that the success of the recent privatisation

issues has created something of a new position - and the present
problem.
7 o In this context, my main concern is not with the apparent

belief by some people that small private investors will always
make a profit from new share issues, and stags are invulnerable.
Certainly, that fashion has contributed to the (in this context
troublesomely) large premiums on certain recent private sector
share issues - Laura Ashley and Tie Rack. However, valuation is
not an exact science. And, sooner or later, life will burst that
bubble, like others before it.

8. The problems, for tax purposes, come from a combination of

features of the recent privatisation issues themselves: the



consistently very large premiums which recent issues have

commanded; the fact that large premiums have been expected in the
market, and widely forecast in the press, even at the time when
the "offer price" has been fixed; and the fact that all this is
itself consistent with the terms of the issues themselves, with
preference for small investors and sharp scaling down of larger
investors, suggesting that the térms may not have been fixed
exclusively with a view to fixing the "offer price" at the
maximum level which an outsider investor might be expected to
pay. Taken together, it has become unrealistic - and
commentators have increasingly said it is unrealistic - to claim
that the "offer price" in these issues is (in law) the true value

of those shares at the time when they are allocated.

9. The recent BAA issue represents the most extreme case yet.
The tender element in that offer carries the clearest possible
inference that the fixed price does not represent a genuine view
of the true value of the shares, at the price that they may be

expected to trade in the market.

10. Against that background, we need to consider the way

forward, with you and the Treasury.

- Must we, however reluctantly, enforce the statutory tax
charge, in the light of the clear legal advice we have
received, and the facts of individual share issues?
Should this apply to both private sector and public
sector issues - subject of course to the normal
commonsense tolerances for the uncertainties of the

valuer's art?

- Or do you wish to legislate, effectively to validate
existing practice? If so, again, should legislation
cxtend Lo private and public sector issues alike?
Given that legislation would need to have some
statutory rules, which of the options discussed in

Mr Prescott's note do you wish to adopt?



. 11. As you know, there is some urgency to decide the way forward
both because of the press speculation and the need to get the

arrangements for future privatisations settled.

~ycit
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TAX TREATMENT OF PRIORITY EHPLOYﬁE SHARES IN COMPANY FLOTATION

15 In my note of 16 June about the BAA privatisation, I said
that in view of advice from our Solicitor we needed urgently to
review our practice for the future concerning the tax treatment
of the benefit derived by employees from a priority allocation
in a sale of shares in their company. This is of particular
relevance to the privatisation programme, but the issues
involved apply also to private sector flotations. With
disposal of the Government's remaining shareholding in BP
scheduled for the autumn - and some speculation in the press
arising out of the BAA flotation that Ministers are reviewing
the position - the matter needs to be resolved as quickly as

possible.

2. This note sets out the problem and examines the options.
You may find it helpful to have a discussion with us and the

official Treasury to decide the best way forward.

BACKGROUND

3% Under Schedule E, an employee is assessable to income tax

on all the emoluments from the employment. The term
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"emolument" is very wide, and is defined to include all

"salaries, fees, wages, perquisites and profits whatsoever".

4. It is well established law that if an employee is able in
that capacity to acquire shares outside an approved scheme at a
cost less than their true value, the difference between the
cost and the true value at the time of acquisition is taxable
as an emolument of his employment. This is clearly right in
principle - such benefits are akin to other remuneration and

they should be taxed accordingly.

5 It is also well established case law that there is

liability where a company is floated by a tender offer and the

employees are able - because they are employees - to acquire
shares at a lower price than members of the public. Thus, if
employees are allowed to apply for shares at a price set before
the outcome of the tendering is known which is lower than the
eventual striking price, they will be liable to tax on an

amount reflecting the difference.

6. We assume in what follows that Ministers would not wish to
disturb these general principles. Certainly, they seem to be
fairly widely accepted, and so far as we aware no one is

seeking seriously to challenge them.

Fixed price offers

75 It is common when floating a company by a fixed price
offer to reserve for the employees some shares for which they
can apply at the same price as members of the public. If the
offer is over-subscribed the priority allocation may be of
value to the employee. The first, and most important question
for consideration, therefore, is whether even though the
employees pay the same price for the shares as the public, they
nevertheless derive a benefit from the priority allocation that

is chargeable under Schedule E.

8. Our published practice hitherto has been not to seek a
Schedule E charge in such cases. This has been mainly on the
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grounds that because the employees were paying the same price
for the shares as everyone else, they could not be regarded as
having acquired the shares at undervalue. As explained in my
previous note, however, this practice evolved at the time when
substantial over-subscription was rare, and when, therefore,
the fact that the employees were able to buy more shares than
members of the public was not ali that significant anyway. But
more recent flotations - including certain privatisations -
have shown that the benefit of a priority allocation can be
very valuable if the offer is heavily over-subscribed and from
the outset the value of the shares is at a premium over the
offer price. The table attached gives the outcome of some

recent share issues.

O We are now advised that such a benefit is almost certainly
chargeable under Schedule E, though of course we could only be
certain about this if the point was tested in the Courts. As I
mentioned in my previous note, it is perhaps also significant
that our present practice is beginning to be questioned by

informed commentators.

Hybrid schemes

10. You will recall that an additional feature of the BAA
flotation is that it is a hybrid scheme, involving an offer by
tender as well as a fixed price offer with priority for the
employees in the latter. If the offer as a whole is
over-subscribed, employees will thus be able to buy at the
fixed offer price quantities of shares which members of the
public could only obtain under the tender offer at a higher

price.

11. As you know, we felt able to justify not seeking a charge
in the BAA case, mainly because it would still be primarily a
fixed price offer (at least 75%) and our practice hitherto in
respect of fixed price offers has not been to seek a charge.
In any event, it would clearly have been wrong to change our

practice in advance of considered legal advice and a review of
the whole field. But we do now need to review our practice
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urgently for future flotations. Even if there was not a
problem concerning fixed price offers, a hybrid scheme in
which, say, the tender/fixed offer proportions of the BAA case
were reversed would look much more like a straightforward
tender scheme of the kind in which the employee would almost
certainly be held by the Courts to be getting a benefit taxable
as an emolument. So we need to iook at both hybrid and fixed

price offers.
FIXED PRICE OFFERS - MEASURE OF THE BENEFIT

12. It is necessary to consider carefully what precisely is
the nature and the measure of the benefit of a priority
allocation in a fixed price offer. This will depend on the

facts in each particular case.

13. It is incontrovertible that if the employees - and they
alone - are given the right to a priority allocation, that
right is acquired by them in their capacity as employees. But
this of itself will not necessarily confer a benefit of any
value - if the offer is not over-subscribed, so that every
member of the public gets the number of shares he applies for,
the priority right will in the event be of no monetary value to
the employees. A priority allocation will, therefore, only

confer a benefit of value to employees if

- the offer is over-subscribed, such that a
non-employee who applies for the same number of
shares as the employee in question will have his
offer scaled down so that he gets fewer shares than

the employee, and

- the shares are at a "premium" from the outset - ie
from the date of allocation - so that their "market
value" at time of acquisition exceeds the price

actually paid for them.

The measure of the benefit would then be the number of extra
shares that the employee gets compared to the non-employee who
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applies for the same number, multiplied by the difference
between the value of the shares at the time of allocation and

the price paid.

14. Whether the benefit is large or small will then depend on
the facts. In the BT case, for example, the employees were
given priority allocations of uplto 20,000 shares, members of
the public were allocated a maximum of 800, and the premium at
the start of trading was 40p. For each of the 135 employees
who applied for the full amount, therefore, the benefit of the
priority allocation was £7,680. On the other hand, for the
23,000 or so employees who applied for 400 shares or less there
was no benefit at all because members of the public who applied
for that number were also allocated the full amount. By
contrast, in the Rolls Royce case there was scaling down for
applications from the public even for as little as 400 shares
so the priority allocation conferred a benefit on the employee
in this case even at that level - though of course the size of

the benefit would still be quite small at that level.

15. The basis of allocation may also be relevant. There are
two ways to determine allocation when an offer is
over-subscribed - by scaling down or by ballot. (In practice,
balloting usually requires scaling down first). Where scaling
down is employed, it should in principle always be possible to
determine the measure of the benefit to each employee
concerned, provided that the public applications are scaled

down on a uniform basis.

16. However, the position will be far less certain if scaling
down of the public applications is not on a uniform basis. The
situation could then arise where the employee in question
applies for and is allocated, say, 500 shares: and where one
member of the public also applies for and is allocated 500
shares but a second member of the public applies for 500 and is
allocated only, say, 400. 1In that event it would be difficult
to say whether or not the employee had got a benefit from the

priority allocation - it would depend on which of the two
members of the public he was compared with. Though in practice
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this kind of discrimination between applicants may be rare,
there is nothing in company law or eg the Stock Exchange rules

to prevent it.

