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Substantial shareholding exemption

The substantial shareholding exemption permits UK trading companies to dispose of
“substantial shareholdings” owned by them in other trading companies free of UK corporation
tax on any realised gains. This is a powerful relief for corporate groups which, with careful
forward planning, can result in some significant tax savings and maintain shareholder value.

1.

Disclaimer

The information contained
herein is published without
responsibility by Menzies LLP,
or any contributing author,
for any loss howsoever
occurring as a consequence
of any action which you take,
or action which you choose
not to take, as a result of this
publication. It is not a
substitute for obtaining
specific professional advice
and no representation or
warranty, expressed or
implied, is made as to its
accuracy or completeness.
The information is relevant
within the United Kingdom.
These disclaimers and
exclusions are governed by
and construed in accordance
with English Law.

Relevant as at
February 2009.

Who does the exemption apply to?

The relief applies to corporate entities who are subject to UK corporation tax on their profits.
It does not apply to unincorporated businesses such as sole-traders or partnerships.

What is the nature of the exemption?

Where certain detailed criteria are met, corporate entities can make disposals of shareholdings
in other corporate entities without the resulting gain or loss being brought within the charge
to UK tax. This means that there is no tax on gains, and losses are not allowable.

The relief also applies to an interest in shares or certain assets related to shares such as options.

What criteria need to be met in order to obtain the exemption?

The qualifying criteria are detailed and complex. In broad terms there are conditions to be
met in connection with the following:

+ Substantial shareholding

+ Minimum holding period

+ The investing company (“investing”)

« The target company (“target”)

« Trading activities

Substantial shareholding

The investing company must hold not less than 10% of the target company’s ordinary share
capital and needs to be beneficially entitled to not less than 10% of the profits available to
equity holders and 10% of the assets available to equity holders on a winding up of the
company.

Where the target company is not a UK company these criteria require more careful consideration.

Minimum holding period

The investing company must have held a substantial shareholding throughout a continuous
12-month period beginning not more than two years before the disposal takes place.

Where the shareholding fluctuates within the two-year period before a disposal, careful
consideration needs to be given as to whether the disposal qualifies.

The investing company

The investing company must either be a sole trading company or a holding company of

a qualifying trading group. A qualifying trading group is a principal company, together with
its 51% subsidiaries, that meets the qualifying trading conditions. The conditions must be
met throughout the minimum holding period and up to the point of disposal.

The investing company must also meet the trading conditions immediately following the
disposal.



{menzies

www.menzies.co.uk

The target company

The target company must either be a trading company or the holding company of a trading
group or sub-group. The conditions must be met throughout the minimum holding period
and up to the point of disposal.

The target company must also meet the trading conditions immediately following the disposal.

Trading activities

A trading company’s activities must not include to a substantial extent activities other than
trading activities. Where a group exists, the definition applies to the activities of the group
taken together.

HM Revenue & Customs consider that “substantial extent” means 20% or more of the
company’s activities. This can be measured in relation to the company’s assets, its income
or its expenditure in terms of time spent on non-trading activities.

4. What are the potential benefits?

The following example demonstrates how the Substantial Shareholding Exemption can
provide significant practical benefits.

You own a Company (A) which has two trading activities. It is possible that you may find
a buyer for one of the trades but may wish to retain the other trade.

By forming two new subsidiaries (B and C) and transferring one trade to each, Company A
becomes the holding company of a trading group.

As long as all of the conditions for the exemption apply, it would be possible to sell either
Company B or Company C free of corporation tax on any gain made. The other company
can be retained.

If the trades were not separated in this way and Company A sold the trade and assets of one
of its two trades for £2million, say, the company could potentially suffer corporation tax of up
to £560,000 on the sale. Prior action could therefore save the group this much tax and leave
more profit available to distribute to the shareholders.

5. How Menzies can help
The substantial shareholding exemption is a powerful relief which can provide significant tax
savings where the conditions are met. In order to assist in securing these tax benefits we can:
- Review existing corporate group structures at an early stage with a view to advising
on potential improvements to secure the exemption in the future.

- Assess the status of potential corporate disposals against the qualifying criteria

+ Seek clearance from HM Revenue & Customs where there is doubt as to whether the
qualifying criteria are met. This is particularly important when large amounts of tax are
at stake.

« Assist in planning the timing of corporate disposals to ensure that the maximum tax
benefits are obtained.

- Incorporate the transactions into the relevant corporation tax returns and defend the
position with HM Revenue & Customs if required.

This is a detailed and complex area of the tax legislation and this guide is a summary only.
Professional advice should be sought from your Menzies contact before taking any action.



