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LORD REED: (with whom Lord Neuberger, Lord Mance, Lord Carnwath 

and Lord Hodge agree) 

1. In our society, a great deal of intellectual effort is devoted to tax avoidance. 

The most sophisticated attempts of the Houdini taxpayer to escape from the 

manacles of tax (to borrow a phrase from the judgment of Templeman LJ in W T 

Ramsay Ltd v Inland Revenue Comrs [1979] 1 WLR 974, 979) generally take the 

form described in Barclays Mercantile Business Finance Ltd v Mawson [2004] 

UKHL 51; [2005] 1 AC 684, para 34: 

“... structuring transactions in a form which will have the same 

or nearly the same economic effect as a taxable transaction but 

which it is hoped will fall outside the terms of the taxing statute. 

It is characteristic of these composite transactions that they will 

include elements which have been inserted without any 

business or commercial purpose but are intended to have the 

effect of removing the transaction from the scope of the 

charge.” 

2. The present appeals are concerned with composite transactions of this nature, 

designed to avoid the payment of income tax on bankers’ bonuses. They are among 

a number of cases concerning broadly similar schemes. In each case, the scheme 

was intended to take advantage of Chapter 2 of Part 7 of the Income Tax (Earnings 

and Pensions) Act 2003 (“ITEPA”), as amended by Schedule 22 to the Finance Act 

2003 (“Chapter 2”). Although the schemes were also designed to avoid the payment 

of national insurance contributions, it is unnecessary to discuss that aspect, as it is 

common ground that the position in that regard is the same as in relation to income 

tax. 

The background and context of Chapter 2 

3. It may be helpful to begin by considering the relevant legislation. Chapter 2 

is best understood against the background of the previous law, and in its context 

within Part 7 of ITEPA. 

4. Under ordinary principles of tax law, where an employee receives shares as 

part of his remuneration, he is liable to income tax on the value of the shares, less 

any consideration which he may have given for them, in accordance with the 

decision of the House of Lords in Weight v Salmon (1935) 19 TC 174. That case 
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concerned a situation where the managing director of a company had been allowed 

to subscribe for shares at par as a reward for successful performance. The position 

where an employee is granted a conditional share option was considered by the 

House of Lords in Abbott v Philbin [1961] AC 352. That was a case where a 

company’s senior employees had been given an option to subscribe for its shares at 

the then current market price, the option being exercisable at any time within the 

next ten years. The employees were thus incentivised to increase the company’s 

prosperity. The option was non-transferable and would expire on the employee’s 

death or retirement. It was held that income tax was chargeable on the realisable 

monetary value of the option at the date of its acquisition, rather than on the value 

realised when it was subsequently exercised, as the Revenue had argued. Lord Reid 

said at p 376: 

“I can sum up my view by saying that conditions and 

restrictions attached to or inherent in an option may affect its 

value, but are only relevant on the question whether the option 

is a perquisite if they would in law or in practice effectively 

prevent the holder of the option from doing anything when he 

gets it which would turn it to pecuniary account.” 

5. The decision in Abbott v Philbin was reversed by section 25 of the Finance 

Act 1966 (later consolidated as section 186 of the Income and Corporation Taxes 

Act 1970), which removed any charge to income tax on the grant of employees’ 

share options, and instead imposed a charge on the gain realised when the option 

was exercised, assigned or released. Section 78 of the Finance Act 1972 

subsequently conferred an exemption from the charge in relation to approved share 

option schemes, on the view that such schemes could perform valuable social and 

economic functions. 

6. Those provisions applied only to share option schemes. They did not apply 

to share incentive schemes under which an employee subscribed for, or was 

awarded, shares to which restrictions might be attached for a prescribed period, and 

which might become more valuable on the lifting of the restrictions. An employee 

might, for example, be awarded shares subject to the condition that they would be 

forfeited if performance targets were not met. Until 1998, the Revenue took the view 

that no charge to income tax arose when shares of that type were acquired. Nor, until 

the 1972 Act, was there any specific charge to income tax when the restrictions 

attached to the shares were lifted. 

7. Section 79 of the 1972 Act, however, imposed a charge to income tax on the 

value of employment-related shares (less any consideration given) when the 

restrictions were lifted, or the employee ceased to have a beneficial interest in the 

shares, or a period of seven years elapsed from their acquisition, whichever was the 
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earliest. The timing of the charge reflected the fact that it was at the point when the 

risk of forfeiture was lifted that the value of the shares could most easily be 

determined and realised. Approved share option schemes were excluded from the 

scope of the charge. Another exception related to shares which were not subject to 

any restrictions other than those applicable to all shares of the same class, where the 

majority of the shares of that class were acquired otherwise than in pursuance of 

offers to employees. The latter exception has a counterpart in the modern legislation, 

in section 429 of ITEPA, to which it will be necessary to refer later. 

8. That remained the broad outline of the income tax regime applicable to share 

options and share incentive schemes until 1998. By then, the Revenue had received 

legal advice, in relation to remuneration provided in the form of shares subject to 

forfeiture, that the Abbott v Philbin principle applied, so that a charge to tax arose at 

the time when the shares were first awarded, on a value reduced by the risk of 

forfeiture. 

9. It appears from contemporaneous documents (a Budget news release issued 

on 17 March 1998, and the explanatory notes which accompanied the subsequent 

Bill) that the advice gave rise to two problems. First, it was considered fairer to tax 

shares which were subject to the risk of forfeiture at the point when the risk was 

lifted or, if earlier, when the shares were sold, rather than when the shares were 

acquired. That was because it was at the point when the restriction was lifted that 

the value of the shares could most easily be determined, and that the employee was 

often able to realise their value. Secondly, it was considered necessary to prevent 

tax avoidance schemes involving remuneration in shares subject to forfeiture from 

being set up in order to exploit the new understanding of the legal position. 

10. Parliament addressed those problems by enacting section 50 of the Finance 

Act 1998, which inserted sections 140A to 140C into the Income and Corporation 

Taxes Act 1988. The general effect of those provisions was to remove the charge to 

income tax when an employee received shares on terms which meant that they might 

later be forfeited, unless the shares could still be subject to the risk of forfeiture more 

than five years later. Instead, there was a charge to income tax on the market value 

of the shares when the risk of forfeiture was lifted or, if sooner, when the shares 

were sold. 

11. Sections 140A to 140C of the 1988 Act were re-enacted as the original 

Chapter 2 of ITEPA, but a few months later a new and more complex Chapter 2 was 

substituted by the Finance Act 2003. The substituted Chapter 2 formed part of an 

amended Part 7 of ITEPA, introduced “to close loopholes, prevent avoidance and 

deal with other anomalies”, according to the explanatory notes. 
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12. Part 7, as amended, was considered by this court in Grays Timber Products 

Ltd v Revenue and Customs Comrs [2010] UKSC 4; [2010] 1 WLR 497. That case 

concerned Chapter 3D of Part 7, but, in a judgment with which the other members 

of the court agreed, Lord Walker discussed the wider context. As he explained, the 

provisions of Part 7 reflect three different legislative purposes. Those purposes have 

already become clear from the discussion of the historical background: 

“4. ... First there is Parliament’s recognition that it is good 

for the economy, and for social cohesion, for employees to own 

shares in the company for which they work. Various forms of 

incentive schemes are therefore encouraged by favourable tax 

treatment ... 

5. Second, if arrangements of this sort are to act as 

effective long-term incentives, the benefits which they confer 

have to be made contingent, in one way or another, on 

satisfactory performance. This creates a problem because it 

runs counter to the general principle that employee benefits are 

taxable as emoluments only if they can be converted into 

money, but that if convertible they should be taxed when first 

acquired. That principle was stated by Lord Radcliffe in Abbott 

v Philbin [1961] AC 352, 379 ... 

6. The principle of taxing an employee as soon as he 

received a right or opportunity which might or might not prove 

valuable to him, depending on future events, was an uncertain 

exercise which might turn out to be unfair either to the 

individual employee or to the public purse. At first the 

uncertainty was eased by extra-statutory concessions. But 

Parliament soon recognised that in many cases the only 

satisfactory solution was to wait and see, and to charge tax on 

some ‘chargeable event’ (an expression which recurs 

throughout Part 7) either instead of, or in addition to, a charge 

on the employee’s original acquisition of rights. 

7. That inevitably led to opportunities for tax avoidance. 

The ingenuity of lawyers and accountants made full use of the 

‘wait and see’ principle embodied in these changes in order to 

find ways of avoiding or reducing the tax charge on a 

chargeable event, which might be the occasion on which an 

employee’s shares became freely disposable (Chapter 2) or the 

occasion of the exercise of conversion rights (Chapter 3). The 

third legislative purpose is to eliminate opportunities for 
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unacceptable tax avoidance. Much of the complication of the 

provisions in Part 7 (and especially Chapters 3A, 3B, 3C and 

3D) is directed to counteracting artificial tax avoidance.” 