17. The allocation may, alternatively, be on the basis of a
ballot, perhaps also with some scaling down so as to give all
applicants an equal chance in tﬂe balltot. It ecould 'alsoe: in
this case be very difficult to say whether or not the priority
allocation represented a benefit to the employee concerned -
would a member of the public applying for the same number of

shares have been successful or not in the ballot?
PRIVATE SECTOR FLOTATIONS AND PRIVATISATIONS

18. As explained above (paragraph 8) we have in practice not
sought liability on fixed price flotations partly because the
employees pay the same price for their shares as members of the
public. But - as paragraph 13 explains - that in itself is not
sufficient to prevent a benefit arising if the shares
immediately go to a large premium. Implicit in our previous
practice, therefore, has been the assumption that the "offer
price" was broadly equivalent to the value of the shares at the
date they were acquired by the employee. It is necessary to
review that assumption to see how far it continues to be

sustainable in present circumstances.

19. The justification for our practice hitherto has to rely,
for better or worse, on the assumption that the "offer price"
is essentially equivalent to the best estimate of the directors
and their advisers of the current market value of the shares
being offered. At the margin they may, of course, wish to
adjust that price, for example to take into account possible
adverse movements in the market between the date of its
announcement and the date dealings can begin; and more
generally to ensure that there is a reasonably firm market in
the new shares. But, subject to considerations of that kind,
it is not in the interests of the owners of the business to

sell it cheaply. So (the argument runs) it is reasonable to
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regard the "offer price® as being equivalent to the market

price at the time it is fixed.

20. When the shares first begin to be traded - usually a few
days at least after they are allocated - a premium or discount
to the offer price may emerge. 'This will reflect a whole range
of matters affecting market senfiment since the "offer price"
was fixed; it may perhaps also indicate that the directors'
judgement of the market value of the company's shares was
sometimes too sanguine and sometime too pessimistic. While
some issues have gone to premiums, and some to discounts, there
are a good many which start off within a relatively few
percentage points of the offer price, even in the particularly

strong bull market of this year (see table attached).

21. It is against this background that our practice has been -
at least where there is no reason to suppose that any special
factors have influenced the setting of the "offer price" - to
say that, taking one case with another, and recognising as the
share valuation experts do that valuation is very far from
being an exact science, the "offer price" is likely broadly to
reflect the value of the shares at the time they are acquired
by the employee, and that therefore we should continue not to

seek a Schedule E liability in such cases.

22. This "broad brush" assumption was coming into question
anyway because of the spectacular premiums recorded in some
recent private sector flotations. And the legal advice we have
now received would also in any event have raised a question

whether it could still be maintained.

23. We fear that the recent privatisation issues have taken
the issue beyond serious doubt. We are, of course, not privy
to all the circumstances which are taken into account in fixing
the "offer price" in such cases. However, it seems reasonably
clear, both from the outcome and the way the issues are
structured, that - as one would expect - the Government has

other objectives in mind beyond achieving the best possible
price for the shares being marketed which will be the objective
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of the private sector flotation. In particular, offers are
structured so that small investors generally get a marked
degree of preference in line with the Government's wider share
ownership objectives. This contributes to larger investors not
getting all the shares they want, and coming into the market
early, helping to push the shares to a premium. In the BAA
case it could be also argued théx the very existence of the
tender element implies that the fixed price is below the
"expected" market value because otherwise there would be no
incentive to tender at a higher price. In any event, the
outcome of recent privatisations has been confident predictions
of a higher "market price" as soon as the offer price has been
announced. In these circumstances the legal advice that we
have received points inescapably to the conclusion that the
employees who enjoy priority rights are gaining a significant
benefit as employees, which is chargeable to tax and which
(subject to the usual de minimis rules) we have no

justification for not seeking to tax.
24. On this analysis there seem to be four possible courses

- To arrange the terms of future privatisations in such
a way that the potential benefits to employees are
limited to amounts which are sufficiently small to
enable us to disregard any potential tax liability as
de minimis. If you were attracted to this
possibility we would need to explore whether it is

feasible with the official Treasury.

- To collect any Schedule E tax due in accordance with
the normal rules on privalisalions and on comparable

private sector flotations where the benefits are not

de minimis.

- To introduce a general statutory exemption for

employees' flotation profits.

- To introduce an exemption for employees'
privatisation profits only.

8
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25. The rest of this note looks at the last three options.

APPLY SCHEDULE E IN NORMAL WAY

26. The main argument for this would be that the employees
were in truth receiving a benefi¢ from the priority offer that
was not insubstantial (because we would be ignoring de minimis
amounts) and that clearly derived from the employment and no
other source as evidenced by the fact that the employees got it
and non-employees did not. As a matter of policy, therefore,
and consistently with the general rules for charging employment
income, such benefits should be taxed along with all the

employee's other emoluments from the employment.

2 One possible counter-argument might be that because under
approved shares schemes employees can already get the benefit
of shares for nothing, or at undervalue, free of income tax
there should in principle be no objection to their getting the
benefit of a priority allocation - in effect an acquisition of
shares at undervalue on terms specially favourable to the
employees - free of tax as well. However, this does not
compare like with like. By definition, relief under the
approved schemes is only available where all of the conditions
for approval are satisfied. In the case of an FA 1978 approved
scheme, for example, the shares must be held for at least

5 years before full relief is available, and under all three
approved schemes there are limits on the size of benefit per

employee.

28 Another possible objection is that the charge would arise
whether or not a gain had been realised (ie where the employee
does not dispose of the shares immediately after acquisition),
or which may be larger than any later realised gain if prices
subsequently fell. Again, however, these considerations are
not conclusive - there are examples elsewhere in the tax system
where liability arises even though no gain from which to meet

it has actually been realised at the time. But this would no
doubt make it difficult for employees to understand the reasons
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for this charge; and in some cases it would encourage earlier

sales to produce funds for meeting the liability.

29 If this option was adopted, it would be necessary to
publicise the change in Revenue practice and it could of course
apply only to future issues. As noted, the charge in any
particular case could not be quaﬁtified in advance - it could
only be ascertained after the event. It might, however, be
possible to publish some guidance in fairly broad terms about
the basis on which the quantum of any charge would be
determined. This might include guidance on what would normally
be taken as the date of valuation for this purpose, the method
of valuation and the determination of the "relevant" shares -
broadly, the excess of the number of shares the employee in
question received over the number a member of the public would

have received, had they both applied for the same number.

30. There would of course be resource implications for the
Revenue in having to tax such benefits, subject to the usual de
minimis rules - ie a commonsense allowance for the familar
valuation uncertainties and the usual £75 assessing tolerance.

We have not attempted any quantification so far.
STATUTORY EXEMPTION

31. The disadvantages of seeking a tax charge - especially in
the context of the Government's privatisation programme - are
self-evident. The alternative would be to introduce
legislation exempting any benefit arising to employees from a

priority allocation in a fixed price offer.

32. We assume that Ministers would want any exemption to apply
across the board, so as to include private sector flotations as
well as privatisations. (As noted, our present practice
concerning private sctor flotations could come under
challenge). If a statutory exception were to be introduced
there would be no justification for confining it to

privatisations, and to attempt to do so would no doubt be
criticised as putting public sector employees in a privileged

10
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position. If legislation is to be introduced it would be far
better to put the private sector cases on a firm statutory

footing also.

33. It would also be necessary to deal with the problem of
hybrid schemes, all the more so because exemption for any
benefit in the case of fixed offer schemes would provide an
incentive to dress up hybrid schemes as much as possible to
look like fixed offer schemes. Though we should need to work
out proposals in much more detail, very broadly a solution

might be to provide that where

- the majority (say at least 75%) of the shares being

issued were by way of an offer at a fixed price, and

*
not more than a fairly small proportion (say 10% ) of
the shares were acquired by the employees at fixed

prices under the priority allocation

then there would be no benefit assessable under Schedule E etc
in respect of the shares acquired by the employee under the
fixed price offer. (Technically, the desired result might be
achieved by deeming the fixed prices paid by the employee to be
"market value" for all purposes under S.186 ICTA, S.67 Finance
Act 1976 (the benefits in kind legislation) and - so as to
ensure that there was not a gap in CGT treatment - under
S.29(a) CGTA 1969). As you will see, this approach would allow
exemption in respect of the fixed price offer even where there
was a minority tender component in the offer as a whole. But
any preferential treatment to the employees under the tender
offer itself would continue to be taxable under Schedule E as

at present.

*
The limit in Stock Exchange rules. Current Treasury
guidelines for privatisations set a limit of 5%.

