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promote the responsible management of the world’s forests.
Products carrying the FSC® Mix label are independently certified
to ensure consumers that they come from forests that are
managed to meet the social, economic and ecological needs of
present and future generations, and other controlled sources.

Introduction

Learning Objectives
This guide is aimed at financial advisers and
paraplanners to provide clarity on the practical,
technical and legislative aspects of the
Enterprise Investment Scheme (EIS).

After reading this guide, advisers will be able to:

It’s a day to day resource to double check
the latest rules, access common-sense case
studies in helpful visual format and useful tips
to help you give the best-informed advice to
your clients.

• Explain the main risks associated with EIS investments.

Not everyone will be suitable for EIS, but we’ll
help you determine when they are and how to
navigate the fundamentals.
We also produce a free quarterly EIS Industry
Update offering a snapshot of market
conditions through opinions, analysis and
research.

• Apply the main rules and practicalities that govern the EIS
reliefs available.

• Define the key aspects that need to be taken into account
when considering client suitability for an EIS investment.

• Identify the main steps to claim EIS tax reliefs.
• Evaluate the main considerations for an EIS investment
and investment provider.

• Ascertain the circumstances in which EIS reliefs can be
withdrawn.

GUY TOLHURST
MANAGING DIRECTOR
INTELLIGENT PARTNERSHIP
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THE EIS LANDSCAPE

SIZE OF EIS-QUALIFYING COMPANIES

History and main
developments

The EIS
landscape
Purpose
The Enterprise Investment Scheme (EIS)
is a government scheme designed to
encourage investment into small and
medium-sized enterprises (SMEs) that have
a permanent establishment in the UK.
Along with the other Venture Capital
Tax Reliefs (which include the Seed
Enterprise Investment Scheme (SEIS) and
Social Investment Tax Relief (SITR)), the
scheme offers tax relief to individuals
as an incentive to invest in SMEs and
social enterprises that are not listed
on any recognised stock exchange.
Many SMEs and unlisted companies are likely
to struggle to obtain alternative sources
of finance. However, these potentially high
growth companies, while deemed risky,
are recognised to be a vital contributor
to economic growth and job creation.
Therefore, the government offers
generous incentives to investors in these
schemes to reward them for assisting
such companies to grow and develop.

ON OR AFTER 6 APRIL 2012

32,965

invested into

companies

1994

2021

EIS was launched in 1994 as a replacement
for the Business Expansion Scheme. Since
then, over £24 billion has been invested
into almost 33,000 companies via EIS. This
is widely seen as a great success and
the scheme has enjoyed the support of
successive governments.
Over its lifetime, a number of changes
introduced to the rules governing EIS have
been made with the intention of expanding
the scheme - as well as ensuring that
EIS continued to meet EU State-aid
requirements and remains focused on
growing and innovative businesses.

Many successful companies
(including household names such
as Gousto, Money Dashboard
and Bloom & Wild) have used
enterprise investment schemes as
part of their early-stage funding.
As, despite the risks, there is an
opportunity for an investor to
make a substantial capital gain on
a successful investment”.
OFFICE OF TAX SIMPLIFICATION, 2021

up to 50
full-time equivalent
employees

Autumn Budget 2017
In addition, and in line with similar
rules introduced for VCT and SEIS, it was
announced in the Autumn Budget 2017
that the 2017/18 Finance Bill would include
a new ‘principles-based approach’ to
identify lower risk activities that should not
benefit from the tax reliefs. In accordance
with the Finance Act 2018, the ‘risk-tocapital condition’ applies to investments
made on or after 15 March 2018.

PRIOR TO 6 APRIL 2012

£24bn
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up to 250

full-time equivalent
employees

The rate of income tax relief was increased
from 20% to 30% from April 2011 and the
scheme was expanded in 2012 to allow greater
levels of investment into larger companies.
This coincided with a boom in investment
into renewable energy projects that often also
qualified for other government subsidies and
new investment managers entered the market
to meet the increased demand.
However, in 2014 the Chancellor excluded
subsidised electricity generation from the EIS
reliefs (with ALL energy generation activities
excluded from April 2016), recognising that
these investments were not sufficiently risky
(especially those subsidised through other
means) to justify the EIS tax advantages.
Further changes were made in 2015 in order to
ensure that the EIS reliefs continued to comply
with EU State-aid requirements. These changes
had the effect of tightening up the rules in some
areas by adding further restrictions on the types
of companies that qualify for EIS.

The Autumn Budget 2017 also included a welcome
boost for EIS investments into knowledgeintensive companies. Knowledge-intensive
companies (explained in greater detail on page
29) are those which are carrying out significant
levels of research and development (R&D);
these can qualify for higher amounts of EIS
(and VCT) funding than other companies. See
page 29 for HMRC’s definition of R&D.
As a result, for EIS investments made from 6
April 2018:
•

The 12-month investment limits were
doubled (from £5 million to £10 million per
company)

•

Greater flexibility was provided to
knowledge-intensive companies over
how the age limit is applied (explained on
page 29).

•

The 12-month investment limit for
individuals doubled from £1 million to
£2 million, provided any amount above
£1 million is invested into knowledgeintensive companies.

There is more detail on these changes in later
sections.

None of these recent changes should be interpreted as the government changing their support of EIS.
The changes were designed and targeted to ensure that EIS continues to be both compliant with EU State-aid
rules and meets the purpose for which it was introduced, namely to address the UK equity gap, i.e. equity
funding for small businesses.
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•

Risks and
rewards

They can take a long time to bring new
initiatives to fruition and become profitable.

These risks can be offset, to some extent,
by skilful stock selection and sufficient
diversification.

Liquidity

Investments into unquoted small and mediumsized enterprises are deemed high risk. It is
important to understand the risks associated with
EIS-qualifying investments in a general sense,
and we will examine some of those risks here.
However, each individual EIS investment
opportunity has its own unique risks
and, therefore, each opportunity must be
individually assessed.

Previously, some EIS funds have been positioned
as ‘lower-risk’ and some may have had an
objective of winding up as soon after the threeyear period as possible. But this is still subject
to being able to successfully dispose of the
qualifying investments without there being any
arrangements for this in place from the outset
(as required by EIS rules).