In the only other judgment delivered in that case, Lord Hope commented at para 56 

that “if there is any theme in the Act it is one of anti-avoidance and the closing down 

of perceived tax loopholes”. 

The provisions of Chapter 2 

13. As section 417 of ITEPA states, Part 7 contains special rules about cases 

where securities, interests in securities, or securities options are acquired in 

connection with an employment. In terms of section 420(1), the following (amongst 

other things) are “securities”: 

“(a) shares in any body corporate (wherever incorporated) ... 

(b) debentures, debenture stock, loan stock, bonds, 

certificates of deposit and other instruments creating or 

acknowledging indebtedness …” 

In terms of section 420(5), the following (amongst other things) are not “securities”: 

“(b) money and statements showing balances on a current, 

deposit or savings account …” 

14. Section 421B(8) defines the expression “employment-related securities” as 

meaning securities or an interest in securities to which Chapters 2 to 4 apply. In 

terms of section 421B(1), those chapters apply to securities, or an interest in 

securities, acquired by a person where the right or opportunity to acquire the 

securities or interest is available by reason of an employment of that person or any 

other person. In terms of section 421B(2), securities, or an interest in securities, are 

acquired at the time when the person acquiring the securities or interest becomes 

beneficially entitled to them. 

15. As was explained earlier, the award to an employee of shares in a company 

by reason of his employment gives rise under ordinary tax rules to a charge to 

income tax on the market value of the shares at that time, even where the shares are 

subject to a condition or restriction affecting their value. But Chapter 2 creates a 
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special regime for employment-related securities if they are “restricted securities” 

or “a restricted interest in securities” at the time of their acquisition. Those 

expressions are defined by section 423(1): 

“(1) For the purposes of this Chapter employment-related 

securities are restricted securities or a restricted interest in 

securities if - 

(a) there is any contract, agreement, arrangement or 

condition which makes provision to which any of 

subsections (2) to (4) applies; and 

(b) the market value of the employment-related 

securities is less than it would be but for that provision.” 

16. In relation to section 423(1)(a), it is argued on behalf of the banks in the 

present appeals that the shares in question are “restricted securities” by virtue of 

section 423(2). It provides: 

“This subsection applies to provision under which 

(a) there will be a transfer, reversion or forfeiture of 

the employment-related securities, or (if the 

employment-related securities are an interest in 

securities) of the interest or the securities, if certain 

circumstances arise or do not arise; 

(b) as a result of the transfer, reversion or forfeiture 

the person by whom the employment-related securities 

are held will cease to be beneficially entitled to the 

employment-related securities, and 

(c) that person will not be entitled on the transfer, 

reversion or forfeiture to receive in respect of the 

employment-related securities an amount of at least 

their market value (determined as if there were no 

provision for transfer, reversion or forfeiture) at the time 

of the transfer, reversion or forfeiture.” 
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17. Section 424 sets out a number of exceptions. It is relevant to note subsections 

(b) and (c): 

“Employment-related securities are not restricted securities or 

a restricted interest in securities by reason only that any one or 

more of the following is the case - 

… 

(b) that person [ie, the person by whom they are 

held] may be required to offer for sale or transfer the 

employment-related securities on the employee ceasing, 

as a result of misconduct, to be employed by the 

employer or a person connected with the employer, or 

(c) the employment-related securities (or the 

securities in which they are an interest) may be 

redeemed on payment of any amount.” 

18. Section 425(2) confers an exemption from income tax in respect of the 

acquisition of employment-related securities where they are restricted securities by 

virtue of section 423(2) at the time of the acquisition, and will cease to be restricted 

securities by virtue of that provision within the next five years. The exemption from 

tax is optional: the employer and employee may elect that it is not to apply, in which 

case a charge to income tax will arise in accordance with Abbott v Philbin. 

19. Section 426 imposes a tax charge in relation to the securities if a chargeable 

event occurs. For present purposes, the relevant chargeable event is the securities 

ceasing to be restricted securities. Section 429, however, allows an exemption from 

the charge under section 426 where, put shortly, a whole class of shares in a 

company is affected by the same restriction, all the shares of the class are affected 

in the same way by the chargeable event, and either (a) the company is employee-

controlled by virtue of holdings of shares of the class, or (b) the majority of the 

company’s shares of the class are held by persons unrelated to the company. It 

follows that where section 429 applies (as, for example, where the company is 

owned by its employees, or where most of the shares of the class awarded to the 

employees are held by members of the public, and the other requirements of the 

section are met), the recipient of the shares is given the same favourable income tax 

treatment as the recipient of shares under an approved share option scheme. 

Subsequent to the date of the schemes with which these appeals are concerned, 
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section 429 was amended by paragraph 6 of Schedule 2 to the Finance (No 2) Act 

2005 so as to exclude its application to tax avoidance schemes. 

Other Chapters 

20. It is also relevant to note Chapter 3A, comprising sections 446A to 446J. As 

section 446A(1) explains, Chapter 3A applies “in certain cases where the market 

value of employment-related securities (or other relevant securities or interests in 

securities) is reduced by things done otherwise than for genuine commercial 

purposes”. Things done otherwise than for genuine commercial purposes include 

“anything done as part of a scheme or arrangement the main purpose, or one of the 

main purposes, of which is the avoidance of tax” (section 446A(2)). 

21. Section 446B applies where the market value of employment-related 

securities at the time of their acquisition has been reduced by at least 10% as a result 

of things done otherwise than for genuine commercial purposes within the previous 

seven years. In such circumstances, it imposes a tax charge on the difference 

between the securities’ actual market value and the market value which they would 

have had if it had not been artificially depressed. Section 446B does not apply, 

however, where section 425(2) applies: section 446B(3). 

22. Section 446E has the effect of adjusting the charge under section 426, if such 

a charge arises, where the market value of the securities is artificially low 

immediately after the chargeable event, or on 5 April in any year (there being, in 

those circumstances, a deemed chargeable event on that date). “Artificially low” is 

defined as meaning reduced by at least 10% as a result of things done otherwise than 

for genuine commercial purposes within the seven years preceding the chargeable 

event (or, if section 425(2) applies, the seven years preceding the acquisition of the 

securities). 

23. Chapter 3B deals in a broadly similar manner with cases where the market 

value is artificially enhanced; Chapter 3C with securities acquired for less than 

market value; and Chapter 3D with securities disposed of for more than market 

value. 

The schemes in outline 

24. Before considering in detail the facts of the individual appeals, it may be 

helpful to explain briefly how, in broad terms, schemes of the kind in issue were 

designed to work. The modus operandi can be summarised as follows. The bank 

decided to award discretionary bonuses to certain of its employees, but to pay the 
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amount of the bonuses into a scheme designed to take advantage of the provisions 

of Chapter 2, so that the employees would avoid liability to income tax. Rather than 

paying the bonuses directly to the employees, the bank instead used the amount of 

the bonuses to pay for redeemable shares in a special purpose offshore company set 

up solely for the purpose of the scheme. The shares were then awarded to the 

employees in place of the bonuses. Conditions were attached to the shares which 

were intended to enable them to benefit from the exemptions from income tax 

conferred by sections 425(2) and 429. Once the exemptions had accrued, the shares 

were redeemable by the employees for cash. Employees resident and domiciled in 

the United Kingdom, who were liable to capital gains tax, could however defer the 

redemption of their shares until they had held them for two years, by which time the 

rate of tax chargeable, with the benefit of business taper relief, was only 10%. 

25. A typical scheme therefore involved carrying out the following pre-ordained 

steps: 

(1) The bank decided which of its employees would receive discretionary 

bonuses, and the amount of those bonuses. 

(2) Company Z was created in an offshore jurisdiction. Care was taken 

that Company Z was not an associated company of the bank for the purposes 

of section 429. 

(3) A special class of redeemable shares in Company Z was created. As 

shares, these were “securities” as defined in section 420(1)(a). The shares 

were subject to a short-term restriction designed to satisfy the requirements 

of section 423(2). 

(4) The restriction involved a contingency which was unlikely to occur 

but might conceivably do so. In cases where the occurrence of the 

contingency lay beyond the control of those involved in the scheme, hedging 

arrangements were entered into so that the employees were compensated in 

the event of the restriction being activated. 

(5) Directly or indirectly, the bank paid the aggregate amount of the 

bonuses to Company Z as the price of the shares. 

(6) The purchaser received the shares and allocated beneficial interests to 

the employees identified at step (1) in amounts equal to the amounts that the 

bank had decided to award them as bonuses. Exemption from a charge to 

income tax on the employees’ acquisition of the shares was asserted under 
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section 425(2), on the basis that the shares were restricted securities by virtue 

of section 423(2). 