5 §
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34. If exemption were to apply without limit or qualification
there could be some large tax free gains, and the rules for
flotations might seem inconsistent with the (tightly drawn)

rules for share schemes. It would be for consideration whether

(a) as with the approved schemes, there should be a cap
on the total benefit ﬁer employee or at least on the
value of shares that might be acquired by an employee
under such a scheme. Though it might not happen
often, the benefit in a particular case could be very
substantial and this condition would ensure that in

such cases a charge did still apply:; and/or

(b) the shares should to qualify for exemption should be
held by the employee for a minimum period - eg 3/5
years as with the approved schemes. On the face of
it this might have some attractions if the context of
wider share ownership; on the other hand it could
create operational difficulties because of the need
to monitor what the employee did with the shares he
owned outright, and to raise what in effect would be
a deferred charge if in the event he disposed of them

before the end of the minimum period.
CONCLUSION

35. Though this is not an issue we ourselves would have sought
to raise, our present practice regarding the treatment of
employee priority offers isﬁbé/open to challenge, and
privatisation issues have inescapably brought the matter to a
head. This would not matter in cases where the benefits are
small enough to be ignored on de minimis grounds or where the
method of scaling down applications from the public is such
that it may be possible to argue there is no benefit to the
employees at all. But where, as with recent privatisations,
there has from the outset been a sizeable premium over the
offer price, our advice is that it is inconsistent with the law

to ignore the resulting benefit to the employees that arises in
such circumstances from the priority allocation. These

12
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|
difficulties could be exacerbated where - as in the BAA case -

there is also a partial tender element.

36. One option may be to structure privatisations so that the
gains to employees are kept within a size which can reasonably
be ignored for taxation purposes.

37. Another option would be to modify our practice on
privatisations - and any comparable private sector flotations -
and in future seek a Schedule E charge where the amounts
involved are other than de minimis. We assume, however, that
Ministers would regard this option as unattractive. It would
be bound to discourage some employees from participating in
future privatisations, and many employees would be likely to
find the reason for, and basis of, the charge itself difficult
to understand. It would encourage early disposals. And, even
with a de minimis limit there could be quite large numbers of

what were nevertheless relatively quite small liabilities.

38. The alternative, therefore, would be legislation to exempt
the benefit altogether in defined circumstances, on the lines
outlined above. If that is to be the solution the details
would need to be worked up as quickly as possible because they
will probably need to be announced (because of forthcoming

privatisations) well in advance of the next Finance Bill.

2 /Z(mw /4{
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Wellcome 11,02.86 120 160 33
Virgin Group 21,11.86 140 140 -
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FROM: J J HEYWOOD
DATE: 17 July 1987

Ms LEAHY cc: Chancellor
Chief Secretary
Paymaster General
Economic Secretary
Sir P Middleton
Mr F E R Butler
Mr Monck
Mr Moore
Mrs M E Brown
; Mr Lyne
/ Ms Sinclair
Mr Bent
vV Ms Huleatt-James
Mr S B Johnson
Mr Cropper
Mr TIsaac - IR
Mr Prescott - IR
Mr J Reed - IR
PS/IR

BP SALE: SPECIAL PROVISION FOR EMPLCYEES
The Financial Secretary has read your minute of 16 July.

2, The Financial Secretary is content for Sir Peter Walters
to say in general terms that overseas employee shareholders are
likely to be given some form of priority in allocation, when

Sir Peter is in the US next week.

3% As to UK employees, the Financial Secretary agrees with
you that, provided the tax problem can be sorted out, all UK
employees and not just employee-shareholders should be given

priority.
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4. One further point; the Financial Secretary has asked whether
employee-shareholders will, in any event, have a priority

allocation via the rights component of the issue?
5. The Financial Secretary will probably hold a small meeting

early next week to consider the tax aspects of priority allocations

(the minutes of today from Messrs Isaac and Prescott).

Ity

JEREMY HEYWOOD
Private Secretary
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FROM: A W KUCZYS
DATE: 20 July 1987

PS/FINANCIAL SECRETARY cc PS/Chief Secretary
PS/Paymaster General
PS/Economic Secretary
Mr Monck
Mr D J L Moore
Miss Sinclair
Mr Cropper

SHARE ISSUES: EMPLOYEE BENEFITS

The Chancellor has seen Mr Isaac's minute of 17 July, covering
Mr Prescott's of 16 July. He strongly disagrees with Mr Isaac's
paragraph 8 - the main premise on which the whole argument is
based. Whatever some commentators may say, it is simply a matter
of assertainable fact that at the time the BAA price was fixed
large premiums were not forecast by the press; and this goes for
most if not all previous privatisation offers. Mr Isaac's

paragraph 9 is similarly flawed.

2.4 The Chancellor suggests that the Treasury should put forward a
brisk counter-paper, explaining the facts of life, and providing

relevant quotes from the press at the time - not subsequently.

This should dispose of the matter, without any need for a meeting.
Neither of the courses of action in Mr Isaac's paragraph 10 is

either necessary or desirable.

A

A W KUCZYS




PERSONAL AND CONFIDENTIAL

Share issues: Employees benefits

20. The Chancellor said that he thought the Revenue views on this
were based on a misunderstanding of the facts. Ther? was no
question that privatisation issues had Dbeen : del1b?rate1:
under-priced at the time the price was set; the premiums wh1?h ia

emerged at the time of allocation reflected the. particu :r
circumstances of a strong bull market. Mr Isaa? said that ? e
Board's legal advice was that, strictly, if the price at allocation

was higher than the price paid by employees then there was a
taxable benefit. The Revenue had not thought it was sensible to
enforce that and had not sought any charge on gains arising solely
from market movements between price-setting and allocation; but the
consistent premiums which had emerged had raised doubts about
whether the price set was the true market value at the time. The
Chancellor said he did not believe there was any evidence in the

way of contemporary press or market comment to suggest that the
prices for recent privatisation issues had been pitched below what
the market were expecting; at the time the price had been fixed,
no-one had expected such substantial pPremiums to emerge. He asked
Mr Isaac to examine with the Financial Secretary the facts
surrounding recent issues and reconsider his advice. If any action

was still necessary, he was sure that it would have to be via an
extra statutory concession.

/
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FROM: J J HEYWOOD
DATE: 22 July 1987

IR cc PS/Chancellor
Mr Monck
Mr Scholar
Mrs Lomax

Mr Haigh
Mr Cropper
Mr Jenkins OPC
Mr Isaac IR
Mr Lewis IR
PS/IR
REVIEW OF SECTION 79
1H The Financial Secretary was most grateful for your submission

of 17 July and its attachments. He is very pleased that this

review has been carried out with such efficiency and expertise.

2. Your paragraphs 48-52 summarised your recommendations:

(i)

(ii)

(fm

(iv)

Financial Secretary agrees with the broad outline

of the provisions your recommend.

He has given authority for you to instruct
Parliamentary Counsel on the preparation of draft
clauses willhh a view to publication by 1late autumn

and enactment in 1988.

The Financial Secretary agrees that the "special
benefit" charge in Section 79(7) should be retained,
but the main - "growth in value" - charge should
be replaced with a single, post-acquisition, charge,

on the lines you recommend. 5

He agrees that the present three categories of
"proscribed"” restrictions and the "deemed"

restrictions should be retained.



(v) The Financial Secretary agrees with your proposals

on subsidiary companies.

(vi) The Financial Secretary agrees that there should
be no special exemptions in the context of management

or employee buyouts.

(vii) He thinks we should repeal Section 79 and introduce

a new free-standing provision.

(viii) The Financial Secretary is content for you to continue
to consult the Practitioners if and when necessary
in working up detailed proposals on the draft clauses,
and is content for you to meet the representative

bodies if and when you might find this useful.

3 The Chancellor and the Financial Secretary are due to lunch

with the UCG on 15 October.

JEREMY HEYWOOD
Private Secretary
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SHARE ISSUES: EMPLOYEE BENEFITS

In the light of the partial tender for BAA, Mr Isaac's (Inland
Revenue) submission of 17 July casts doubt on the policy of
treating the offer price as a reasonable proxy for the aftermarket

dealing price.

2. It has to be recognised that a modest discount is always built
into a conventional fixed price offer to encourage investors to
buy stock in the offer rather than wait for the aftermarket. The
need for such a discount is crucially important in the case of a
secondary share sale where investors have to be persuaded to take
a chance on the allocation of stock under the offer rather than
simply purchase direct from existing shareholders in the market.
But I understand that Inland Revenue has traditionally accepted
this practice as constituting a fair offer price. As Inland
Revenue note, the discount is kept modest by the natural wish of
existing shareholders not to give away to outside investors a part

of their company for less than its market value.