Investment risks
Statistically speaking, smaller companies
fail more often than larger, established
companies. The reasons for this include:
•

They can be more reliant upon a small
number of customers;

•

They have less capital available to
withstand a downturn in their fortunes;

Although the minimum holding period to
qualify for the full income tax relief and taxfree growth is at least three years (note, there
is no minimum holding period for Capital Gains
Tax (CGT) deferral relief), in reality investors are
likely to have to commit their funds for much
longer; most EIS investments should be viewed
on a five to ten-year investment horizon.

However, the risk-to-capital condition
(explained on page 25) means that
anything structured to be ‘lower risk’ has
no longer qualified for new EIS investment
since 15 March 2018, when the Finance
Act 2018 received Royal Assent.

Potential growth

EIS HOLDING PERIOD

Statutory 3-year
holding period

0

1

EIS investment*

2

More likely
investment horizon
3

4

5

6

7

8

9

10

Years

* EIS shares must be held for a period of at least three years - from the later of the issue of shares, or
commencement of trade if the shares were issued when the company hadn’t commenced trading.

There is no large-scale active secondary market
in unquoted shares and EIS managers do not
offer buy-backs.
It may be possible to arrange a private sale
of shares to a third party, but, at the point of
investment, investors should regard themselves
as locked in to the shares until the underlying
company either lists on a recognised stock
exchange, achieves a trade sale, or the company
is wound up. (EIS rules dictate that should a
company list on a recognised stock exchange
within an investor’s relevant three-year holding
period, EIS relief for that investor will be withdrawn.
However, some stock exchanges such as AIM fall
outside the definition of a recognised exchange
so it may be possible to list on AIM without a
withdrawal of relief. This is considered further in
the Rules for qualifying companies section).

Exit risk
As unquoted investments, any gains in
EIS-qualifying shares are only ‘attributed
gains’ (unrealised) until the investor can exit
and realise those gains. There is no active
secondary market in unquoted shares, so an
exit is most likely to come in one of THREE
ways:
1.

An Initial Public Offering (IPO) – The
company lists on an exchange and shares
can be sold on the open market.

2.

A trade sale or management buyout – A
majority of shareholders agree to sell their
shares to another company or possibly the
incumbent management team.

3.

Voluntary liquidation by shareholders The company is wound up and the assets
are sold, with the proceeds distributed to
shareholders. This doesn’t necessarily
mean that the company has failed;
depending on the remaining assets of
the company, the distributions to the
shareholders may be worth more than the
initial price they paid for their shares.
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‘Zombie companies’
There is a risk of an investment continuing
indefinitely with no large-scale active
secondary market in EIS shares; this is
to the extent that described exit routes
cannot be achieved at either a gain or a loss.
A loss could at least be offset against other
gains. Since very few small companies pay
dividends and dividends paid from an EISqualifying company are subject to tax, there
is unlikely to be any income. In this scenario
the funds remain tied up indefinitely
with little prospect of recycling them. EIS
investee companies in this situation are
often referred to as ‘zombie companies’.

Tax risks
A company that issues EIS-qualifying shares
must meet a number of different criteria. Some
of these criteria apply at the point of investment
and some apply for the minimum three-year
holding period.
If the company changes its activities or
structure in such a way that it no longer meets
these qualifying criteria during that three-year
period, then investors lose their tax reliefs. See
the Rules for qualifying companies section on
page 27 for more details.
Relief will be denied on any shares issued under
arrangements that offer investors a protection
against the risks of making the investment or
which would effectively guarantee (or at least
make it likely) that the investor will receive
their money back at some point in the future
through some mechanism introduced by the
provider or the company itself. This would be
considered to be part of an arrangement, for
the purpose of tax avoidance.
However, simply making an investment with
the aim of qualifying for relief is unlikely to be
viewed as tax avoidance in itself.
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Comparison of risks
with VCTs

required to be invested in qualifying holdings,
reduced from 30% for accounting periods
beginning before 6 April 2019), they have
increased liquidity.

The other major tax-advantaged venture
capital scheme in the UK is a Venture Capital
Trust (VCT). The biggest difference between
VCTs and EIS is that VCTs generally operate
a much bigger pool of investee companies,
giving increased diversification and limiting
investment risk.

However, EIS has a broader range of tax reliefs.
A comparison of the tax reliefs is provided on
page 19.

Secondly, as they are listed on a recognised
exchange and hold more liquid assets than
EIS funds (up to 20% of the VCT’s funds are not

TAX RELIEFS
SUMMARY

TAX RELIEFS IN SUMMARY
EIS tax reliefs are only available to investors
with a UK tax liability, and are only available if
the investee company maintains its qualifying
status thoughout an investor’s minimum
three-year holding period. The amount of

RATE OF RELIEF

IHT RELIEF

TAX-FREE
GROWTH

LOSS RELIEF

•

Up to 30% income tax relief

•

100% CGT deferral relief

•

100% IHT relief (via BR after a minimum
holding period, applicable to most EISqualifying companies)

The investment must be suitable for the client
even without taking tax relief into consideration
and there is likely to be a specific planning
scenario involved.

•

Tax-free capital growth (subject to meeting
certain conditions throughout the minimum
holding period and claiming income tax
relief)

There are FIVE potential tax reliefs available
for EIS investors, some or all of which may be
available/applicable to a particular investor:

•

Loss relief (losses are available to offset
against capital gains or, in certain
circumstances, income tax)

While it is important to understand the details
of the tax reliefs available, tax should not be the
only driver for investment in shares in an EISqualifying company.

WINDOW OF OPPORTUNITY

MAXIMUM LIMIT

FURTHER CONSIDERATIONS

Up to 30% of the value of EIS-qualifying shares
subscribed for

3 years from the acquisition date of the shares
(however, if the company is not trading when the
shares are issued, the period ends on the third
anniversary of commencement of the trade)

The tax year of the share issue, with the
potential to carry back some or all of the
investment to the previous tax year

£300,000, based on the annual EIS limit of
£1 million. It is also possible to carry back an
investment of up to £1 million to the prior tax year.
Where at least £1 million is invested in knowledgeintensive companies, the annual investment limit
for individuals is increased to £2 million. This allows
up to £600,000 income tax relief in a tax year.