(7) A short time later, the restriction was removed from the shares. 

Exemption from a charge to tax on this event was asserted under section 429. 

(8) A short time after that, the employees became entitled to redeem their 

shares, and many did so. No liability to income tax arose by reason of the 

redemption. 

(9) Some employees who were resident and domiciled in the UK 

continued to hold their shares for the two years necessary to mitigate a charge 

to capital gains tax using taper relief. They then redeemed their shares. 

(10) In due course Company Z was wound up. 

26. It is necessary next to consider in greater detail the facts of each of the present 

appeals, and the reasoning of the tribunals and courts below on the issues which 

remain in dispute. In the following summary, some immaterial details have been 

simplified. 

The UBS case 

27. During the tax year 2003/2004 UBS AG, a well-known bank, devised an 

employee bonus scheme which was designed to take advantage of the provisions of 

Chapter 2 as explained above. It had no purpose other than tax avoidance, and such 

consequential advantages as would flow from tax avoidance. The scheme involved 

the carrying out of a number of pre-ordained steps according to a detailed timetable. 

Once the structure of the scheme had been finalised, a brochure was sent to the 

employees explaining it in detail and inviting their participation. 426 employees 

agreed to participate. Some of the documentation required under the scheme, such 

as board minutes of the vehicle company, was pre-drafted. The scheme was then 

implemented as planned. 

28. On 23 January 2004 UBS agreed which of its employees were to be awarded 

a discretionary bonus for the tax year 2003/2004, and the amount of their bonuses. 

On 28 January, UBS subscribed £91,880,000 (£1,000 per share) for 91,880 non-

voting shares in a company called ESIP Ltd, incorporated in Jersey a few days earlier 

for the purposes of the scheme. That sum was the equivalent of the cash payments 

which the employees would otherwise have received as cash bonuses. The following 
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day UBS awarded 91,856 shares to the employees who had agreed to participate, in 

amounts corresponding to the amounts of their bonuses, and the remaining shares to 

trustees of a UBS employee benefit trust. The employees were notified of the face 

value of their awards. ESIP was required, as a condition of UBS’s subscription for 

the shares, to deposit the subscription price in an interest-bearing account until 20 

February 2004. 

29. Article 2(7) of ESIP’s articles of association, as adopted on 26 January 2004, 

set out the rights of holders of the shares to participate in dividends and surplus 

assets on a winding-up, and also to redeem all or any of their shares on 22 March 

2004, 22 March 2006 or 22 June 2006 for the same amount as they would have 

received if there had been a winding-up on the relevant redemption date. 

30. Article 2(14) provided for an immediate and automatic sale of the shares to 

the UBS employee benefit trust if on any date during the three week period from 29 

January to 19 February 2004 the closing value of the FTSE 100 Index exceeded a 

“trigger level”, defined as 6.5% above its closing value on 28 January. In that event, 

the shares were to be sold for a price equal to 90% of their market value on the date 

of the sale “if no restrictions (including for the avoidance of doubt under [article 

2(14)]) applied to those shares”. It was not likely that the FTSE 100 would exceed 

the trigger level during the relevant period, but there was a genuine possibility that 

it might: the trigger level was set so as to create a probability of between 6 and 12%. 

It is a matter of agreement that the forced sale provision had the effect of reducing 

the market value of the shares when they were acquired by the employees by an 

amount which was more than de minimis. 

31. The forced sale provision had no rationale other than tax avoidance: its only 

purpose was to make the shares “restricted securities” by virtue of section 423(2) of 

ITEPA. The First-tier Tribunal (Dr David Williams and Mr David Earle) found that 

the risk taken as the trigger event had been deliberately chosen as one that a 

counterparty was prepared to offset entirely, as will shortly be explained. 

32. As a condition of UBS’s subscription for the shares, ESIP applied about 3% 

of the £91,880,000 in purchasing call options from UBS relating to the FTSE 100 

with an expiry date of 20 February 2004. The effect of the call options was that, if 

the FTSE 100 exceeded the trigger level, ESIP would make a gain, resulting in an 

increase of about 10% in its net assets. It followed that, if the forced sale provision 

were triggered, although the employees would be required to sell their shares for 

90% of their unrestricted market value, they would not be materially worse off as a 

result, since the unrestricted market value of the shares would be equal to 

approximately 110% of the value they would have had if the trigger event had not 

occurred. The amount they would receive would thus be approximately equivalent 

to the original subscription price, which in turn was equal to the cash bonuses which 
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the employees would otherwise have received. The words “not be materially worse 

off” are taken from the agreed statement of facts and issues. More precisely, the 

First-tier Tribunal found that the effect of the hedging was that, if the trigger event 

occurred, the employees would receive 99.2% of the value which their shares would 

otherwise have had. There was a remote possibility that the employees might even 

receive slightly more than 100%. 

33. The First-tier Tribunal noted that there had been a deliberate decision that the 

call option arrangements should not completely neutralise the effect of any trigger 

event: 

“The aim was at first that there should be a complete offset 

between the loss to an employee if the trigger event occurred 

with the result communicated to senior management that there 

would be no reduction in value in the payout to the employee. 

He or she would receive the same whether or not the trigger 

event occurred. At some point someone thought a deliberate 

near miss was better than an exact hit in terms of offsetting the 

loss. As the trigger event did not occur, this was not tested ... 

[T]he reality was that the scheme as a whole was carefully 

designed so that employees could not suffer any significant loss 

if the trigger event was realised. The reality of the risk was that 

an employee stood about a 10% chance of losing 0.8% of the 

bonus amount to be weighed against the opportunity to remove 

a 41% tax charge.” (para 105) 

34. The First-tier Tribunal summarised the effect of the scheme as follows, at 

para 135: 

“The effect was that, at the close of the relevant period, ESIP 

Ltd would either have shares unaffected by the trigger event, or 

shares affected by the trigger event plus the benefits from the 

options. The scheme was originally so constructed that the 

values of the beneficial interests of individuals in the shares 

would have been the same under either of those two outcomes. 

This was then altered to create a small ‘loss’. The effect of the 

trigger event was the reduction in the value of the [shares] by a 

predetermined amount. The options purchased were of such a 

value that the sums received under the options if the trigger 

event occurred totalled slightly less than the loss in the value 

of the shares, again by a predetermined amount. Both figures 

were artificial in the sense that neither was determined by, or 

could be influenced by, any event outside the control of those 
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establishing the scheme, or could alter once the shares and 

options were purchased. UBS as employer and the individual 

recipients as employees knew from the start of the scheme that 

the employees, as shareholders, would receive the money paid 

in by UBS from one or both of the parallel elements a few 

weeks later save, in the unlikely occurrence of the trigger event, 

to a deliberately determined and insignificant extent.” 

35. In the event, the FTSE 100 did not exceed the trigger level during the relevant 

period, and so the shares ceased to be subject to the forced sale provision on 19 

February 2004, and the call options did not pay out. 

36. Once the relevant period had expired without a forced sale taking place, ESIP 

was required, as a further condition of UBS’s subscription for the shares, to buy 

shares in UBS during the last five days of February 2004, so that the value of each 

ESIP share was then linked to the performance of the UBS share price. On 26 

February 2004 UBS reminded the employees of their entitlement to redeem the 

shares during the following month, and explained how to do so. On 22 March 2004, 

about 50% of the shares were redeemed for £977.50 per share. Almost all the 

remaining shares continued to be held by employees. Dividends were paid on the 

shares in November 2004 (£13 per share) and December 2005 (£20 per share). On 

22 March 2006 and 22 June 2006, further shares were redeemed, for about £1,519 

per share and £1,429 per share respectively, reflecting a large increase in the value 

of UBS shares. The remaining 44 shares were redeemed in November 2006 when a 

resolution was passed to wind up ESIP. 

37. The case came before the First-tier Tribunal as an appeal from a 

determination made by the Revenue that the sums allocated to the employees as 

bonuses at the start of the scheme were liable to income tax and national insurance 

contributions as earnings from their employment. The First-tier Tribunal dismissed 

the appeal. 

38. The First-tier Tribunal accepted that the shares were “securities” as defined 

in the legislation. They were real shares. It was possible for employees to hold them 

for over two years, and some did so. If they did so, they received dividends. The 

shares were also “employment-related securities”: the employees acquired the 

shares by reason of their employment. The arrangements were not a sham in the 

sense explained by Diplock LJ in Snook v London and West Riding Investments Ltd 

[1967] 2 QB 786, 802: they were not intended to deceive. 