3. Whatever the outcome in some recent privatisations, there was
no intention when the offer was priced to have a large premium:

nor was there any general expectation in the press that there




would be large premia. I attach press clippings on or about the
impact days for the British Airways and Rolls-Royce
privatisations. Admittedly, the fixed price set for BA was Scen as
marginally less keen than that for RR, but the latter was very
tight indeed. Had the market not moved on during the offer period
the RR underwriters would no doubt have been increasingly nervous
as lists day approached. The pre-impact day press clippings for
BAA also suggest that the fixed price of 245p was at the upper end

of City expectations.

4. On the basis that the fixed price is normally fair, it follows
that the preferential allocation of shares to employees at this

price should not constitute a taxable benefit.

5. The key question is how, if at all, this balance is upset by

the introduction of a partial tender.

6. We in PE do not agree with the Inland Revenue comment that the
BAA partial tender mechanism carries the clearest possible
inference that the fixed price does not represent a genuine view
of the true value of the shares. We continue to believe that the
fixed price is fair in the market circumstances in which it 1is
set. The partial tender mechanism does not alter this view. The
key point here is that tenders are submitted later than the date
on which the fixed price is set. The market may move in that
period - either up or down. In the 8 working days between the
pricing of the BAA fixed price offer, and the closing date for the
submission of tender bids (lists day), the FT All Share Index rose
5 per cent. Tenders are thus a means of capturing upward movement
in the price - but they also carry the risk that the price will
fall.

7. It is important to note that the whole of the offer is
underwritten at the fixed price. This is because there is no
prospect of persuading the underwriters to underwrite the tender
element at the higher price that might be obtained should the

market drift up, not down, during the offer period.
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8. On the closing day of the offer, of course, investors will
assess for themselves the prevailing market conditions, and enter
their tender bids accordingly. By the time these bids are known,
however, employees will already have had to decide whether or not
to take up their preferential allocation, just as if this were a
normal fixed price offer. Only subsequent to lists day will it
emerge that in the conditions prevailing on lists day the tender
shares could either be sold at or above the fixed price, or could
not be sold at all. This will belatedly provide a second genuine
view of the fair value of the shares according to the different
circumstances prevailing on lists day. While there will be a
tendancy for the tender price to be higher than the fixed price in
a bull market, share prices go down as well as up, and stoc¢k can
be left with the underwriters. Thus, the second genuine view may
or may not be more favourable than the first: and it emerges after
the employees have decided whether or not to make preferential

application.

9. We do now need an urgent decision on whether employees will be
able to have preferential application rights in the BP offer. As
you know, it is intended that the UK retail investors, and all BP
shareholders (so far as their rights are concerned), will be able
to subscribe at a fixed price, which will be set at'%?ﬁiscount to
the prevailing market price. Any preferential allocation to
employees would also be at this fixed UK retail price. There will,
however, be an international tender mechanism open to overseas
professional investors (via national syndicates) and the UK
institutions. The same points made in paragraphs 6,7 and 8 above
would apply here. Tenders would be submitted after the fixed price
was set (we hope, but have no certainty, that these may result in
a tighter discount, or even no discount at all on the tender
element). Employees would not know the results of the tender by
the time their offer closed. And the whole offer would be

underwritten at the fixed price, reflecting uncertainties about

g

market movements above that level.
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BY RICHARD TOMKINS

THE GOVERNMENT  has
decided on a cautious approach
to the flotation of British Air-
ways by putting a price of 125p
on the airline’s shares, instead
of the 130p which was seen as
the most likely altemnative.
The pricing appears to be an

late interest in the issue among
_UK: investors. So far only
500,000 people have applied for
prospectuses, compared with 7m:
at the same stage of the British
Gas flotation. - iy .

In another attempt tp attract
attention, BA staged.gh elabor-
ate publicity stunt on the
Thames in London last might,

with laser beams dilluminating a.

50 ft floating globe d|isp1qying

THE TIMES

FINANCIALTIMES

BA price aimed at UK investors

eleventh-hour attempt to stimu.:

the airline’s route network as
Concorde made a low-level fly-
past. :

Overseas interest in the
flotation is strong, particularly
in the US, . but the Govern-
ment’s advisers fear this
enthusiasm will collapse if the
issue proves unpopular in the

UK. /i T
With 720.2m shares being

sold, the airline’s value at the’

issue price will be just over

£900m. . The gross dividend

yield will be 6.8 per cent and
the shares will be sold on 6.3
times forecast earnings per
share. =

The minimum number of

shares which can be applied for .

is 400, but payments will be

EssmoTS

* WEDNESDAY, JANUARY 28, 1987

/i

in two instalments — 65p a

share now and the other 60p

in August.

About 20 per cent of the
shares are to be sold overseas,
through public offerings in the
US?and Canada and private

placings in Japan and Switzer-.

land. .
Another 45 per cent of the
issue will be preplaced with
UK institutions while 10 per
cent will be available on
special terms to BA employees.
That leaves only 25 per cent

‘of the issue for the UK public.

But if this part of the offer is
subscribed at least three times,
20 per cent of the overseas and
Continued on Back Page
Lex Back Page

FINANCIALTIMES
Airlines Q™ n

Frightening the market with
macho talk of putting British
Airways out on a 130p price tag
seems to have worked a treat.
Underwriters who demurred at
taking all that they were offered

have seen 125p and are reported
to be queueing up for more. If
the London equity market holds
its present course, next weck
may bring some complaints from
Whitehall that the issue was not
priced, after all, to bring in the
full £1bn; but that is the
trouble with fixed-price issuas.

Since BA will certainly prove
a minority taste with the indivi-
dual shareholders, some gener-
osity of pricing was inevitable.
But the gulf between a flotation
pricc and the premium obtain-
able for a strategic stake is
illustrated by yesterday's deal
between Swire and the Chinese
Government: the £172m that
was paid for 12.5 per cent of
Cathay Pacific capitalises that
smaller airline at the best part
of £1.4bn.

institutions” shares would be
cl:wed back into the UK public
flering.

: The gtriggering of the claw-
Lack is scen as the be_nchmark
against which overseas investors
will judge the success of the
domestic offering. It could
therefore prove to he }he key
to the succoss of the issue as
a whole.

Mr David Bucks of Hill
Samucl; the merchant bank
sponsoring the flotation, said

yesterday he was con_ﬁdcnt the
Clawback would be triggered at
an issue price of 1277 He
added: “At 130p, 1 nink it
would have.been vy much_
s certain.” - .
le?rh::e British puLiic's low-lgey.
response to the ﬂ'otatlogl
reflects the Government's deci-
sion to direct the issue towards.
experienced investors, alt.hough
some: critics believe this has,
been taken too far.- - -- 7

Daily Mail

>
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C_TEMPUS )
Sid will be welcomed
aboard BA flight 125 |

The small share buyer will. L—

be more than welcome on the
share register of British Air-
ways, the chairman, Lord
King, said yesterday, despite
the government health
warnings.

Just to ram home the point,
Fanfare for the Common
Man was the music that
heralded yesterday’s gala
unveiling of the final details
of the flotation.

The 125p offer price, giving
a forecast price/earnings ratio
of 6.3 on actual tax and 9.5
assuming 35 per cent tax,
appears to place BA in the

in basement of world
despite an
expected fall in Ero ts from
£195 million to £145 million
in the year to end March.
(One broker not associated
with the issue predicts £151
million).

Those who want the in-

'dustry represented in their

portfolios, a weighting to-
wards BA would now appear
to make the most sense.

Given the different valua-
tions on markets,
price/earnings ratios are
probably not the best guide to
BA’s place on the scoreboard.
Cash flow multiples are prob-
ably a more realistic Fmde,.
according to some of that
fmwing band of British air-

ine analysts. 3

On this basis, BA is offered
at 2.4 times cash flow. Those
European airlines which it
most closely resembles, al-
though all airlines have dis-
tinct personalities, are
considerably more expensive.
KLM comes at 3.1 times,
Lufthansa at 3.3 and Swissair
o e e

A look at the Americans
shows why US institutions
a_rrl\:e likely to be enthusiastic.

y are paying up to ten
times cash flow for local
airlines, and are getting little
or no yield. BA offers 6.8 per
cent from what is a blue chip
stock. : 2
Whether it will pay in-
dividuals to stag the issue is
not clear. Analysts predict a
10 per cent premium, but also
forecast that the size of
foreign demand will mean
substantial scaling down of
applications, even if
clawback clauses are
triggered.

For the longer term holder,
Lord King’s judgement that it
is BA that is most in step with
the stock market, not British
Gas or Telecom is right. BA is
in a volatile and competitive
business. The management is
good, but often 1t has to be
reactive. Which is why_ the
yield fairly sums up the risks.