Can only be offset against
income tax paid. Income
tax relief must be claimed,
and not withdrawn, in
order to achieve tax-free
growth - see below

100% of a gain can be ‘deferred’ if it is invested in
qualifying shares, thereby deferring the CGT liability

The gain crystallises when the qualifying shares
are disposed of (or deemed to be disposed of)

3 years after or one year prior to the
disposal of the original asset giving
rise to the gain

Unlimited

If the EIS shares are disposed
of, the crystallised gain can
be reinvested into further EIS
shares and deferred again

100% of the value of the EIS shares at the time of
death (or other chargeable event for IHT purposes)

2 years from the date of acquisition of the
shares where the company is trading at
the time of the share issue. Replacement
business property rules may also apply

Relief must be applied for by the executors
of the deceased’s estate (IHT must usually
be paid within 6 months from the end of
the month of death) or by the transferor
in the event of a lifetime transfer

Unlimited

IHT is unlikely to be primary
driver when considering
an EIS investment

100% CGT exemption on EIS shares

3 years from the acquisition date of the
shares (if the company is not trading when the
shares are issued, the period ends on the third
anniversary of commencement of the trade)

No CGT to pay upon disposal if
EIS shares are sold at a gain

Unlimited

Income tax relief must have been
claimed and not subsequently
withdrawn in relation to the
purchase of the EIS shares

Losses can be offset against capital gains or income
tax and the prevailing rates will depend upon
the individual’s circumstances and tax position

None

Losses can be offset against other capital
gains in the year of the loss and any
excess can be carried forward. Losses can
potentially also be offset against income
tax in the current or preceding tax year

100% of the capital loss on the EIS shares
(less the income tax relief), provided there are
sufficient gains / income tax to offset the loss
against

INCOME TAX
RELIEF

CGT DEFERRAL
RELIEF

MINIMUM HOLDING PERIOD

relief an investor will get depends on their
individual circumstances.
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Income tax relief:
Examples of use

POINTS TO NOTE:

1

EIS investors can claim a reduction in their
income tax bill of 30% of the cost of the EISqualifying shares they have subscribed for.
The reduction can either apply to the tax year
in which the shares were issued, or it can be
carried back to the previous tax year (subject
to how much, if any, of the previous year’s
allowance is still available).

An investor’s overall income tax liability
cannot be negative (i.e. it is not possible to
claim relief on tax that hasn’t been paid or isn’t
due to be paid).

Example
A client who subscribed for £250,000 of EIS-

qualifying shares would be entitled to claim up

Example

to £75,000 of income tax relief (£250,000 x 30%).

A client who subscribed for £250,000 of EIS-

If the client had only paid £50,000 of income tax

to £75,000 of income tax relief (£250,000 x 30%).

would be lost (£75,000 - £50,000).

qualifying shares would be entitled to claim up

over the previous two years, £25,000 of that relief

While we recognise the potential benefits
of EIS as an investment opportunity, it is
important that investors who acquire EISqualifying shares have a clear understanding
of the risks, as well as the benefits, associated
with investing in them.

2

3

The maximum that can be invested in
EIS-qualifying opportunities annually
by an individual (and still qualify for
the income tax relief) is £1 million.

The minimum holding period to retain income
tax relief starts on the date of the share issue.
It ends on the third anniversary of the later
of the date of the share issue and the date of
commencement to trade.

From 6 April 2018, this was extended to £2
million provided that any amount above £1
million is invested in knowledge-intensive
companies. The 30% income tax relief
applies to this extra limit also. This means
that the maximum income tax relief in a
single year is £600,000 (£2 million x 30%).

Example 1
The clawback can never be more than the

Example 1

to any interest that may be due). If the shares

A client could subscribe for £2 million of EIS-

HMRC will claw back the full amount of the tax

qualifying shares and, assuming that they had
not used any of the previous year’s EIS income

are disposed of at a gain within three years,
relief received.

tax relief allowance, they could carry £1 million

Assume a client subscribes for £500,000 of EIS-

£600,000 income tax relief in total:

tax relief. If the client was to then sell those

of the share purchase back, thus claiming

(£1 million x 30% = £300,000 relief in 2021/22 +

£1 million x 30% = £300,000 relief carried back

However, if the client had subscribed

for £600,000 of EIS-qualifying shares in

qualifying shares and receives £150,000 income
shares for £1 million within three years, HMRC
would claw back the full £150,000. It might only

make sense to sell the shares within the threeyear period, when the sales proceeds exceed

any clawback of income tax relief and any CGT
liabilities.

the previous year (and claimed the tax

Example 2

be able to carry back £400,000 of 2021/22’s

If the shares are disposed of at a loss within

£120,000 income tax relief for 2020/21.

the sales proceeds multiplied by 30%.

relief for that year), then they would only

purchase (£1 million - £600,000) and claim

HM TREASURY, MARCH 2021

If an investor disposes of their shares prior to
the end of the three-year period, HMRC claws
back the income tax relief.

amount of the initial income tax relief (subject

to the previous year).

The Seed Enterprise Investment Scheme (SEIS), the Enterprise
Investment Scheme (EIS) and Venture Capital Trusts (VCTs)
target market failures in SMEs’ access to growth finance.
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three years, the clawback will be equivalent to

Example 2

Assume a client buys £500,000 of EIS-qualifying

Alternatively, a client could subscribe for £2

If the client was to then sell those shares for

million of EIS-qualifying shares, £1 million

of which represents holdings in knowledgeintensive companies. They could then claim
£600,000 income tax relief in total in the

2021/22 year (£2 million x 30% = £600,000).

shares and receives £150,000 income tax relief.
£400,000 within three years, HMRC would claw

back £120,000 (£400,000 x 30%) - the client may
be able to claim share loss relief on the net

loss of £70,000 i.e. £100,000 less the remaining
income tax relief of £30,000).
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CLAWBACKS
Transferring the shares to a spouse or civil
partner within the three-year period does
not trigger a clawback of income tax relief,
but transferring the shares to any other
third party does. (This may be driven by the
investment manager for a commercial reason
and be out of an investor’s hands). There is no
clawback if the disposal or transfer is a result
of the investor’s death.

the shares were acquired from a spouse
or civil partner, the assessment is made
on the person they were transferred
to as if they purchased them on the
date of acquisition by the transferor.

BRAND NEW SHARES

HMRC claws back income tax relief by raising
a special assessment for the tax year in
which the relief was obtained.

Finally, to qualify for income tax relief the
client must subscribe, fully pay for in advance
and be issued brand new shares that the
investee company is issuing to the market.