39. In considering whether the shares were “restricted securities” within the 

meaning of section 423, the First-tier Tribunal initially left to one side what has been 
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described in these proceedings as the Revenue’s broad Ramsay argument (by 

reference to the case of W T Ramsay Ltd v Inland Revenue Comrs [1982] AC 300), 

to the effect that the scheme should be ignored and the employees held liable to 

income tax as if they had received cash payments directly. On that basis, it accepted 

that the scheme was an “arrangement” for the purposes of section 423(1)(a). It 

accepted that the forced sale provision was not a sham. It also accepted that the effect 

of that provision was to reduce the market value of the shares at the time of their 

acquisition by the employees by a small amount, so as to satisfy the requirements of 

section 423(1)(b). It did not, however, accept that it was an arrangement which made 

provision to which section 423(2) applied. 

40. In forming that view, the First-tier Tribunal focused on the requirement in 

section 423(2)(c) that the employee “will not be entitled on the transfer, reversion 

or forfeiture to receive in respect of the employment-related securities an amount of 

at least their market value (determined as if there were no provision for transfer, 

reversion or forfeiture) at the time of the transfer, reversion or forfeiture”. It 

considered that that requirement was not satisfied, since the effect of the call options 

was that the employees were entitled on a forced sale to virtually the same amount 

as they would have received if there were no forced sale provision. This reasoning 

assumed that, “if there were no provision for transfer, reversion or forfeiture”, then 

there would be no call options: the First-tier Tribunal compared the amount which 

the employees were entitled to receive in respect of their securities on a forced sale, 

taking account of the triggering of the call options, with the market value of the 

securities on the hypothesis that neither the forced sale provisions nor the call 

options existed. On that basis, the First-tier Tribunal found that the shares were not 

“restricted securities”. 

41. The Upper Tribunal (Henderson J and Mr Charles Hellier) took a different 

view. It considered that section 423(2)(c) required the market value of the shares on 

the date of the forced sale to be determined “as if there were no provision for 

transfer, reversion or forfeiture”, but did not require the call options to be 

disregarded. In other words, whereas the First-tier Tribunal had compared the 

employees’ entitlements with a market value determined as if there were neither a 

forced sale provision nor the call options designed to neutralise its effect, the Upper 

Tribunal construed section 423(2)(c) as requiring only the first of these to be 

ignored. The statutory hypothesis, in its view, was a situation in which the shares 

were not subject to the forced sale provision, but in all other respects - including the 

existence and triggering of the call options - was the same as it actually was. On that 

basis, the Upper Tribunal found that the employees were entitled on a forced sale to 

receive only 90% of the market value of their shares on that date, determined as if 

there were no forced sale provision. The requirement laid down in section 423(2)(c) 

was therefore met. The Court of Appeal (Rimer, Kitchin and Christopher Clarke 

LJJ) agreed, stating that it was plain that the ordinary and natural sense of the words 
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in question was that they required no more than that the forced sale provision be 

ignored. 

42. This question of statutory construction is no longer in issue. It illustrates, 

however, the artificial consequences which result if the legislation is applied to a 

scheme of this nature. Although it is inconceivable that there would in fact have 

been call options in the absence of the forced sale provision (since their sole 

rationale was to neutralise the effect of that provision), it is only if section 423(2)(c) 

is construed as requiring the market value to be assessed on that unreal basis that its 

requirements can be satisfied. 

43. Returning to the decision of the First-tier Tribunal, it next considered 

whether, applying the Ramsay approach and on a realistic appraisal of the facts, the 

scheme fell outside the intended scope of Chapter 2 altogether. It concluded that it 

did. It observed that Chapter 2 was intended to deal with a real, practical problem, 

and that in examining whether the scheme was within Chapter 2 it was necessary, 

following the speech of Lord Nicholls of Birkenhead in Inland Revenue Comrs v 

Scottish Provident Institution [2004] UKHL 52; 2005 1 SC (HL) 33; [2004] 1 WLR 

3172, to look at the commercial reality of what was happening, and to be alert to a 

situation where the arrangements, viewed realistically and as a whole, did not create 

restricted securities. 

44. In the view of the First-tier Tribunal, the reality was that, had the scheme not 

been in place, the employees would have received a bonus as part of their pay in 

February 2004. That bonus would have been earnings, and therefore subject to 

deduction of income tax and national insurance contributions, leaving in most cases 

a net sum of 59% of the original entitlement. Under the scheme, the employees 

instead received beneficial interests in shares with a right to encash those interests. 

If the rights were encashed without the forced sale provision being triggered, the 

employees received the same sums as would have been received as earnings, but 

without any deduction of income tax or national insurance contributions. 

Alternatively, in the less probable event of a forced sale, the employees might 

receive slightly less (or, possibly, slightly more) than that sum, but again with no 

deduction of income tax or national insurance contributions. 

45. In short, but for the scheme, an employee would have received 59 from UBS 

if paid earnings, but under the scheme would probably receive 100, and in any event 

over 99. The scheme therefore delivered a significant gain in the bonus receivable 

by employees as compared with the receipt of earnings, whatever the outturn of the 

scheme arrangements, although there was the possibility of an insignificant 

difference as between the outturns under the probable and improbable alternatives. 

Further, if employees so chose, the timetable of the arrangements was much the 

same as applied to the receipt of earnings. The scheme had no purpose other than 
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tax avoidance. In those circumstances, the scheme could not be regarded as one 

providing restricted securities within the scope of Chapter 2. It was in reality a 

mechanism for the payment of cash bonuses, and the employees should therefore be 

taxed as if they had received cash rather than securities. 

46. The Upper Tribunal disagreed with the First-tier Tribunal’s conclusion. It 

observed that it was incorrect to say that the employees received the same sums 

when their shares were redeemed as they would have received as earnings: by that 

time, ESIP had invested its assets in UBS shares, with the result that the sums 

received reflected the performance of those investments. This had only a limited 

effect on those who redeemed their shares at the earliest opportunity, because of the 

short period of time during which the assets had been invested, but it had a greater 

effect on those who held their shares for longer: see para 36 above. The Upper 

Tribunal concluded that there was no intellectually coherent way of equating the 

payment in by the employer with the ultimate payment out to the employee. The 

scheme could not be treated as merely an artificially contrived method of paying 

money to employees. The Upper Tribunal therefore allowed UBS’s appeal. 

47. The Court of Appeal agreed that the argument that the scheme should be 

treated as merely a mechanism for the payment of cash should be rejected. It also 

heard argument on a narrower Ramsay argument in respect of which the Revenue 

sought permission to appeal. That argument, which had been raised before the First-

tier Tribunal but was not argued before the Upper Tribunal, proceeded on the basis 

that the ESIP shares were “securities”, but not “restricted securities” within the 

meaning of section 423, with the consequence that a charge to tax arose in respect 

of the market value of the shares at the time when they were acquired by the 

employees. The argument centred on UBS’s admission that the forfeiture condition 

had no commercial purpose and had been inserted purely for the purpose of tax 

avoidance, and on the contention that the hedging provisions rendered the forfeiture 

condition unreal from a commercial perspective. 

48. The argument was rejected, and permission to appeal on that ground was 

refused. Rimer LJ, with whose judgment the other members of the court agreed, 

considered that there was no scope for arguing that the shares were other than 

“securities ... acquired in connection with an employment” within the meaning of 

sections 417(1) and 420. They were therefore “securities” for the purposes of 

Chapter 2; and, provided that they satisfied the conditions of section 423, they were 

also “restricted securities”. In relation to section 423, Rimer LJ commented that he 

did not understand the argument that because the forfeiture provision had no 

commercial rationale, the shares could not be restricted securities. He did not follow 

on what basis it could be said that the “certain circumstances” referred to in section 

423(2)(a) could only be “circumstances” included other than for tax avoidance 

purposes. There appeared to him to be no justification for any such distinction. The 

circumstances in which the securities in question might be forfeited were real, even 
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though their inclusion in the scheme was tax motivated. If the shares were “restricted 

securities” within the meaning of section 423, from where in Chapter 2, he asked 

rhetorically, did one derive the conclusion that Chapter 2 could not apply simply 

because the scheme was driven by considerations of tax avoidance? In forming that 

view, Rimer LJ was influenced by the inability of all counsel to explain the rationale 

of the tax exemption conferred by section 429, which he described as the section at 

the heart of the appeals. 

The DB case 

49. During the tax year 2003/2004 DB Group Services (UK) Ltd (“DB”), the 

main employer in the group headed by Deutsche Bank AG, another well-known 

bank, decided to pay discretionary bonuses to employees by means of a scheme 

designed to take advantage of the provisions of Chapter 2. This was an off-the-shelf 

scheme devised by Deloitte and Touche LLP and marketed by them to DB. Deloitte 

also played a central role in coordinating its implementation by all involved in 

accordance with a detailed timetable. The scheme was generically similar to the 

UBS scheme, but differed from it in some respects. 