THE GUARDIAN

Floating info ”

the skies g

The Government’s annouacement that
British Airways is to be sold off for £900
million marks the denouement of a much
delayed privatisation, but not the end of
the argument. The companies which now
make up BA were nationalised in 1929 (by
a Conservative government) to form BOAC.
The company was one of the earliest candi-
dates for privatisation when Mrs Thatcher
came to power. It was announced in July,
1979, but a succession of obstacles including
the international airline recession and liti-
gation from Laker Airways, have kept it
stuck on the runway. :

The privatisation of BA will continue to
be controversial for several reasons. First,
the pristine purpose of privatisation was to
introduce more competitive pressures. Yet

‘BA is being privatised with -its monopoly

status virtually untouched. Sure, it is in
very flerce competition with other interna-
tional airlines, but then it always has been.
BA will retain a dominant 50 per cent of
all airline passengers: on domestic UK
routes and a near monopoly of interna-
tional flights from Heathrow by domestic
airlines. The Government firmly rejected
proposals by the Civil Aviation Authority

.;md much of the civil industry to reduce

this dominance. Even such white nights of
competition as Nicholas Ridlev and John
Moore recoiled from forcing BA to dispose
of more routes. Obviously if they had dore
that BA wouldnt have raised nearly as
much money for the Treasury to recycle as
tax cuts, which is what this exercise is ail
about.

If a’ monopoly, whether gas, telephone
or electricity is making monnpoly profits in
the public domain then that is tolerable,
because the excess return accrues to the
taxpayer. But once a company is fully pri-
vatised there is surely -no ekcusétnot to
increase competition and bring’ priééTS‘ down
to the consumer. If BA can’t stand the
heat, it should ‘in logic vacate the kitchen.

The second controversy is- whether BA’s
recent improvement is a success story to be
claimed by the. public .or private .sectors.
British Airways is the biggest international
airline in the world. Not bad for a national-
ised concern. Since the .nadir of 1981-2,
profits have recovered to around £200:mil-
lion (despite a post-Libyan dip to £145 mil-
lion this year.) This is pretty profitable by
world standards, though .not much of a
return on its £3 billion sales. Productivity

‘has improved by 40 per cent since  1981-2.

The Government, rather cheekily, has been
claiming this as a success of privatisation
for some years even though the deed.has
yet to be done. In fact the ‘“necessary
measures " were being taken when the
Government’s appointee, Lord King, became
chairman in late 1981. He undoubtedly ac-
celerated the pace of change and can justly
claim much of the credit. But surely, all
this is down to management not ownership.
The Government might as well claim that

_the recent revival of the Post Office is due

to the fact that, although it has never been

" officially stated, there.is a possibility that it

will be a privatisation candidate after the
next election. : 5

The third aim of privatisation is- to
widen share ownership. But even here the
Government hasn't summoned up the cour-
age of its convictions. The minimum
amount of shares which can be purchased
is £500 (far more than Byj nd. the
TSBs). The reason? Although BA will
remain a nonopoly it is still a highly risky
investment vulnerable to higher .interest
payments, the price of oil and the whims of
tourists. The Government doesn't want ‘pop-
ular capitalism to come too close to rcal

risk taking, especially during the run up to .

an election. Sid might get the wrong idea.

2

/6



~vn the
e mid-

limina-
2-range
e cur-
ormula
JS and
)0 war-
d Asia,
Marlin
lemma,

used
d fired
st eight

with
ytestors,
he Uni-
. Seven
Botha’s

ador

yassador
‘as sum-
Dffice to
st abont
ad raid

1ats
istralian
at a
slevision
nsidered
Islamic

ed

ocedures
1e Secre-
0 set up
‘oW over

Silcott,
ring ' Pc
ottenham

another

mned

foreign
tembourg
nassacres

ikely

t Mario
norrow to
ution of
or a July

eeting

Jungarian
sult from
country’s
1tral com-
oday.

led

y, former
onist MP
manded in
t, London,
wged with

h 1 1
1000
900 — Actuaries —]
-share
1 L
Jan Feb Mar Apr
! 198 2

although it closed above Janu-
ary lows. The FT-SE 100 index
finished 14.9 down at 1,986.6,
the FT Ordinary index finished
15.7 down at 1,565.2 and the
FT Actuaries All-Share index
fell 0.7 per cent to 994.81. Page
41; Worlg Stock Markets, Page
40 .

HILLARDS, Yorkshire-based
supermarket group, rejected an
increased bid of £203.3m from
Tesco, national supermarket
chain. Page 26; Lex, Back Page

BANK FOR International
Settlements reported dramatic
growth in international lending
last year, boosted by a surge in
inter-bank ldans, especially in
Japan. Page 37 ;

UsS COMMERCE Sceretary,
Malcolm Baldrige, urged Hong
Kong to take a leading role in
promoting free trade in Asia.
Page 6 :

US - JUSTICE Department
dropped its recommendation
that the seven regional Bell
telephone companies be auth-
orised to compete in the long-
distance  telephone  market
against their former parent,
AT&T. Page 6

WEST GERMANY’S federal
budget deficit is expected to
expand next vear to DM 28bn
(£9.43bn) from the DM 22.3bn
set for this year, because of tax
cuts due to take effect in
January. Page 3

CHINA is likely to be given 2
seat on the Asian Development
Bank’s board of directors, while
the Soviet Union is expected to
make its first applicagipn for
membership. Page 5

ICL: A consortium led by ICL,
biggest UK-owned computer
group, won a Royal Air Force
contract worth up to £100m, and
vital to Nato. Page 8

CAPITAL TAXIPHONES, a
small private company, has won
the franchise to instal public
telephones in most of central
London’s black cabs. Page 7

BOEING, world’s biggest air-
craft maker, reported a 20 per
cent fall in first-quarter net
earnings-to $118m (£71m), and
partly attributed this to
research and development
costs. Page 32

INCHCAPE, diversified group,
recorded an 86 per cent in-
crease in pre-tax profits to

£86.1m last year and increased
| its dividend for the first time
| since 1980. Page 26; Lex, Back

more bodies from the ferry,
bringing the total of those
known to have died when it cap-
sized to 182. About 20 bodies
are believed to be still on board.
Mr Steel told the inquiry in
an opening statement that it
was clear no attempt had been
made to close the Herald’s bow
doors before it left Zeebrugge,
and it was “highly probable ”
that this led to the capsize.

RO et e R

failed to carry out n s duty.

“ Although he was nominally
responsible for closing the
doors, there was no system
where he was the only person
responsible. It was common for
others to close them,” he said.

Mr Steel said Captain Lewry
had reported four months
before the tragedy a tendency
for the ship to sail trimmed
down by the bow—one of the

pose of water once it entered

the ship; and separation of pas-
senger and commercial
vehicles,

The inquiry continues today
when barristers representing
the owners and insurers of the
ship are expected 10 make
opening statements.

Zeebrugge inquiry details,
o Page 8
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£1.36bn

BY RICHARD TOMKINS

SHARES IN Rolls-Royce, the
state-owned aerocngine maker.
are expected to be priced at
170p when details of the Gov-
ernment’s offer for sale are un-
veiled this morning. The price
is at the mid-point of the 160p
to 180p range predicted at the
weekend by the Governmedls
advisers but higher than the
150p to 160p forecast by City
analysts. It would value the
company at £1.36bn.

The Government has appar
ently decided to opt for a fairly
full price because it does not
want to be accused of selling
assets on the cheap in pre-
lizinaries to the general elec
tion.

1t can afford to risk a low-
key public response because it
is confident it has conducted a

successful behind-the-scenes
marketing campaign for the
issue with institutional inves-
tors.

Rolls-Royce’s lik y value

with 170

The share price will be pay-
able in two equal instalments.
85p on application .nd #5p 0
September. The smallest allow-
able application will be for 400
shares, so the minimum initial
investment will be £340.

Dividend payments will be
fixed at a level which nrovides
an historic gross yield of 4.1
per cent.

The advisers to the issue are
confident the shares will rise
to at least 200p on a fully paid
basis when dealings begin. A
30p premium would represent a
gain of 35 per cent on the
partly-paid price, much smaller
than the premiums seen on
other recent privatisation issues.

The figure was decided at
meetings between the advisers
to Rolls-Royce and the Govern-
ment yesterday afternoon. It
took full account of the fall in
world stock market indices. It
is unlikely to have been

shares |

changed ovErnight. L

About 801.5m shares will be
offcred for sale. &f these, 60-
per cent will be placed - with’
institutional investors, leaying
the remaining 40 per cefit for
employees and the general
public. : e ST

If the public part of the offer
1s more than lwice subseribed 2
clawback provision will raise
the public portion to 50 per cent
at the expense of the institu-
tions’ allocation.