Normally, interest is charged from 31
January following the end of the tax year
for which the assessment is made. Where

Secondary purchases, either purchased
on an exchange or arranged privately,
do not qualify for EIS tax relief.

HMRC Guidance
HS297 Enterprise Investment
Scheme and Capital Gains Tax
Who can claim deferral relief?
You can claim relief if you are an individual
resident or ordinarily resident in the United
Kingdom (UK). You cannot claim relief if you
are treated by double taxation arrangements
as resident elsewhere, so that (ignoring any
Disposal Relief) you would not be liable to UK
Capital Gains Tax on any gain from the EIS
shares. The trustees of certain settlements
may also claim relief.

If a client reinvests a capital gain from
the sale of another asset into qualifying
shares in an EIS company, they are entitled
to defer the gain on the original asset.
This means that any CGT liability on that
gain is deferred. The gain is deferred until
the investor sells their shares (or is deemed
to have disposed of their shares) in the EIS
company, at which point the gain crystallises
and CGT is then payable at the prevailing rate
applied at that time.

CGT deferral qualification period for a realised
gain on disposal of an asset

1 year prior

0

1 year

Asset disposal and realised again
Period during which EIS shares must be issued against the realised
gain from the asset disopsal in order to claim deferral relief

2 years

3 years after

that had enabled them to defer gains in this
manner, then the CGT liability is extinguished.
In order for the gains to be matched to an EIS
investment, they must arise within a four-year
time window commencing one year before and
ending three years after the share issue date.
Example
A client sells a residential property (that was

not their main residence) for £300,000, making
a capital gain of £50,000.

By investing that £50,000 into EIS-qualifying
shares, the CGT on the gain is deferred until
the client disposes of the EIS-qualifying
shares. This has the effect of deferring

the CGT liability of £14,000 (£50,000 x 28%),

CGT deferral relief

CGT DEFERRAL WINDOW
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EIS cannot be used to reduce, for example, the
rate of CGT applying on the sale of property
(currently 28% for a higher rate taxpayer). A
revived gain is chargeable to tax at the rate
applying to the original asset.
If the proceeds from the sale of the EIS shares
are reinvested in another EIS-qualifying
company, the gain can be deferred again if
reinvested during the relevant time window.
This can continue indefinitely and, if the
investor were to die holding an EIS investment

assuming the client has no remaining CGT

annual exempt amount that year and pays

CGT at the higher rate for property disposals.
If the client had sold their property 30 months

ago, they still have six months in which to invest
their gain into EIS-qualifying shares and defer

the CGT on the gain. The same timeframe applies
to each subsequent reinvestment in EIS shares.

Only the capital gain (or a proportion of it)
needs to be invested in an EIS, NOT the entire
proceeds of the sale. This feature can be useful
in scenarios where advisers want to ensure
that conventional CGT annual exempt amounts
are maximised.
Example
a) Our client could choose to invest just

£25,000 from the sale of their house into EISqualifying shares. Deferring £25,000 would

leave them a CGT liability of £7,000 (£25,000 x
28%), assuming the client has no remaining

CGT annual exempt amount that year and pays
CGT at the higher rate for property disposals.

14

RISKS AND REWARDS

RISKS AND REWARDS

b) Let’s assume our client does in fact have

their full CGT annual exempt amount available
((£12,300 for 2021/22 and each year thereafter
until April 2026). Rather than claiming CGT

Example (Disposal relief)

Reinvesting a portion
of a capital gain into EIS

A client invests £50,000 into EIS-

qualifying shares and then sells the

shares for £75,000 four years later (in

deferral relief on the full amount of the gain

2022/23). Outside EIS, the investor could

reinvested, they could claim less, for example,

expect to incur a £2,540 CGT liability.

if they wanted to use their CGT annual exempt

amount to cover part of their gain. For example,

(£75,000 - £50,000 = £25,000 gain.

they could invest £37,700 in EIS and claim

£25,000 - £12,300 CGT annual exempt

£37,700 in CGT deferral relief, leaving £12,300 to

be covered by their CGT annual exempt amount
and no CGT would be immediately payable.

amount (2022/23) = £12,700 gain.

£50,000

£12,700 x 20% CGT = £2,540.)

CAPITAL GAIN
Only UK resident individuals and trustees of a
qualifying UK resident settlement can claim
deferral relief. The qualifying settlement is
where all beneficiaries are either individuals or
charities. There is no restriction on connected
individuals claiming EIS deferral relief as there
is in relation to income tax.
There is no upper limit on how much capital
gain can be deferred: the £1 million (£2 million
for investments into knowledge-intensive
companies) limit only applies to the income tax
relief and even if the investor is not intending to
claim income tax relief at all, there is no limit.
Similar to income tax relief, gifting the
shares to a spouse or civil partner does not
crystallise the deferred gain immediately;
it only crystallises once the spouse or
civil partner disposes of the shares (and
the gain is assessable on the transferee).
However, gifting the shares to a third party
crystallises the deferred gain immediately.
There are other events that crystallise
the deferred gain. If the investor becomes
non-resident in the UK (however, going
abroad for full-time employment and
returning within three years is allowed) or
if the shares themselves cease to be EISqualifying shares for some reason (see the
section on Rules for qualifying companies),
the gain crystallises. Deferral relief cannot
be claimed before a compliance certificate

However, in these circumstances, the

£25k

£25k

CGT
deferral
claim

CGT liability potentially offset
via CGT annual
exempt amount
and/or any capital
losses brought
forward

INVESTMENT

KEPT

(known as an EIS3) is issued by HMRC and
completed and signed by the company
and then given to an investor in order to
enable them to claim the relief. This applies
when requesting CGT and income tax relief.
In practice, this can mean CGT has to be
paid in the meantime and reclaimed later
on. There is more detail on the process of
claiming the relief in the ’Claiming the tax
reliefs’ section which starts on page 33.
There is no stipulation as to which gains
have to be deferred: earlier gains do NOT
have to be deferred first. Which gains to
defer (if there is more than one to consider)
is entirely the investor’s choice.