50. Prior to the implementation of the scheme, DB decided which of its 

employees were to be awarded a discretionary bonus for the tax year 2003/2004, 

and the amount of their bonuses. The scheme was explained to the relevant 

employees in advance of its implementation, and they were offered the opportunity 

to participate. They were informed that the scheme allowed for their bonus to be 

delivered to them in the form of shares in a vehicle company. Some 300 employees 

agreed to take part. 

51. On 6 February 2004 DB paid £91,300,000 (£1,000 per share) in respect of 

91,300 redeemable shares in a company, incorporated in the Cayman Islands for the 

purposes of the scheme, called Dark Blue Investments Ltd (“Dark Blue”). That 

company invested its assets in low risk investments. The shares were allocated to 

the employees the same day, in amounts corresponding to the bonuses which they 

would otherwise have received. The shares carried voting rights and a right to 

participate in dividends. They could be redeemed for a price intended to reflect their 

market value on various dates between 8 July 2004 and 8 December 2006. 

52. In order for the shares to qualify as restricted securities by virtue of section 

423(2), the memorandum and articles of Dark Blue contained a provision under 

which the shares were to be forfeited if, before 2 April 2004, the person who held 

or was beneficially entitled to them ceased to be employed by DB, or notice was 

given to or by that individual of termination of employment, for any reason other 

than redundancy, death or disability, or without cause. The shares could not be 
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transferred during that period. For practical purposes, therefore, an employee would 

forfeit his shares if he voluntarily resigned or was dismissed for misconduct during 

a period of about eight weeks. Neither contingency was likely to occur, not least 

because its occurrence lay largely within the control of the employee, for whom it 

would have significant financial consequences. Furthermore, by virtue of section 

424(b) of ITEPA, shares are not restricted securities by reason only of a provision 

for forfeiture in the event of dismissal for misconduct: see para 17 above. In the 

event, there was no employee to whom the provision applied. 

53. The First-tier Tribunal found that the forfeiture provision resulted in a 

reduction in the market value of the shares on 6 February 2004 which was not 

negligible. At the highest estimate, the reduction might be of the order of 2-3%. 

54. 42% of the Dark Blue shares were redeemed at the first opportunity in July 

2004, at a price of £1,003.73 per share. The rest were redeemed between then and 

December 2006 at prices reflecting the value of the underlying investments at the 

date of redemption. 

55. The case came before the First-tier Tribunal as an appeal from a 

determination that the sums allocated to the employees as bonuses at the start of the 

scheme were liable to income tax and national insurance contributions as earnings 

from their employment. The First-tier Tribunal heard the appeal immediately before 

that of UBS, and dismissed it. 

56. The First-tier Tribunal again considered the case initially by leaving the 

Revenue’s broad Ramsay argument out of account. On that basis, it accepted that 

the shares were “securities”, on the same grounds as in the UBS case. It accepted 

that the forfeiture provision satisfied the requirements of section 423(1)(a), being 

one to which section 423(2) applied. The market value of the securities was less than 

it would be but for that provision, as required by section 423(1)(b). It followed that, 

leaving aside the wider challenge to the scheme, the shares met the definition of 

restricted securities by virtue of section 423(2). 

57. Looking at the scheme as a whole, however, the First-tier Tribunal described 

it as a “contrived and closely coordinated series of events so that the various 

individual requirements of Chapter 2 were met but without regard to any other aim 

or purpose than that of triggering the various exemptions in the Chapter”: para 102. 

DB and the other entities involved merely carried out a predetermined sequence of 

events, funded entirely by DB, so that its funds were transferred to its employees. 

The funding of the scheme was derived entirely from the sums which DB had 

allocated to providing employees with bonuses for the financial year in question. 

The only purpose of the scheme was to utilise the exemptions in sections 425 and 
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429 so that the employees paid no income tax or national insurance contributions on 

the sums transferred to them. All those involved in the scheme played assigned roles 

undertaken either to achieve the desired reduction in taxation or to receive a fee for 

facilitating that aim. Dark Blue was purely a vehicle for the scheme. The shares were 

created solely so that they could be treated as restricted securities within Chapter 2. 

58. In the view of the First-tier Tribunal, Parliament had not intended to provide 

the double exemption from income tax under sections 425 and 429 for artificial 

arrangements with no commercial purpose. It therefore concluded that the scheme 

was not within Chapter 2. As in the UBS case, it passed directly from that conclusion 

to a decision that the employees should be taxed as if they had received cash. 

59. The Upper Tribunal heard the appeal together with that in the UBS case. It 

agreed that, leaving the Ramsay argument to one side, the shares were restricted 

securities qualifying for exemption under section 425. For similar reasons to those 

which it had given in the UBS case, however, it considered that the First-tier 

Tribunal had pushed the Ramsay principle well beyond permissible bounds. There 

was in its view no permissible construction of Chapter 2 which could lead to the 

conclusion that it was inapplicable to the facts of the case. It concluded, however, 

that notwithstanding the great pains which had been taken to ensure that Dark Blue 

was not formally controlled by DB, nevertheless actual control existed on the facts. 

DB was therefore an “associated company” of Dark Blue, with the consequence that 

the scheme did not qualify under section 429 for exemption from the charge imposed 

under section 426 on the lifting of the restrictive condition. 

60. The Court of Appeal also heard the appeal together with that in the UBS case. 

It reversed the Upper Tribunal’s decision on the question of control, but agreed with 

it that the Revenue’s broad Ramsay argument should be rejected. As in the UBS 

case, it permitted the Revenue to present a narrower Ramsay argument to the effect 

that the shares were not “restricted securities” within the meaning of Chapter 2, so 

that the employees should be taxed on their receipt of the shares. That argument was 

however rejected for the same reasons as in the UBS case, and permission to appeal 

on that ground was refused. 

The Ramsay approach 

61. As the House of Lords explained in Barclays Mercantile Business Finance 

Ltd v Mawson, in a single opinion of the Appellate Committee delivered by Lord 

Nicholls, the modern approach to statutory construction is to have regard to the 

purpose of a particular provision and interpret its language, so far as possible, in the 

way which best gives effect to that purpose. Until the case of W T Ramsay Ltd v 

Inland Revenue Comrs [1982] AC 300, however, the interpretation of fiscal 
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legislation was based predominantly on a linguistic analysis. Furthermore, the courts 

treated every element of a composite transaction which had an individual legal 

identity (such as a payment of money, transfer of property, or creation of a debt) as 

having its own separate tax consequences, whatever might be the terms of the 

statute. As Lord Steyn said in Inland Revenue Comrs v McGuckian [1997] 1 WLR 

991, p 999, in combination those two features - a literal interpretation of tax statutes, 

and an insistence on applying the legislation separately to the individual steps in 

composite schemes - allowed tax avoidance schemes to flourish to the detriment of 

the general body of taxpayers. 

62. The significance of the Ramsay case was to do away with both those features. 

First, it extended to tax cases the purposive approach to statutory construction which 

was orthodox in other areas of the law. Secondly, and equally significantly, it 

established that the analysis of the facts depended on that purposive construction of 

the statute. Thus, in Ramsay itself, the terms “loss” and “gain”, as used in capital 

gains tax legislation, were purposively construed as referring to losses and gains 

having a commercial reality. Since the facts concerned a composite transaction 

forming a commercial unity, with the consequence that the commercial significance 

of what had occurred could only be determined by considering the transaction as a 

whole, the statute was construed as referring to the effect of that composite 

transaction. As Lord Wilberforce said: 

“The capital gains tax was created to operate in the real world, 

not that of make-belief. As I said in Aberdeen Construction 

Group Ltd v Inland Revenue Comrs [1978] AC 885, it is a tax 

on gains (or I might have added gains less losses), it is not a tax 

on arithmetical differences. To say that a loss (or gain) which 

appears to arise at one stage in an indivisible process, and 

which is intended to be and is cancelled out by a later stage, so 

that at the end of what was bought as, and planned as, a single 

continuous operation, there is not such a loss (or gain) as the 

legislation is dealing with, is in my opinion well and indeed 

essentially within the judicial function.” (p 326) 

63. “Unfortunately”, the Committee commented in Barclays Mercantile at para 

34, “the novelty for tax lawyers of this exposure to ordinary principles of statutory 

construction produced a tendency to regard Ramsay as establishing a new 

jurisprudence governed by special rules of its own”. In the Barclays Mercantile case 

the Committee sought to achieve “some clarity about basic principles” (para 27). It 

summarised the position at para 32: 

“The essence of the new approach was to give the statutory 

provision a purposive construction in order to determine the 
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nature of the transaction to which it was intended to apply and 

then to decide whether the actual transaction (which might 

involve considering the overall effect of a number of elements 

intended to operate together) answered to the statutory 

description. ... As Lord Nicholls of Birkenhead said in 

MacNiven v Westmoreland Investments Ltd [2003] 1 AC 311, 

320, para 8: ‘The paramount question always is one of 

interpretation of the particular statutory provision and its 

application to the facts of the case.’” 