More than 500,000. people
have asked the Rolls-Royce
share-information office to send.
prospectuses. This is about the
same number as at the same
stage of the British Airways
flotation. -

The prospectus for the flotas
tion will come out on Thursday:
The offer will close on Thursday
May 7. Stock market dealings
will begin on Tuesday May 19.

Lex, Back Page :

DR KURT WALDHEIM, the
Austrian President and former
United Nations Secretary
General, has been barred as a
private citizen from entry into
the US because of his alleged
links to German army atrocities
during the Second World War.

This is the first time that
any country has decided suf-
ficient evidence exists that Dr
Waldheim took part in Nazi
war crimes against Yugoslav
partisans.

Austria recalled its Washing-
ton Ambassador immediately
after the ban was announced
by the US Justice Department.
Mr Alois Mock, the Austrian
Foreign Minister, said the ban
caused ‘‘ Austria deep dismay
and is categorically rejected.”

Dr Waldheim said last night
he was disappointed by the US
decision, which he claimed
violated the principle that a
man is innocent unless proven
guilty.

President Reagan told

‘Anstria’s  Ambassador at  the

good relations between the two
countries should not be affected
by the US decision.

The New York-based World
Jewish Congress said that Mr
Ed Meese head of the Justice
Department, had taken a coura-
geous decision.

Dr Waldheim, who made
much of his international ex-
perience during the Austrian
presidential campaign  last
vear, has been internationally
isolated since his election and
has so far not made any official
visits abroad.

The decision to bar Dr
Waldheim follows an investiga-
tion by the Justice Depart-
ment's Office of Special Investi-
gations (OSI), which recently
submitted a 200-page memoran-
dum containing new informa-
tion on Dr Waldheim’s wartime
role in the Balkans in 1942.

Under the order, Dr Wald-
heim will be placed on a “watch
list ” which prohibits entry into
the US to certain foreign
nationals.

Waldheim barred from the US

BY LIONEL BARBER IN WASHINGTON

diplomatic immunity, Dr Wald-
heim could technically enter
the US and aveid the legal pro-
visions being enforced agains!
him. However, diplomatic
protocol dictates he would firs
need an invitation from the US
President, a move seen a
highly unlikely.

Since the first disclosures ir
the course of the Austriar
presidential campaign of hi
wartime role, Dr Waldheim ha
repeatedly denied that he wa
involved in Nazi atrocitie
against Jews and others.

However, an investigation le
by the World Jewish Congres
claimed that Dr Waldheir
served as an intelligence office
in the German Army in th
Balkarg for much of the perio
between 194245 Dr Waldheir
was on e headquarters stal
of Army Group E, whose troor
slaughtered thousands of su
pected underground partisar
and deported tens of thousand
of Jews from Greece to Na

laath camne



anxious for signals
e president will act
y to restore confidence
jollar, Mr Reagan gave
of a shift in policy.

White House again re-
o rhetoric to defend the
repeating its view that
‘ther decline in the
ould be counterproduc-

speech to. the -US
r of Commerce, Mr
stuck to his confronta-
tance towards Congress
question of tackling the
budget deficit, an issue
s ecrucial to restoring
1ce in economic policy-

ing Capitol Hill for the
deficit, he ealled on
5s to “get control of

spending,” rejected sug- |

;5 from Democratic con-
sn for higher taxes, and,
ng to an old refrain,
Jongress to give him the
to veto individual spend-
ns. -
“the House of ‘Repre-
ses due to vote this week
lause in the Trade Bill
ng ' ‘Mr Reagan to re-
against countries, like
with large trade sur-
and which the US judges
trading unfairly,
said he hoped soon to
punitive tariffs imposed

panese goods over the.

nductor dispute.

xtra aid

‘because we have a good
to tell on what we are
ing.”

sters will today launch a
of presentations, starting

don’s Docklands and then.

z the country, telling
on makers and opinion
s” concerned with urban
ration about what the
iment is doing in the
cities.
David Blunkett, president
Local Government Infor-
, Unit, said yesterday

ir Clarke’s measures were |-

ng more than election

w dressicg”

ical reaction, Page 12;
spendeding  needed,

Mr |

coe. Assuming the smoo

passage of CSR’s offer for the
50.1 per cent of Monier that
Redland does not own, that, at
least, should be in the bag.

.Indeed such a joint venture may

turn out to be rather more than
second-best to Redland’s ori-
ginal plan of buying up the
outstanding shares itself. CSR
will be ambitious partners and
will take Redland into several
new areas such as_ cémeént and
plaster-board; the Monier joint
venture may be the first of

The price of A$3.50 a share
which values Redland’s holding

those ecarnings will no dito
Tesco shareholders. This is in
part a testament to the effici-
encies of merging the two oper-
ations, which suggests = that
Tesco has even been ‘a . bit
cheese-paring with its final
offer, which is based not so
much on the true value of Hil-
lards to Tesco, but on the level
at which Tesco thinks institu-
tional fidelity will crack.

There is a theory that the
institutions no longer like to
reveal such disloyalty publicly,
and so are more inclined to (
sell in the ‘market than accept *¥ittl
an offer. But with disclosure tuni

Rolls-_ng_

The Government’s
in Rolls/Royce < (as
markets) is considerab
by the . 170p - figtati
Only Rolls’ heri
now coming th
tax charge, ' dis
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A Bullotin about New Business
from Northern Engineering

1| Industries plc

Steam Generator
Test a success at Rihand

“The first S00MW steam generator at
the Rihand power statiorr in India has
* successfully completed jts hydraulic test.

NETI Power Projects Ltd. is building
the £350m power station under a con-
tract signed in 1982, and most of the
- equipment is being supplied by NEI
companies. The two 500MW 'steam
generators are being supplied by
NEI International Combustion Ltd, of
Derby. °

For the hydraulic test the steam
generator was subjected to 3 water pres-
sure of two tonnes per square inch —
equivalent to one-and-a-half times the
maximum working pressure.

The successful completion of this
test means NEI is on schedule for steam
generator commissioning and steam
raising in the next few months.

Inverters for British Rail

“The Industrial Controls unit of NEI
Electronics Ltd has won a £1.3m order
from British Rail Engineering Ltd for
static inverters.

These inverters use microprocessor
controls and solid state electronics to
provide and control power for air-
conditioning, ventilation fans, water
heating and battery charging.

They will be used in a fleet of clectric
multiple units which are being built for
British Rail by BREL.

Switchgear for CEGB

Reyrolle Power Switchgear has'won
v ardnrewarth £ 1m from the CEGR for

ADVERTISEMENT i

*

R - a e 5
Switched on in Singapore -
*The first of three NEI Parsons 250MW is contrac

turbine generators has now been com-

pleted at the new Pulau Scraya power
station in Singapore.

The machine supplied full load to
Singapore’s clectrical supply system
recently; the second machine is on pro-
gramme to produce power during the
summer; and the third machine will be
working by the end of the year.

The three turbine generators,
together with condensing and ' fecd-
heating plant, are being supplied under
a £70m. contract which also covers .
other items of power station -plant, -

including two 25MW standby gas
turbine generators.

petition from Japdnese,'E:
American firms, Winning it Wwas
breakthrough'for NEL Pacsons:
Singapore market which.
dominated by the s

plying a further five tuf
for export: one 3 Nac
Brazil and four S‘ZOM. AW, ine

Our photograph shows the Wit
250MW machine instalied in the: - |
bine hall at Pulau Sers! S

Z
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£3m Bridge Order for British Rail - .. .
Horseley Bridge, a business unit of NEI Thompson Ltd., has won.an orde - to,
manufacture and assemble a large single span truss railway. bridge: gesigned by.
British Rail. The total contract is worth more than £3m. G ;

The bridge will carry the main Manchester to Sheffield railway line, and will |
span the M66 and two feeder roads North of Manchester. The single span of 125 -
metres is of box chord construction, with trusses and decking for two main lines.
i . Horseley Bridge will fabricate all the steelwork at its Tipton factory. Sections
will then be transported tosite for assembly. When completed the bridge will weigh
more than 2000 tonnes and will be put into place over a 72 hour possession period.

Work has already started at Tipton on the fabrication sections and civil works
are proceeding on site. Main fabrication is scheduled for completion by January
1988 with site completion by March 1988.

T, N SR




BUSINESS AND FINANCE 23-28

MEDIA 34,35

SPORT 41-46
TELEVISION 45

: scfl'nlbemra

Mark Pepp

i!t two “The emlnem will sub-
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"hat this week te change these
perceptions. The measures he
will propose to head off a trade.
war after the US imposition of
punitive tariffs against Japan
are. regarded as more. of the
same. -

“I am heartsnck that Japan
has not been more fortlicom-

-ing. Their stubborness will not
“help meon theflovur of the US

House,” said Mr Dan Rosten-
kowski the chairman of the
powerful House Ways and
Means Committee.