Tax-free growth
(disposal relief)
Providing EIS-qualifying shares are held
for at least three years (from the later of
when the shares were issued, or when the
company started trading) and the investor
successfully claims income tax relief, if the
shares are sold at a gain, the gain on the
EIS-qualifying shares is exempt from CGT.
If full income tax relief cannot be claimed
(or is not claimed) because the investor’s
income tax liability is reduced to nil,
full Disposal Relief is available. If partial
relief has been claimed or part of the
relief has been withdrawn, then only
partial Disposal Relief is available.
As well as being restricted if, for example,
there is ’value received’, the CGT exemption
is restricted in circumstances where the
original investment exceeded the maximum
permitted for income tax relief (£1million
or £2 million providing at least £1 million
is invested into knowledge-intensive
companies). For example, ignoring carry back,
if an investor bought shares for £3 million,
including £1 million in knowledge-intensive
companies, disposal relief would be restricted
to two-thirds of any gain arising on a disposal.

gain on the EIS shares is tax-free.

Loss relief
Relief is available for EIS shares that
are disposed of at any time at a loss
(after taking into account income tax
relief which is retained). The loss can
be set against the investor’s capital
gains or their income tax liability.
Example 1 (Partial loss)
If the client mentioned earlier invested
£50,000 into EIS-qualifying shares and

instead sold their shares for a £25,000 loss,
they would be entitled to offset that loss

against any other gains that year to minimise
their CGT liability.

However, they would not be entitled to offset
the entire loss. If we assume that they

claimed the full £15,000 income tax relief

available on the initial purchase, their loss
relief is limited to £10,000.

(£25,000 loss - £15,000 income tax relief

retained = £10,000 available to offset against
capital gains or income.)

The amount that can be offset is dependent on
the applicable CGT or income tax rate.
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Since the loss relief is being applied to capital
gains charged at 20%, the client can claim
20% of the loss, a total of £2,000 (£10,000 x

20%) against their CGT liability in the year of

RISKS AND REWARDS

Options for offsetting
losses on EIS shares

the loss or any future capital gains.

Example 2 (Loss relief - total loss)
Another client invests £100,000 in EIS

qualifying companies. By doing so, they are

entitled to reduce their income tax liability by
a maximum of £30,000 (30% of £100,000).

The net cash cost of investment is then £70,000.

If all the investments failed, the total loss before
loss relief would be £70,000.

In the event of total loss, the amount of loss
relief that can be claimed is dependent on

Against Capital Gains
As with conventional capital losses, any losses
from the sale of EIS-qualifying shares can be
offset against any capital gains made in the
same tax year, thus reducing any CGT liability;
Any remaining losses can be carried forward to
a future tax year;
Any income tax relief received in relation to the
initial investment is subtracted from the capital
loss first.

the investor’s marginal rate of income tax.

(The investor wants to offset the loss against
other income taxable at 45% as opposed to

Against Income

This client pays 45% income tax and can claim

The loss can be offset against any income in
either the same tax year or the preceding tax
year, or both;

chargeable gains taxed at 20%)

45% of the loss, a total of £31,500 (£70,000 x 45%)
against their income tax liability. This means
they have received tax reliefs totaling £61,500

against their £100,000 investment, limiting their
exposure to 38.5% of the original investment.

If the entire loss cannot be relieved against
income in the relevant two years (perhaps
because there is not enough income to
relieve the losses fully), any unused balance
can be used against capital gains arising in
the same year as the loss; or carried forward
to offset against any future capital gains.
Other loss reliefs that can be set against
income, such as trade loss relief, are
restricted to the higher of £50,000 or 25% of
the taxpayer’s income annually.
However, this restriction does not apply to
EIS, where EIS income tax relief is claimed
(but it does apply where only CGT Deferral
Relief is claimed).

The loss is subtracted from the investor's
net income when calculating their income tax
liability;
Any income tax relief received in relation to the
initial investment is subtracted from the capital
loss;
In practice, as income tax rates are usually
higher than CGT rates, offsetting against
income tax will generally be more attractive
where a client is subject to the higher rates of
income tax.

IHT relief via Business Relief
The vast majority of EIS-qualifying
investments attract 100% IHT relief via BR
because the qualifying trades for EIS purposes
are very similar to those which qualify for BR.
However, to be eligible for the EIS tax reliefs,
there are additional qualification criteria
including the risk-to-capital condition.
Qualification for BR is subject to the minimum
holding period of two years (from the later of the
share issue date and trade commencement).
However the ‘replacement property’ provisions
mean that a qualifying investment may also
be treated as satisfying the two-year minimum
ownership period. This is where it replaces (either
directly or indirectly) other qualifying assets
that have been disposed of. In order to qualify for
replacement relief, the new investment needs to
qualify as relevant business property and must
be bought within three years of the disposal of
the original qualifying asset.
It’s also necessary that the replacement
investment is still held at death (or the point
of any other chargeable lifetime transfer), and
that the combined holding period for both is at
least two out of the last five years.
To attract 100% Business Relief, ’relevant
business property’ comprises: a business or
interest in a business; unquoted securities
that either by themselves or in conjunction
with other securities or unquoted shares give
their owner control of an unquoted company;
or unquoted shares (including those listed on
the AIM market).
Example
Consider a client with an estate of over £2
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Example of replacement
business property
OWNERSHIP OF RELEVANT ASSET

YEAR 0

YEAR 1

Relevant
asset sold

YEAR 2

YEAR 3

Reinvestment into
relevant asset
YEAR 4

BR qualification
of relevant asset

YEAR 5

Relevant asset
sold after ownership
in 3 of last 5 years

YEAR 6

YEAR 7

Reinvestment into
relevant asset

Death of holder
of relevant asset

million, who invested £100,000 into EIS-

qualifying shares and held these for at least
two years prior to their death (or has held

qualifying assets for at least two years within
a period of five years, where replacement
relief has been utilised).

The relevant asset is BR qualifying as it has been
held for at least 2 of the last 5 years and it was held
by the deceased on death. While this works for BR
qualification, EIS qualification requires a minimum,
uninterrupted holding period of at least 3 years.
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Provided that the shares still qualified for BR

at the date of death, they will be passed on to

their beneficiaries without IHT being suffered
in relation to the value of the EIS shares.

When it comes to claiming BR, the twoyear qualifying period starts when the
money is used to purchase the shares in a
trading company, not, for example, when the
money is transferred to an EIS investment
manager. There will be a lag of weeks or
months between a manager receiving money
and investing it on a client’s behalf, and
this lag must be taken into account when
determining the dates for qualifying periods.