As the Committee commented, this is a simple question, however difficult it may be 

to answer on the facts of a particular case. 

64. This approach has proved to be particularly important in relation to tax 

avoidance schemes as a result of two factors identified in Barclays Mercantile at 

para 34. First, “tax is generally imposed by reference to economic activities or 

transactions which exist, as Lord Wilberforce said, ‘in the real world’”. Secondly, 

tax avoidance schemes commonly include “elements which have been inserted 

without any business or commercial purpose but are intended to have the effect of 

removing the transaction from the scope of the charge”. In other words, as Carnwath 

LJ said in the Court of Appeal in Barclays Mercantile, [2002] EWCA Civ 1853; 

[2003] STC 66, para 66, taxing statutes generally “draw their life-blood from real 

world transactions with real world economic effects”. Where an enactment is of that 

character, and a transaction, or an element of a composite transaction, has no 

purpose other than tax avoidance, it can usually be said, as Carnwath LJ stated, that 

“to allow tax treatment to be governed by transactions which have no real world 

purpose of any kind is inconsistent with that fundamental characteristic.” 

Accordingly, as Ribeiro PJ said in Collector of Stamp Revenue v Arrowtown Assets 

Ltd [2003] HKCFA 46; (2003) 6 ITLR 454, para 35, where schemes involve 

intermediate transactions inserted for the sole purpose of tax avoidance, it is quite 

likely that a purposive interpretation will result in such steps being disregarded for 

fiscal purposes. But not always. 

65. As was noted in Barclays Mercantile at para 35, there have been a number of 

cases since Ramsay in which it was decided that elements inserted into a transaction 

without any business or commercial purpose did not prevent the composite 

transaction from falling within a charge to tax, or bring it within an exemption from 

tax, as the case might be. Examples include Inland Revenue Comrs v Burmah Oil 

Co Ltd 1982 SC (HL) 114, Furniss v Dawson [1984] AC 474, Carreras Group Ltd 

v Stamp Comr [2004] UKPC 16; [2004] STC 1377, Inland Revenue Comrs v Scottish 

Provident Institution and Tower M Cashback LLP 1 v Revenue and Customs Comrs 

[2011] UKSC 19; [2011] 2 AC 457. In each case the court considered the overall 

effect of the composite transaction, and concluded that, on the true construction of 

the relevant statute, the elements which had been inserted without any purpose other 
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than tax avoidance were of no significance. But it all depends on the construction of 

the provision in question. Some enactments, properly construed, confer relief from 

taxation even where the transaction in question forms part of a wider arrangement 

undertaken solely for the purpose of obtaining the relief. The point is illustrated by 

the decisions in MacNiven v Westmoreland Investments Ltd [2001] UKHL 6; [2003] 

1 AC 311 and Barclays Mercantile itself. 

66. The position was summarised by Ribeiro PJ in Arrowtown Assets, para 35, in 

a passage cited in Barclays Mercantile: 

“The ultimate question is whether the relevant statutory 

provisions, construed purposively, were intended to apply to 

the transaction, viewed realistically.” 

67. References to “reality” should not, however, be misunderstood. In the first 

place, the approach described in Barclays Mercantile and the earlier cases in this 

line of authority has nothing to do with the concept of a sham, as explained in Snook. 

On the contrary, as Lord Steyn observed in McGuckian at p 1001, tax avoidance is 

the spur to executing genuine documents and entering into genuine arrangements. 

68. Secondly, it might be said that transactions must always be viewed 

realistically, if the alternative is to view them unrealistically. The point is that the 

facts must be analysed in the light of the statutory provision being applied. If a fact 

is of no relevance to the application of the statute, then it can be disregarded for that 

purpose. If, as in Ramsay, the relevant fact is the overall economic outcome of a 

series of commercially linked transactions, then that is the fact upon which it is 

necessary to focus. If, on the other hand, the legislation requires the court to focus 

on a specific transaction, as in MacNiven and Barclays Mercantile, then other 

transactions, although related, are unlikely to have any bearing on its application. 

Scottish Provident 

69. On the same date as Barclays Mercantile, Lord Nicholls also delivered the 

opinion of the Committee, similarly constituted, in the Scottish Provident case. The 

case concerned a scheme designed to take advantage of a change in the law 

governing the taxation of gains and losses made by mutual life offices on the grant 

or disposal of options to buy or sell gilts. Under the scheme, the life office, SPI, 

granted Citibank the option to buy a quantity of gilts from it at a “strike price” of 

70, well below their anticipated market value at the time the option was exercised, 

in return for a premium. Under the law then in force, the premium was exempt from 

tax. After the law had changed, Citibank exercised the option, requiring SPI to sell 
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the gilts to it at a loss. Under the law then in force, the loss was allowable for tax 

purposes. In order to ensure that no real loss could be suffered by either party, the 

scheme also provided for Citibank to grant an option to SPI, entitling it to buy a 

matching quantity of gilts from the bank at a strike price of 90, calculated so that the 

overall movements of money between the parties were equivalent. It was anticipated 

that both options would be exercised, but there was a possibility that they might not 

be. In the event, both options were exercised, and neither gilts nor money changed 

hands. 

70. The question which arose under the relevant statutory provision was whether 

the option which SPI granted gave Citibank an entitlement to gilts. If the option was 

considered in isolation, then plainly it did. If, however, the option was viewed as 

part of a larger scheme by which Citibank’s right to buy the gilts from SPI was 

cancelled by SPI’s right to buy the same gilts from Citibank, then in a commercial 

sense Citibank had no real entitlement to gilts. The special commissioners found in 

favour of SPI, on the basis that there was a genuine possibility that both options 

would not be exercised. That was held by the Committee to be an error of law. It 

stated: 

“22. ... the uncertainty arises from the fact that the parties 

have carefully chosen to fix the strike price for the SPI option 

at a level which gives rise to an outside chance that the option 

will not be exercised. There was no commercial reason for 

choosing a strike price of 90. From the point of view of the 

money passing (or rather, not passing), the scheme could just 

as well have fixed it at 80 and achieved the same tax saving by 

reducing the Citibank strike price to 60. It would all have come 

out in the wash. Thus the contingency upon which SPI rely for 

saying that there was no composite transaction was a part of 

that composite transaction; chosen not for any commercial 

reason but solely to enable SPI to claim that there was no 

composite transaction. It is true that it created a real 

commercial risk, but the odds were favourable enough to make 

it a risk which the parties were willing to accept in the interests 

of the scheme. 

23. We think that it would destroy the value of the Ramsay 

principle of construing provisions such as [the provision in 

question] as referring to the effect of composite transactions if 

their composite effect had to be disregarded simply because the 

parties had deliberately included a commercially irrelevant 

contingency, creating an acceptable risk that the scheme might 

not work as planned. We would be back in the world of artificial 

tax schemes, now equipped with anti-Ramsay devices. The 
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composite effect of such a scheme should be considered as it was 

intended to operate and without regard to the possibility that, 

contrary to the intention and expectations of the parties, it might 

not work as planned.” 

71. Thus, on the basis that the statutory provision was properly construed as 

being concerned with a real and practical entitlement to gilts, it did not apply to a 

legal entitlement which was intended and expected to be cancelled by an equal and 

opposite obligation, even if there was a risk that the arrangement might not work as 

intended. 

The present appeals 

72. It is necessary now to return to the statutory provisions in issue in the present 

appeals. Rather than dealing with the arguments in the way in which they were 

presented, in terms of broader and narrower versions of a “Ramsay” approach, it 

seems to me to be preferable to begin with the interpretation of the legislation, and 

the fundamental question whether it can be given a purposive interpretation going 

beyond its literal terms: that is to say, whether a “Ramsay” approach is possible at 

all, and if so, the purposive construction on which it is to be based. If those issues 

are determined in the Revenue’s favour, the question next arises how, on its proper 

interpretation, the legislation is to be applied to the facts. It is at that stage that what 

have been described as the broad and the narrow approaches require to be 

considered. 