By David Y
Energy Cones:ment

BP 'has mponded to. .opp-
osition from small sharehold-
ers of Standard Oil of Ohio by
incredsing its offer to buy the
| outstanding shares in the com-
[ pany it daes hot already own.:

It has raised its bid from $70
a share to $71.50 — a move

which will increase the total
offer from $7 4 bnlhon (£4.48

R o ive - Roby Bdicks

bllhon) to $7.56. billion.ax
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iQuestor on page 23 looks at
these results and full year figures
from John Menzies and Farnell .
Electronics.

Arrow payout
A £420,000 compensation payment
Xar?o magf lahslt year by Britannia
w, the investment group
where ‘Michael Newman was
replaced as chief executive by
Lord Stevens after its merger with
Lord Stevens’ MIM company.

0il stronger

OIL prices began to strengthen
yesterday as it was disclosed that
Saudi Arabia increased output this
month by more than a million
barrels a day to slightly above its
official quota level.

Prices for North Sea Brent Oil
for delivery next month were 15
cents higher than Friday’s level at

.Wwas being pitched too

ROLLS ROYCE shares are
to be offered for sale at 170p .
each, valuing the Govern-.
ment’s - latest

ahsatxon
“stock at £1.36 blm. L

The “decision, made -yester-
urprised many . analysts
andobservers‘whof t the price

nervous market. “They  bhave

been brave and gone: nght to!”
‘the limit” said one aqalyst et
i Payritent for the shares will «
follow .other: pnvausation pat- .

down pay-
béing .

terns. with a’tw
There will be an’
ment with

paid later'in tbe year.:

Analysts were trimmn; theu' ‘b

expectations of the

remium a

details began to trickle out. "At e:
shares ;- rednce the level to,

to go to £2 on a fully-paid basis.: bscribed. %

60p-I ‘would expect the |

At 170p, the:premium will be

robab y 20p" saxd Ian Wild of

lays de Zoete W

But-at James Capel, brokers
to the issue, the feeling is that

high in a -

INVESTMI

the shares shonld qulcldy show
a 30p premium with a rush o
foreign imvestors, -
from. Japan, addx
. momentum. 5
Ministers e::‘cdcepted the
.ing recommendation from. their
headed. by. meftg:;:

oait ivetpent ruhr

TSR
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the 800 million shares

will be allotted to the institu-
tions and 40 p.c. to the public,
with provision for a: 10 p.c.

‘ : 5 { nary investors Vé g
Therefom initially, mq::ﬂo } th?; will apply for

a late: vertismgtliﬁthe

Tokyo takes a hldlng

from crumbling dollar

By Anne Segall in London and
Kimiko Barber in Tokyo

THE DOLLAR continued to

crumble on the exchanges yes-
terday, falling to ncw lows
against the yen and Swiss franc
as mounting fears over the
inflationary outlook in America
encouraged international inves-
tors to dump the dollar.

The pound benefited, rising
by more than a cent to $1.6655,
its best level for four and a half
years, with dealers reporting
Bank of England intervention to
stop it going even higher.

The slide in the dollar began
in Far Eastern markets over-
night as Japanese securities
houses and large trading firms
started offloading the United
States currency through their
offices in Sydney.

Renewed attempls by the
Bankl of Japan to halt the

nese stock market reacted with
its biggest single day fall in
history.

The Nikkei Dow Jones index
plunged 831.32 points to
23,072.41 after losing 102.64
points on Saturday. The previ-
ous record fall of 637.33 points
took place on September 16 last
year.

Hardest hit were financial
stocks such as banks and
securities houses, while export-
orientated issues —cars and
light electricals — were
surprisingly resilient:

The Japanese market boom
has been fed in recent months
by the excess liquidity of
Japanese companies which have
been investing in each others’
shares rather than in new plant
because of the impact of a high
ven nn trading nrosnects

out Harifzird
board post

DAVID Wickins, chairman of

British Car Auction Group, will:
. not be lining up alongside Tom

Wilmot as joint chairman of

Harvard Securities, the licensed"

share dealers.

Tom Vallance, Harvard’s
company secretary, admitted
Mr Wilmot’s comments linking
Mr Wicking with the job were
“entirely wishful thinking by
Mr Wilmot.”

He said Harvard welcomed
BCA as a shareholder and said
it was looking for someone to
take on part of Mr Wilmot’s
workload. ‘“Mr Wilmot thought
someone buying a sizeable
stake may have been interested
in taking up such a position,”
he added.

Mr Wickins yesterday con-
firmed BCA had acquired a 4.9
p.c. stake but said he did not
own any Harvard shares person-

;<
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J Tempted to squeeze BAA juicg)

1T I3 privatisation n time .agam, "and hear: them sayimg 10 themselves remembered this comes © n stream in tender at. 1t is an. jssue which cou
the g,ovemme nt and 1S C\ty‘adv_\scrs- “Why -not take advantage of the_:huge! chunk,t,,I ith the commmswnmg | bea good on ne for the sma“ mvestor
are in danger of getting carried away frothy a\mosph ere? Let’s get as much. & of a new terntinal (of even alrpo

by the euphor a. All last week 1 could as W€ can.” Al the end of the week the case of Slansted).

detect a grow! ng inclination, which 1 word © was percolatmg out from ' Given these problem s the ng t pe

hope they W will resist, 10 flog BAA 10 Cogmy\NatWest' handling th; issue. in this market, 10 gt 500m shares
the public for every last penry they ffot-‘y}hg_g vemmcnt. that " 8 much: _away . &M create 8 satisfactory
way With. One Dbetter price “would b .250p. which ~ aftermarkey Should be 8 around 13 =
ministerial friend has accused me of . would. raise, £1.3 billion, Of: even which gives:us 3 price of 208p. On
pushing for too low 2 price for ‘,280p; which would raise £1.4 billion. that basis, m\ settle for 210p, and
previous rivatisation 18sues: and i There Wer , the word went, special || 220p at 8 stretch, But 0o more than

pry ;

mentions British Airways 4n particu- " factors® not, in, the ;‘.-_yprospcct'us: the || that. e
\ar where th price has certainl ,,roadshows: re’s.>chairman “Sir: iy akg
taken Narman Pa ne nd his groupies’ have SR

oll.
Maybe 1 have, but my riposte is gone armed : With films aroun nd the
that in the BA issue in pamcu\ar the counttys & have gone ry W
overnment itself was trying 10 talk Gathck s daing M much better than
the small investor out of and it anyon¢ ifnagined. Traffic is gomg-
was only because of ¢ ;emators . through ‘The ‘roof at Heathrow. At
such as me that the pubhc did flock 10p the ghares would be @ giveaway,
it — and made 2 very good profit. . and - even at 250p they wou\d be

\f the govemmem gets 10 y " :
over BAA, it could get a rude But ‘et us do somc-s\mple sum
shock. Most of the people 1 have here . The market { is NOW selling atéf ~ About half {he issue will b offered

talked to reckon the shares aré worth., times historic earnings. BAA’s €ag- at this all-impertant fi xed price. The )
around 210-220p. - The two leading "\INgS in its last financial year were 16p rest/wﬂ\ go 10 the institutions at the %
Phillips & Drew share, so on that basis the shares same  Pprice, put with the now
g e

ark — P&D gocs for
210p. Generally, lastweek’ spaperswere
in the same area.

| have a susp\cwn however that the
Treasury wants mor e. It has seen

ex\raordmary rush of interest mto uggests it

other 1ssues, and been embarras ints | bel or above the fixed price an e .
by the way shares -have: often opoly, hares g0 10 the highest bidders

roared up afl rwards, indicating ‘needs The fixed price will be announced

issues were underpnccd and they y. in_Of 1o get OO July 8 and applications close on

have lost polemia! revenues for th ¢ ' Om oves.the July 16. In between those dates | will

government coffers. One can almost it must be give you my views on what price 10

——
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W AA float still on

etk Goveonimaat «annot be too
hupdy with the Loyl of interesi in
Britisa Airports Audhoiity, which
18 100t L be floated in a compli-
cared (wo tier offer- for-sale com-
prsing « fixed price and teader

. ofrer.

The ucmber of people who
huve acgistered with the BAA
share wformation office is just

. over 1 aullion, compared with 3
. miliion who registcred for TSB
; brospectuses and 7.5 million who

.egistered for British Gas at ap-

¢ oroximawly the same stage in the
. ‘loiation.