BR qualification clock
JAN
FEB

Counts towards
two-year BR
qualification
period

Funds raised
and transferred
to the manager
MARCH

Funds
deployed to
BR Shares

APRIL

BR qualification
clock starts

Most EIS qualifying investments
also meet the requirements for
business property relief and an
EIS investment would usually fall
out of an individual’s estate for
inheritance tax purposes once
held for a period of two years.
SMITH & WILLIAMSON

Business Relief is a retrospective relief in
the sense that it is only assessed when a
claim is made: either by the executors of the
deceased’s estate or when there has been a
chargeable lifetime transfer.

While EIS qualification brings additional tax
benefits, they are usually riskier investments
than those targeting BR benefits alone, with
lower levels of liquidity and higher levels of
fees and charges. So, if the objective is IHT
relief while retaining access to the funds
and the risk appetite is lower, BR should be
preferred over EIS.
While Business Relief can reduce the IHT
liability on amounts invested to zero, it does
not remove BR-qualifying assets from the
investor’s estate. As a result, for the purposes
of the residence nil rate band (RNRB), used in
isolation, it will not be useful in bringing the
value of an estate below the £2 million RNRB
taper above which £1 of RNRB relief is lost for
every £2 of estate value.
However, Business Relief can be used to
mitigate the costs of reducing the estate
value by moving assets into trust. The usual
immediate 20% charge to IHT is reduced to
0% when Business Relief qualifying assets,
in excess of the available nil rate band, are
settled into a Discretionary Trust.

Comparison:

EIS and VCT
There are some notable differences in how the
tax reliefs available with EIS compare to those
available through VCTs (the other major taxadvantaged venture capital scheme in the UK).
•

Income tax relief is subject to a fiveyear minimum holding period with VCTs,
compared to a minimum of at least three
years with EIS (although realistically the
holding period is likely to be much longer).

•

Unlike EIS, VCT investment cannot be
carried back to previous tax years.

19

•

There is no loss relief, CGT deferral relief
or IHT relief with VCTs.

•

VCTs can pay dividends tax-free, EIS cannot.

•

Both VCTs and EIS investments are not
subject to CGT on capital gains made
(subject to certain conditions).

With a VCT, income tax relief is claimed at the
point at which the funds are invested in the VCT.
This is also treated as the starting point for the
minimum holding period. This is different from
an “unapproved” EIS fund (which comprise most
EIS funds), where the reliefs and associated
minimum holding periods apply each time the
manager invests a proportion of the clients’
fund in an underlying investee company.

VCT

EIS portfolio/fund

30%

30%

5 years

3 years

LIKELY INVESTMENT HORIZON

5-10 years

5-10 years

MAXIMUM ANNUAL
INVESTMENT ELIGIBLE

£200,000

£1m plus £1m carry back (and from 6 April
2018, max £2m where at least £1m is invested
in knowledge-intensive companies)

DIVIDENDS

Tax exempt

Taxed

CAPITAL GAINS

Tax exempt

Tax exempt

CGT DEFERRAL

No

Yes

LOSS RELIEF

No

Yes

Up to 20% of the VCT’s assets (up to
30% for accounting periods beginning
before 6 April 2019) may be held in
cash, or certain other liquid assets. VCT
managers often offer share buyback
schemes but usually at a discount to
NAV and they are not guaranteed. VCTs’
shares are not widely traded and usually
trade at a discount to their NAV.

There is no large-scale active secondary market
in unquoted shares and EIS managers do
not offer buy-backs. Investors should regard
themselves as locked in to the shares until the
underlying company either lists on a recognised
stock exchange, achieves a trade sale, or the
company is wound up. AIM listed EIS-qualifying
shares have the potential for faster disposal.

30-60 companies

4-15 companies

No

100% after 2-year holding period

1 - 6 months unless there are fixed
allotment dates for each tax year

12 - 24 months

INCOME TAX RELIEF
MINIMUM TERM

LIQUIDITY

DIVERSIFICATION
IHT RELIEF
TARGET DEPLOYMENT
TIMELINE
Subject to conditions being met.
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EIS and other tax wrappers
EIS AND PENSIONS
An investor may wish to use an EIS portfolio to
complement existing pension and retirement
planning strategies. However, it should be
remembered that an EIS portfolio (which
invests in what most would classify as highrisk companies) should NOT be considered as
a replacement for pension investments, which
will typically be lower risk.
From 6 April 2020, those whose ‘adjusted net
income’ is more than £240,000 per year have
their annual pension allowances reduced by
£1 for every £2 of adjusted net income. Until
5 April 2020 the minimum reduced annual
allowance was £10,000. From 6 April 2020, it has
been £4,000. Previously, the adjusted net income
threshold was £150,000 per year.

If an investor exceeds the annual allowance
in a year, they won’t receive tax relief on any
contributions that exceed the limit and will be
faced with an annual allowance charge. High
earners may be concerned that they can’t get
enough money into their pension as a result of
this restriction.
In this situation, an investment into an EIS
portfolio alongside the pension could provide
an appropriate longer-term and tax-efficient
investment.

Rules for
investors and
qualifying
companies
Investments into unquoted small and mediumsized enterprises are deemed high risk. It is
important to understand the risks associated with
EIS-qualifying investments in a general sense,
and we will examine some of those risks here.
However, each individual EIS investment
opportunity has its own unique risks
and, therefore, each opportunity must be
individually assessed.

Investors

PENSION CONTRIBUTIONS (£) VS ANNUAL SALARY (£)
£40,000

As well as a number of conditions that must
be met by the EIS company itself during the
relevant investment period, there are some rules
that investors in EIS-qualifying shares must
adhere to if they are to receive and maintain
the full benefits of the reliefs available. Some of
these have been covered in other sections, and
they are set out in more detail here.

Pension contributions (£)

£35,000
£30,000
£25,000
£20,000
£15,000

The overarching criteria is that the investor
should have an appropriate tax liability or a
potential tax liability that they wish to offset
and/or defer:

£10,000
£5,000
£0
240,000

260,000

280,000
Annual salary (£)

300,000

•

Either an income tax liability or potential
income tax liability in the tax year of the

prospective EIS share issue, or the prior
tax year if carry back is available (in order
to claim the EIS income tax relief and
potentially qualify for disposal relief).
•

A CGT liability or a potential CGT liability in
the relevant period (in order to claim CGT
deferral relief where relevant).