Purposive construction 

73. As counsel for UBS and DB emphasised, ITEPA contains no explanation of 

the purpose of Chapter 2 upon which a purposive interpretation might be based. Nor 

do its provisions anywhere indicate that restrictive conditions attached to securities 

purely for tax avoidance purposes fall outside the scope of Chapter 2. Furthermore, 

Parliament dealt with certain kinds of tax avoidance in Chapters 3A to 3D, but made 

no provision in respect of schemes of the kind with which these appeals are 

concerned. In the light of these considerations, and bearing in mind that Part 7 

generally, and Chapter 2 in particular, are extensive and highly detailed, counsel 

argued that it was impossible to attribute to Parliament an unexpressed intention to 

exclude schemes of the present kind from the ambit of Chapter 2. It cannot be denied 

that these are forceful arguments, and the Court of Appeal found them persuasive. 

74. Nevertheless, the context of Chapter 2 provides some indication of what 

Parliament intended. Part 7 is clearly concerned with particular taxation issues 
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which arise when employees are remunerated in shares and other securities. As was 

noted in para 12 above, the purposes of Part 7 were identified in broad terms in 

Grays Timber Products as being threefold: 

(1) to promote employee share ownership, particularly by encouraging 

share incentive schemes; 

(2) since such schemes require benefits to be contingent on future 

performance, creating a problem if tax is charged on the acquisition of the 

shares in accordance with Abbott v Philbin, to wait and see in such cases until 

the contingency has fallen away; and 

(3) to counteract consequent opportunities for tax avoidance. 

75. The background to Chapter 2, explained more fully in paras 3-11 above, 

supports that view. Fiscal legislation concerning employment-related securities had 

its origins in anomalies which arose where shares awarded to employees as a form 

of remuneration, for business or commercial reasons, were subject to restrictions 

designed to incentivise future performance. The taxation of the shares in accordance 

with general principles of the law of taxation, as established in Weight v Salmon and 

more particularly in Abbott v Philbin, had the effect that the sum charged to tax 

failed to reflect the economic gain realised by the employee in the event that the 

shares increased in value as intended. Parliament’s response was to impose a charge 

to tax when the restrictions were lifted (subject to the exemption of favoured 

arrangements), rather than when the shares were acquired. Chapter 2, as originally 

enacted, re-enacted provisions introduced in 1988 in order to prevent the application 

of Abbott v Philbin, and forestall consequent opportunities for tax avoidance. The 

amended version of Chapter 2 with which these appeals are concerned was enacted 

shortly afterwards to address aspects of the previous provisions which were 

considered to leave them vulnerable to avoidance or to create anomalies. The 

structure of the legislation continued to be based on the exemption of restricted 

securities from income tax when the shares were acquired, and the imposition of a 

charge to tax when the restrictive conditions were lifted, subject to a widely drawn 

exemption from the latter charge. 

76. It is in the context explained in para 74, and against the background described 

in para 75, that it is necessary to consider the scope of the exemption on acquisition 

conferred by section 425(2), and more specifically the question whether, in section 

423(1), the words “any contract, agreement, arrangement or condition which makes 

provision to which any of subsections (2) to (4) applies” should be construed as 

referring to “provision” with a genuine business or commercial purpose. 
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77. Approaching the matter initially at a general level, the fact that Chapter 2 was 

introduced partly for the purpose of forestalling tax avoidance schemes self-

evidently makes it difficult to attribute to Parliament an intention that it should apply 

to schemes which were carefully crafted to fall within its scope, purely for the 

purpose of tax avoidance. Furthermore, it is difficult to accept that Parliament can 

have intended to encourage by exemption from taxation the award of shares to 

employees, where the award of the shares has no purpose whatsoever other than the 

obtaining of the exemption itself: a matter which is reflected in the fact that the 

shares are in a company which was brought into existence merely for the purposes 

of the tax avoidance scheme, undertakes no activity beyond its participation in the 

scheme, and is liquidated upon the termination of the scheme. The encouragement 

of such schemes, unlike the encouragement of employee share ownership generally, 

or share incentive schemes in particular, would have no rational purpose, and would 

indeed be positively contrary to rationality, bearing in mind the general aims of 

income tax statutes. 

78. More specifically, it appears from the background to the legislation that the 

exemption conferred by section 425(2), in respect of the acquisition of securities 

which are “restricted securities” by virtue of section 423(2), was designed to address 

the practical problem which had arisen of valuing a benefit which was, for business 

or commercial reasons, subject to a restrictive condition involving a contingency. 

The context was one of real-world transactions having a business or commercial 

purpose. There is nothing in the background to suggest that Parliament intended that 

section 423(2) should also apply to transactions having no connection to the real 

world of business, where a restrictive condition was deliberately contrived with no 

business or commercial purpose but solely in order to take advantage of the 

exemption. On the contrary, the general considerations discussed in para 77 above, 

and the approach to construction explained in paras 64 and 68 above, point towards 

the opposite conclusion. 

79. One answer which counsel for UBS and DB give to that argument is based 

on the supposed absence of any rationale for the exemption conferred by section 

429. This point impressed the Court of Appeal: understandably so, since although 

these appeals are not directly concerned with section 429, the absence of any 

rationale for the exemption conferred by that provision would undermine an analysis 

based on the premise that Parliament possessed some rational intention in enacting 

sections 423 and 425. 

80. As was explained in para 19 above, however, the exemption conferred by 

section 429 is confined to two specific situations falling within the broader class of 

cases qualifying for exemption under section 425: namely cases where a class of 

shares in a company is affected by the same restriction, which is lifted on the 

occurrence of a similar event, and either (a) the company is employee-controlled by 

virtue of holdings of shares of the class, or (b) the majority of the company’s shares 
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of the class are held by persons unrelated to the company. In relation to the first of 

these situations, it is understandable that Parliament should have intended to 

encourage employee share ownership in companies which were employee-

controlled by virtue of such shareholdings. Such an intention would be consistent 

with the general approach described in paras 74 and 75 above. The second situation 

is one which has long received special treatment, as was explained in para 7 above. 

The distinctive feature of that situation, as counsel for the Revenue explained, is that 

there is only a tenuous link between the increase in the value of the shares, 

consequent upon the lifting of the restrictive condition, and the employment 

relationship: a similar increase in value will be enjoyed by all holders of shares of 

the relevant class in similar circumstances, and most of those shareholders are not 

employees of the company, or otherwise related to it. 

The counter-argument based on Chapter 3A 

81. As explained earlier, in arguing against a construction of Chapter 2 which 

would exclude tax avoidance schemes of the present kind, counsel for UBS and DB 

emphasised that Parliament had dealt expressly and in detail with tax avoidance in 

Chapters 3A to 3D, the first of those chapters being the most directly relevant to the 

present case. In those circumstances, it was argued, Parliament could not be taken 

to have had any wider, unexpressed, intention to counter tax avoidance. That 

argument was accepted by the Court of Appeal. 

82. Chapter 3A contains detailed anti-avoidance provisions directed at securities 

with an artificially depressed market value. In some circumstances, the existence of 

such provisions might support an inference that Parliament’s intentions in relation 

to anti-avoidance had been exhaustively expressed. That is not however the position 

in relation to Chapters 2 and 3A. 

83. As explained earlier at para 21, the provision in Chapter 3A concerned with 

taxation on the acquisition of employment-related securities is section 446B. That 

provision applies where the market value of employment-related securities at the 

time of their acquisition has been reduced by at least 10% as a result of things done 

otherwise than for genuine commercial purposes (including anything done as part 

of a tax avoidance scheme) within the period of seven years ending with the 

acquisition. Section 446B does not apply where section 425(2) applies, that is to say 

where the securities are restricted securities by virtue of section 423(2): section 

446B(3). 

84. As was pointed out on behalf of UBS and DB, section 446B(3) presupposes 

that securities can be restricted securities for the purposes of section 425 even though 

their value has been reduced by measures taken as part of a tax avoidance scheme. 
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That is indeed obvious. A share incentive scheme with performance-related 

conditions, for example, could fall within section 425, on the basis that the shares 

were restricted securities, even though the share price on the date of acquisition had 

been artificially depressed. Whether a condition attached to the shares renders them 

restricted securities, and whether the share price has been artificially depressed, are 

two separate questions. In other words, section 446B is concerned with the artificial 

manipulation of the market value of shares at the time of their acquisition by 

measures taken during the preceding seven years. It does not entail that all securities 

whose value has been reduced by tax avoidance measures are necessarily restricted 

securities. It has nothing to say about the circumstances in which the exemption 

conferred by section 425(2) should be granted, or specifically about the 

circumstances in which securities are to be treated as “restricted securities” as 

defined in section 423. That question depends on the proper interpretation and 

application of section 423. Mutatis mutandis, the same applies to the similar 

argument advanced by UBS and DB on the basis of section 446E, discussed at para 

22 above. 

Conclusion on purposive construction 

85. In summary, therefore, the reference in section 423(1) to “any contract, 

agreement, arrangement or condition which makes provision to which any of 

subsections (2) to (4) applies” is to be construed as being limited to provision having 

a business or commercial purpose, and not to commercially irrelevant conditions 

whose only purpose is the obtaining of the exemption. 

