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Will other jurisdictions follow UK Revenue
approach? (UK Revenue believe it is consistent with
existing OECD guidance)

UK distributable reserves

UK Company Law concept

Similar to accumulated profit in accounts
(but different "Realised" concept)

Need distributable reserves to

- pay dividends

- oil wheels of various corporate transactions

Distributable reserves

Shares held in a

Issue _ Trust or in Treasury Bu
(directly) reduce distributable y

reserves

Change: Until UITF38 and Tech64/04 shares in
Trust did not reduce distributable reserves
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Why do we use Trusts in the UK?

» Treasury used to be illegal (still is for private
companies)

« Familiar with Trusts

» Independence of trustees
- close period
- ring fence shares for employees

* Pure nil cost awards (market value below
nominal value)

Why do we use Trusts in the UK?

But

» Costs

» Risk of assets trapped in trust
» Financial Assistance Issues
But key factor

» Shares in Trust do not count for 10% ABI limit
while shares in Treasury do

* To change?

Changing scene: buy or issue decision

NOwW BEFORE
Short term cash Favour issue
Long term cash Moving to favour buying

Dilution ® More complex not just impact of

Limits

® Depends on dividend policy and

significance of Financial Measures
such as an EPS

® Modelling outcomes
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Changing scene: buy or issue decision

NOwW BEFORE
Accounting Neutral Favour issue
Taxation (UK)  Neutral Favour issue

Distributable
reserves (UK)  Favour issue Neutral

Share sourcing: the problems in practice

Facts
« FTSE listed UK plc

» Consolidated accounts under IAS, but domestic
accounts under UK standards

» Number of years of strong growth, then profits
warnings - substantial drop in share price

» Share price below nominal value
* New CEO - how to attract/motivate

» Company has small amount of distributable
reserves & some cash in business

Issues to address

» Decision to make nil-cost award — large number of
shares

* Need to use trust because nil-cost award
» How to source shares for trust?

Two options:-
« Issue shares to trust
- trust buys shares in market
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Best laid plans

Financial case clear cut — best to fund trust to buy
shares in market

Company has cash to fund trust & shares are
cheap

Would avoid substantial dilution (5% Trust
limit ok)

BUT — UK company law could derail best laid
plans

Company/market considerations

» Good use of company cash?
* Long-term dilutionary impact of new issue

« Interaction with financial assistance/distributable
reserves

Nil-cost award

UK company unable to issue shares directly to
CEO for less than nominal value

Need to fund trust so trust can make nil-cost
award

Trust law
UITF 38
Financial assistance
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UITF 38

UK accounting rules for employees' trusts

Trust normally treated as in essence a division of
parent

Internal transactions (eg loan to trust) ignored
Shares in trust treated as deduction from
shareholders' funds

Tech 64/04 — deduction reduces distributable
reserves for UK plcs (s264 CA)

Problem: shares in trust will reduce distributable
reserves

Financial assistance

» Loan to trust (to buy on the market or issue new
shares) is financial assistance
» Share schemes exemption
» Additional tests for listed companies:-
+ Does loan reduce net assets?

- If loan reduces net assets, is that reduction covered by
distributable reserves?

* Net assets — Tech 64/04

Tech 64/04 (1)

No requirement to prepare accounting books and
records in accordance with UK accounting
standards

If do not — ignore UITF 38

Trust = separate entity

Loan = asset of company — is it recoverable?
Not in this case — nil-cost options

Loan must be shown as bad debt - reduces net
assets
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TECH 64/04 (2)

* TECH 64/04 intended to be helpful

« If rely on Tech 64/04, don't apply UITF 38 & avoid
reduction in net assets

* BUT - doesn't help where few distributable
reserves and granting nil- cost awards

Outcome (1)

« Distributable reserves:-
- insufficient to cover reduction in net assets for new
issue shares
« (just) sufficient to cover reduction for market purchase
(loan smaller)
« Company was permitted by company law to use
market purchase shares

» BUT — nervous about accuracy of distributable
reserves figures

» Also — market perception of use of company's

cash

Outcome (2)

« So:-
- granted award with additional performance target

—sufficient distributable reserves to buy shares when
award vests

- postpone decision to fund trust
» Missed opportunity to buy shares when value low
» US company in same position wouldn't have had
same problems
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Questions?

Thank you for your participation
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