Keith  Yayne, of Charles
Baiker, the firm handling the
vublic relations for the BAA flo-
tanon,  said: “Those two
arivatisatons  are  not  directly
conparable because TSB and
British Gas were able to drum up
support by direct mailing custom-
ers.

“British Airways and Rolls
Royce, for example, had 612,000
and 696,000 people respectively,

.-
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With only three days to go before the price for
BAA shares is announced, public response has

not been enthusiastic. Lorna Bourke reports.

registered so BAA we think is do-
ing well,” he said'. s

Both these privatisations were
around £I billion — roughly com-
parable in size with the BAA is-
sue.

Next Wednesday, 8 July, is im-
pact day when the price of the
fixed-price offer is to be an-
nounced. And if interest remains

at a relatively low level, thc Gov-

ernment may be obliged to fix the
BAA share pricc below the pre-
dicted 210p to 220p, to drum up
interest.

Part of the problem is that the
offer-for-sale is complicated.
Three quarters of the 500 million
shares to be sold will be at the
fixed price, yet to be announced.
The other 25 per cent is a tender
offer — but a tender with a nasty

twist which the brokers do not
like.

Anyonc bidding for shares in
the tender auction, who is suc-
cessful will have to pay the price
bid — not the morec usual
“striking” price. (This is the lower
price at which all successful appli-
cations are fulfilled.)

This will act as a major deter-
rent to would-be investors. Bro-
kers scc this as the thin end of the
wedge.

With other privatisations in the
pipclinc — BP, the water authori-
tics, and the electricity industry —
they sce the BAA tender as creat-
ing a precedent, and a means of
raising as much as possible for the
Government, lcaving little or
nothing for the brokers, their cli-
ents and the speculators.

The stags may still have a flut-
ter, but the institutions who might
well be long-term holders of BAA
will probably find it morc advan-
tagcous to wait and sec at what
price the shares settle when deal-
ings start on 28 July, and buy in
the market.

“The issue is too complicated
and the advertising docs not make
it clear that:this is an offer-for-
sale which the public should take
up,” commented a rival of
Charles Barker and JWT, which is
handling the BAA advertising
campaign.

This view is inevitably biased
but is shared by many of the bro-
kers.

{ihood f sumewhat weakdri

THE INDLEPENDER

runway

Atow i tumcare d 10 e b
mg over the pricing of (e e
which will Le considerably i

difficult to judge, given 1he ¢ se:
of the holiday pericd and the

kets than in the pre-clection sul:
market euphoria when Fiols
Royce and British Ajrviays weid
sold off.

This could be good aews fus -
tential investors since the pric
may be lowcr than otharwise. oo
viding healthy pictie for
stags, to ensure that the issuc s
not a flop.

Stockbroker Phillios ana iew
reckons that when dealings ie: uic
shares start on 28 fuly. the pnce
will scttle at around 24Up per
share. If the fixed puice offer « at
220p this does not leave envugh
to attract the spf;culalur« in any
numbers. ,

After dealing custs of a i
mumn of L5 per cent, a protr of
less than 10 per cent docs not ook
very attractive.

Those involved in the issuc
however, claim that dealings are
much more likely to start at about
270p — but here again, they arc
hardly unbiased.

All of which points to the pos-
sibility of a lower offer price than
220p. This is good news sincc
BAA should be a long-term hold,
enjoying as it does a monopoly as
UK airport operator and rising .
revenues from increased air traf- |
fic, passengers and duty-free l
sales. i

So if you want to register your in- I
terest and ensure that a prospectus
is sent, ring 01 200 1000, or write to :
the BAA Share Informanon Office,
PO Box 181, Liverpool, L70 14A.

¢z
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Over 1m
register

for BAA _
prospectusg

By Richard, Tomkins

THE. IMMINENT -flotation of
BAA, the stateowncd -air-
ports- group, appears to be
creating  strong  interest
among. Investors in spite of

t

the. relative complexity of -

the: offer - arrangements.

With anather week to go
before ‘' the ‘launch of the
prospectus, the number of
people registering with
BAA’s share information
office passed the 1m mark
yesterday. That compares
with less than 700,000 each
for the Rolls-Royce and
British ' Airways flotation
when their share information
offices closed. e

There had been concern in
_some quarters that the un-
usual .structure ' of the effer,
under which part of the
shares will be offered at a
fixed price and part through

“~4*{ender, ‘wotild - prove -offs-

putting to investors. Yester-
day's figures suggest that
those fears - could - prove
unfounded. - :

Meanwhile the. debl(e ovei

‘the' pricing --ef: ‘the effer
“yumbles on with, the Govers-
ment’s advisers apparently at
loggerheads with independent
analysts and BAA itself.-
 The -County' NatWest, ‘the
merchant - bank- advising the
.Government, - and : County
“Securities, the bank’s- brok-
. ing.arm, continue.to. suggest

that the shares warrant & rat- .

ing above the market average,

suggesting a price well IMVO.

the 250p mark.
However Phillips & Drew,
a stockbroker not connected
with the flotation, yesterday
jolned other independent
brokers in suggesting that an
offer price in the range of
210p to 220p would be more
appropriate; - giving .BAA a
market capitalisation of
1.05hn to £1.1bn.
«In view of the highly
. regulated nature of BAA and
i the political worrles on duty
free sales, we helieve BAA's
price should be set at a dis-
count to the market price/
earnings ratio,’ despite its
good growth potential,”
Phillips & Drew said.
Freedom according to the
rules, Page 6

.
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Rising hackles over

pricing for BAA 2

By Roland Gribben

DIFFERENCES between the
City, the government and its
advisers over the pricing of
British Airport Authority shares
continued yesterday with ana-
lysts continuing to argue that
the issue is in danger of being
overpriced

But County Natwest, the
government advisers, denied
suggestions that a higher than
predicted price had produced a
public *‘turn off"’, said the num-
ber of applications for informa-
tion about the latest privatisa-
tion stock had topped the
million mark and was well
above the levels recorded for
British Airways and Rolls-
Royce at the comparable stage.

The wide rift over pricing -
the difference between the two
sides is between 40p-S0p - pro-
duced a flurry of behind the
scenes activities yesterday with
suggestions that analysts and
the company were engaged in
serving vested interests by

- “talking down'" the price.

BAA strongly denied the
charge. The indications are that
after what is regarded as a suc-
cessful series of road shows
around the country and presen-
tations this week to institutions
and underwriters there is strong
support for a price in the 250p-
260p range and enough enthusi-
asm to pitch the tender element
of the issue in the 20pc-25pc
range, close to the maximum
level.

PEES——

Analysts maintain that on a
past and prospective perfor-
mance rating there is nothing in
BAA to justify a price above the
210p-220p level. One said :
“‘Pricing the issuc at 250p
would be ludicrous. The govern-
ment obviously want the most
out of it with a high fixed price
and the tender but they are
being unrealistic.”

Alan Kelsey of stockbrokers
Kitcat Aitken maintained that
with a high capital spending
programme and interest and tax
charges to take into account
BAA is likely to be lagging

behind the market. Richard ®

Hannay of Phillips and Drew
argued that with the company’s
growth in pre-tax profits below
the market average the case for
an offer price above 210p was
weak. %

County Natwest argued that
the brokers case was too pessi-
mistic and that other arguments
about the risk to duty free busi-
ness and the controls over the
regulatory regime had been
exaggerated.

Advisers attached to the
“road show'' presentations said
there had been an enthusiastic
response. ‘The main point
made was to ensure there were
sufficient application forms
available to avoid the problems
encountered with Rolls-Royce.
There was talk of bidding up to
300p in the tender,’" said one.
The price will be officially
announced on Wednesday.

' THE TIMES

The inclusion of the tender
element in the sale of BAA
shares has not put off small
investors, according to
sources close to the Govern-
ment, which is selling its
holding in the airports
management group. Inquiries
_for details of the issue have
risen from 500,000, before the
pathfinder prospectus was
published, to more than 1|
million, they said yesterday.

It was feared that the added
complication of a tender
might have deterred some
unsophisticated investors.

Yesterday, it became clear
that the Government is deter-
mined to price the issue well
above the level suggested by

Whitehall insists rush
for BAA continuig "

. By Ray Heath

many analysts, arguing that
they do not reflect investor op-
inion.

Suggestions that the fixed
price should be about 220p
were well out, said an official.
A figure of 270p was closer to
officials’ estimates of the cor-
rect price. While that might

eflect their expectations of
the levels of bids for the 25 per |
cent of the issue open to
tender, it would still suggest a
fixed price much in excess of
analysts’ calculations.

The Government’s advisers |’
feelfund managers and small §.
investors are prepared to pay a .
full price which reflects cur-
rent market multiples for
industrial companies.
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