Application to the facts 

86. In the UBS case, the condition - whether the FTSE 100 rose by a specified 

amount during a three week period - was completely arbitrary. It had no business or 

commercial rationale beyond tax avoidance. Such a condition is simply not relevant 

to the application of section 423, if, for the reasons already explained, that section 

is concerned with “provision” having a genuine business or commercial purpose. 

Applying section 423 to the facts, viewed from a commercially realistic perspective, 

it follows that the condition to which the UBS shares were subject should be 

disregarded, with the consequence that the shares are not “restricted securities” 

within the meaning of that section. 

87. That conclusion is fortified by another aspect of the facts of the UBS case. 

The economic effect of the restrictive condition was in any event nullified by the 

hedging arrangements, except to an insignificant and pre-determined extent (namely 

0.8% at most - see para 32 above). The fact that what the First-tier Tribunal 

described as “a deliberate near miss” was designed into the scheme, rather than a 



 
 

 

 Page 30 
 

 

complete offsetting of the risk, is immaterial. Paras 22 and 23 of the opinion in 

Scottish Provident, cited at para 70 above, are in point. As the Committee stated, the 

effect of the scheme should be considered as it was intended to operate. So 

considered, the benefit to the employee was not truly dependent on the contingency 

set out in the condition. 

88. The restrictive condition in the DB case was simpler but equally artificial. 

“Leaver” provisions in employee benefit arrangements often serve a genuine 

business or commercial purpose. But that cannot be said of the condition attached 

to the Dark Blue shares. The forfeiture provision operated for only a very short 

period, during which the possibility that it might be triggered lay largely within the 

control of the employee who would be adversely affected. It had no business or 

commercial purpose, and existed solely to bring the securities within the scope of 

section 423(2). Paras 22 and 23 of the opinion in Scottish Provident are again in 

point. DB deliberately included a contingency which created a minor risk, but one 

which the parties were willing to accept in the interests of the scheme. The scheme 

should therefore be considered as it was intended to operate, without regard to the 

possibility that it might not work as planned. 

89. The appeals thus belong to the line of cases mentioned in Barclays 

Mercantile, where it was decided that “elements which have been inserted into a 

transaction without any business or commercial purpose did not, as the case might 

be, prevent the composite transaction from falling within a charge to tax or bring it 

within an exemption from tax” (para 35). That was the approach adopted, for 

example, in Inland Revenue Comrs v Burmah Oil Co Ltd in relation to what Lord 

Diplock described as “a pre-ordained series of transactions ... into which there are 

inserted steps that have no commercial purpose apart from the avoidance of a 

liability to tax which in the absence of those particular steps would have been 

payable” (p 124). Where a purposive construction so requires, one can proceed in 

such a case in the manner described by Lord Brightman in Furniss v Dawson at p 

527: 

“... the inserted steps are to be disregarded for fiscal purposes. 

The court must then look at the end result. Precisely how the 

end result will be taxed will depend on the terms of the taxing 

statute sought to be applied.” 

The proper basis of taxation: shares or cash? 

90. Since the restrictive conditions attached to the shares do not make provision 

to which section 423 applies, it follows that the shares are not “restricted securities” 

within the meaning of that section. Is that the “end result”, in Lord Brightman’s 
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phrase, or is it appropriate to go further and disregard other steps: namely, the use 

of the bonus funds to buy shares in the vehicle companies, the award of the shares 

to the employees, and the subsequent redemption of the shares for cash? Those steps 

were disregarded by the First-tier Tribunal, so that the end result was that the 

employees were treated as though they had been paid in cash. 

91. In the broad version of its Ramsay argument, the Revenue invited this court 

to adopt the same approach. The schemes, it argued, were simply vehicles for 

passing cash bonuses to employees without paying income tax and national 

insurance contributions. The shares, although genuine, functioned merely as a cash 

delivery mechanism. They were not designed or intended to have any other function. 

92. In agreement with the Upper Tribunal and the Court of Appeal, I find this 

argument unpersuasive. In the first place, the employees actually received shares, 

not cash. Subject to one qualification, the vehicle companies did not hold cash. The 

qualification is that ESIP held cash during the period prior to 27 February 2004; but 

the cash was not at the disposal of the employees, since they could not redeem their 

shares until almost four weeks later. Throughout the intervening period, ESIP’s 

funds were invested in UBS shares. Dark Blue’s assets were invested in low-risk 

investments. In both cases, therefore, the realisable value of the shares depended on 

the performance of the assets in which the companies’ funds were invested, as shares 

normally do. The amount of cash for which the shares might be redeemed was 

neither fixed nor ascertainable when the shares were acquired, and was unlikely to 

be the same as the bonus which had initially been allocated to the employees. In the 

event, the difference turned out to be modest in the case of the employees who 

redeemed their shares at the earliest opportunity, but matters could have turned out 

differently. 

93. I would not, however, attach the significance which the Upper Tribunal did 

to the fact that, in the case of the UBS employees who held their shares for longer, 

the redemption price diverged more widely from their initial bonus allocation. If the 

shares were properly treated as equivalent to cash on the first redemption date, that 

cash was then at the disposal of the employees, and their choice to leave it invested 

in shares could not affect that position. 

94. If the shares were not restricted securities, their recipients therefore fall to be 

taxed in respect of their receipt of the shares in accordance with ordinary taxation 

principles. That is broadly as the Revenue contended in the narrower version of their 

argument, subject to one qualification. The Revenue argued that the shares should 

be valued for income tax purposes without regard to the restrictive conditions, since 

those conditions were not intended to be commercially relevant. I am unable to 

agree. The shares were subject to conditions which, as the First-tier Tribunal found, 

had the effect of reducing their value on the date of acquisition by a small amount 
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(below the 10% threshold which would bring section 446B into play). Applying 

ordinary taxation principles, as laid down in Abbott v Philbin, the value of the shares 

has to be assessed as at the date of their acquisition, taking account of those 

conditions. To disregard the conditions would be to treat the employees as having 

received a more valuable perquisite than they actually received. It is however also 

necessary to take account of the call options purchased by ESIP out of the sum paid 

by UBS for its subscription for the shares. Since the options offset the risk to 

shareholders arising from the conditions, they presumably enhanced the value of the 

shares and are therefore relevant to the valuation of the perquisite received by the 

employees. 

95. This point illustrates the need to apply the Ramsay approach with sensitivity 

to the particular fiscal context which is relevant: the conditions have to be 

disregarded for the purpose of deciding whether the shares were restricted securities, 

since that is necessary in order to apply Chapter 2 as Parliament intended; but they 

do not have to be disregarded for the purpose of assessing the value of the perquisite, 

since ordinary taxation principles require the tax to be based on its true value. 

Money? 

96. A further argument advanced by the Revenue was that the shares could not 

be regarded as “restricted securities” because they were “money”, and therefore 

excluded from the definition of “securities”, for the purposes of Chapter 2, by 

section 420(5)(b). The shares were said to be money on the basis that the commercial 

reality of the scheme was the payment of cash: in particular, the shares were always 

intended to be redeemable for cash. 

97. It may well be that, in an appropriate case, the statutory term “money”, 

construed purposively, might apply to arrangements which, viewed realistically, 

were no more than disguised or artificially contrived methods of paying cash to 

employees. For the reasons explained in para 92, however, that approach cannot be 

applied on the facts of the present appeals. It is also apparent from some of the 

examples of “securities” given in section 420(1)(b), such as debentures, certificates 

of deposit, and other instruments creating or acknowledging indebtedness, that the 

ability to redeem an instrument for cash does not render it “money”. Indeed, the 

implication of section 424(c) is that redeemable shares are included within the scope 

of Chapter 2. 
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Conclusion 

98. The error of the Court of Appeal in these cases lies, in my opinion, in 

adopting a literal construction of Chapter 2, and applying it to a correspondingly 

formal analysis of the facts. Adopting a purposive construction of Chapter 2, the 

conditions relied upon in order to bring the shares in question within the scope of 

the exemption conferred by section 425(2) failed to make provision of the kind 

required by section 423(1)(a): that is to say, provision having a business or 

commercial purpose, as distinct from provision whose only purpose was the 

obtaining of the exemption. That does not however mean that the conditions are to 

be disregarded for all fiscal purposes. Income tax is payable on the value of the 

shares as at the date of their acquisition in accordance with Abbott v Philbin, account 

being taken of any effect which the conditions may have had. 

99. I would allow the appeals on that basis, subject to such adjustments to the 

assessments as may be necessary to reflect any effect which the conditions may have 

had on the value of the shares as at the date of their acquisition. 
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