•

A potential IHT liability (in order to qualify for
BR, subject to a minimum holding period).

Minimum holding periods
Investors must hold the shares for a minimum
of three years in order to qualify for income tax
relief and disposal relief (where the shares are
disposed of at a profit).
Any disposal of the shares (excluding a transfer
between spouses) prior to the end of the
minimum three-year period leads to HMRC
clawing back some or all of any income tax
relief. Any deferred capital gains are also
crystallised on disposal (although this is
the case whether the shares are disposed of
before or after the expiration of the minimum
three-year period, to the extent that a further
EIS investment isn’t made to further defer the
crystallised gains).
The minimum holding period starts from the
acquisition date of the shares (if the company
is not trading when the shares are issued,
the period ends on the third anniversary of
commencement of the trade).
Research and Development (if that is the
qualifying business activity of the EIS company)
is considered ‘trading’ for these purposes.
For IHT purposes, investors must hold the
shares for a minimum of two years from
the later of the issue of the shares or the
commencement of the trade, in order to qualify
for IHT relief via BR (unless the investment
counts as ‘replacement business property’).
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Connected parties
EIS income tax relief is restricted for individuals who
are employees of the investee company, or who are
‘associated’ with such employees or they are a business
partner, spouse, civil partner, parent, grandparent or child
of an investor where alone or together, they have:

Existing non-EIS shares in the
company (other than certain
subscriber shares)

30%+

30%+

of voting rights

of assets
if company winds up

30%+

30%+

of ordinary shares

of income rights

EIS investee companies

Connected parties

RULES FOR INVESTORS AND QUALIFYING COMPANIES

•

More than 30% of the ordinary share capital
of the company;

No linked loans

•

A right to more than 30% of the income, or
they can otherwise control the company;

•

More than 30% of the assets in the event of
the company winding up (this assessment
includes any loans made to the company);

•

More than 30% of the voting rights in the
company.

No relief is available (between the period
commencing two years before the issue of
EIS shares and the later of three years after
the investment was made and the issue of EIS
shares and the date the company commences
trading) if the investor or any associate
receives a loan from any person that would
not have been made, or would not have been
made on the same terms, were it not for the EIS
investment.

These conditions also apply to any ‘follow
on’ investment: for example, if an investor
already has a 20% stake in a company,
and then subscribes for an additional 15%
stake, they breach the ‘30% test’. If the
second investment is made within the
minimum three-year holding period for the
first investment, income tax relief would be
withdrawn in respect of the first investment.
There is an exception to the ‘Connected
Parties’ test for ‘business angels’, who are
directors with no previous connection to
the company prior to investing. If they
subsequently become a paid director of
the EIS company, and provided that the
remuneration is reasonable, the relief is not
withdrawn. Any director involved in the EIS
company’s trade prior to the share issue
is likely to be connected and relief will be
denied.

In order to obtain the maximum tax relief, the
investor (or any ‘associate’ of theirs) must NOT
have a connection with the company at any time
in the period from two years before, to the later of
three years after the investment was made and
the date the company commences trading.

There is also the ”Independent Investor”
requirement. This says that at the time of the
share issue, if the investor holds other shares
in the company for which SEIS or EIS income
tax relief cannot be claimed, then the new
share issue does not qualify either.

An individual is connected if he or she, whether
alone or together with any ‘associate’ (associates
can be business partners, spouses and civil
partners, parents, grandparents, children and
grandchildren), directly or indirectly possesses
or is entitled to acquire:

The only exception is if the existing shares
are ‘subscriber shares’ issued to the
individual when the company was founded or
the shares were acquired when a pre-formed
dormant company was bought ‘off the shelf’.

Genuine Commercial
Purpose
There must be no arrangements or structuring
of a company’s activities where those activities
have no commercial purpose other than to
generate tax relief.

Pre-arranged exits
No relief is available if there are certain
arrangements in connection to the share issue,
including:
•

Arrangements that might, in any way, lead to
the disposal of the shares, or of other shares
in the company;

•

Arrangements that might lead to the
cessation of the company’s trade, or of any
trade carried on by a person connected with
the company;

•

Arrangements for the disposal of some or
all of the assets of the company or of any
person connected with the company.

This rule is intended to ensure that the
company is capable of carrying on its trade
indefinitely under its existing ownership. But, it
does not stop the directors of a company from
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indicating in advance to potential investors
how they envisage that shares in the company
might be disposed of at some later date.

Receiving value
Investors (and their associates) must not
‘receive value’ from the investee company:
if they do so the tax relief is withdrawn in
proportion to the value received and any
deferred capital gains crystallise.
Receiving value includes any kind of payment,
service, goods, benefit or loan that transfers
value from the investee company to the
investor; this includes any transfer of this
kind in exchange for the shares or any rights
attached to the shares. It can also include
repayment of loans to the investor or their
associate. The investor can interact with
the company as an ordinary customer, but
this must be on the same terms as other
conventional customers.

Types of shares
Investors must subscribe for and
purchase full risk, new ordinary shares
with no arrangements in place to protect
the investor from the normal risks
associated with investing in shares.
They cannot be redeemable, nor have
any preferential rights to a company’s
assets in the event of a winding up.
In certain circumstances, the shares may have
limited preferential rights to dividends, but
the rights to dividends cannot be cumulative
(where unpaid dividends accumulate and are
paid to the shareholder at a later date when
funds are available) and the preferential rights
to dividends cannot be subject to discretion
as to the amount or timing of payment.
During an investor’s relevant three-year
period, none of the company’s shares can
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be quoted on a recognised stock exchange
and there can be no arrangements in
place to list on an exchange at the time the
shares are issued. However, the Alternative
Investment Market (AIM) is not considered
to be a recognised stock exchange in the
rules governing EIS. Nevertheless, the vast
majority of EIS offers are not focused on
companies that are listed on an exchange.
The shares must NOT be issued under
any reciprocal arrangement (“I’ll invest in
your company if you invest in mine and
we can both benefit from the tax relief”)
and the shares must be subscribed for,
for genuine commercial reasons and not
for the purpose of participating in a tax
avoidance scheme of any description.
Finally, the shares can either be purchased directly
by the investor, or via a nominee or EIS fund. See
pages 36 to 38 for more detail on EIS funds.

Underpinning value
There can be no arrangements that are intended
to protect the value of the investment in any
way. This includes, for example, schemes that
insure investors against making a loss, and
schemes to maintain the value of the shares
artificially. There is an exception for ordinary
commercial matters, such as insurance by the
company against normal trading risks.

Follow on investments
Following a review by the EU in 2015, it was
perceived that the ability for existing, nonSEIS and EIS shareholders to subsequently
claim EIS relief on a follow-on investment is
not in line with the intention of the scheme to
attract new full risk capital investment to the
company.
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As a result, since 18 November 2015, relief has
been denied to ’follow-on’ shareholders unless
the only other shares they hold at the time of
the proposed EIS investment are:
•

•

Shares that previously attracted relief
under EIS, SEIS or social investment tax
relief; or
Subscriber shares that have either been held
since issue or acquired from an ‘off-theshelf’ formation agent before the company
issued any non-subscriber shares.

Care should be taken to establish what holdings
clients have in a company raising further share
capital under EIS. This is particularly relevant
for companies issuing new placings on AIM shares may be held as part of a BR portfolio and
may have been acquired in the open market
and not from a prior EIS raise. The test is at the
time of the prospective EIS share issue and
therefore the existing shares can be sold or
given away (and will be taxed accordingly) or
transferred to a spouse or civil partner.

Qualifying
companies
In order to ensure that EIS is meeting its
objective of financing small to medium-sized
businesses that might otherwise struggle to
obtain investment from other sources, there are
stringent criteria that govern whether a company
and its proposed share issue qualifies for the EIS
reliefs. These criteria change from time to time.
This section sets out the rules as they stand
today and also details some of the most recent
changes.

Risk-to-capital condition
Announced at the Autumn Budget 2017,
the risk-to-capital condition applies to all
investments made on or after Royal Assent of
the Finance Act 2018 on 15 March 2018.
However, HMRC has applied the test for all EIS
advance assurance applications submitted
from December 2017. From this point, HMRC has
declined to provide advance assurances for
investments that, taking into account all the
facts available to them, appear likely to fail the
risk-to-capital condition.
The government is keen to stress that the
Venture Capital Schemes are intended to
support early-stage, entrepreneurial companies
that have the potential to grow in the long term.
The company must be set up to carry out trade
on an ongoing basis, not to carry out a single
project before being wound up.
The risk-to-capital condition is intended to
exclude tax-motivated investments, where the
tax relief provides most of the return for an
investor or with a limited risk to the original
investment (that is, preserving an investor’s
capital).
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The risk-to-capital condition depends on HMRC
taking a ‘reasonable’ view as to whether an
investment has been structured to provide a
low risk return for investors.
The condition has TWO parts:
1. Whether the company has objectives to
grow and develop over the long term (which
broadly mirrors an existing test with the
schemes); and
2. Whether there is a significant risk that there
could be a loss of capital to the investor of an
amount greater than the net return.
The condition requires all relevant factors about
the investment to be considered in the round.
The legislation contains a non-exhaustive
list of the factors that may be considered.
Even if one or more indicators of potential
capital preservation are present, this does
not necessarily mean that the risk-to-capital
condition will not be met in a particular case.
A judgement about whether capital preservation
activity is taking place will depend on the overall
context of the investment.
Likewise, even if none of the indicators listed
in the legislation are present, the risk-tocapital condition may NOT be met if the wider
circumstances of a case suggest that capital
preservation is taking place.
Ultimately, a judgement will depend on the
level of risk posed to investors’ capital and
whether the company has genuine intent to
grow and develop in the long term.
The risk-to-capital condition sits above the
other existing eligibility requirements for the
venture capital schemes. Even if the condition
is met, all other requirements must also be
met for an investment to be eligible for tax
relief under the schemes.
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Rules governing the size
and type of company

The growth and development of your company
should be permanent and not rely on the
investor’s continued support.

There are rules which set out in detail the criteria
for firms that wish to issue EIS-qualifying shares.
In summary, a qualifying company must:

HMRC

Examples of
non-qualifying
companies

Example 1
In 2013, EIS manager A invested clients
in a company that was constructing and
operating a solar-photovoltaic farm. This
would no longer be a qualifying investment
for an EIS portfolio, as energy generation
activities no longer qualify.

Example 2

1

2

3

In 2013, EIS manager B invested clients
in a company that was undergoing a
Management Buyout (MBO) and the EIS
funds were being used to acquire the
shares of exiting management.
This would no longer be a qualifying
investment for EIS as EIS funds can no
longer be used to acquire part of an
existing business*.

4

5
Example 3
In 2015, EIS manager C invested in a company
that was established to operate, through
subcontractors, a pub. Certain factors
indicated a capital preservation strategy.
This would no longer be a qualifying
investment for EIS as it is unlikely to
qualify under the ‘Risk-to-capital’ condition
introduced for all EIS and VCT investments
made on or after 15 March 2018.
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6

7

NOT be in financial difficulty (as defined by
EU guidelines).

Be unquoted (however, the AIM market is not
a recognised exchange for this purpose).

NOT control another company which is not
a subsidiary of the company; and it cannot
itself be controlled by another company and
there can be no plans in place at the time of
the share issue that would jeopardise this
independent status.

Have a permanent establishment in the
UK (the company does not need to be a UK
company, however).

Have fewer than 250 employees (or 500 for
a knowledge-intensive company).

Have gross assets under £15m immediately
before shares are issued and under £16m
immediately after shares are issued.
However, the company can continue to grow
afterwards.

Not have been trading for more than seven
years (ten years for a knowledge-intensive
company) unless specific conditions are met.

8

Be operating in a qualifying trade,
preparing to trade and commence trade
within two years, or conducting research
and development. Most trades qualify,
however, there are a number of exclusions:
•

Dealing in land, commodities, futures,
securities or financial instruments
(including investment activities)

•

Dealing in goods other than normal retail
or wholesale distribution

•

Banking, insurance, hire purchase, money
lending, and other financial activities

•

Leasing

•

Receipt of royalties or licence fees

•

Legal and accounting services

•

Property development

•

Farming and market gardening

•

Forestry

•

Operating or managing hotels or residential
care homes

•

Coal production, steel production and
shipbuilding

•

All energy generation activities (from 6 April
2016)

Excluded activities must not be a ‘substantial’
part of the company’s trade. HMRC takes
‘substantial’ to mean more than 20% of the
company’s activities.
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Rules governing the
raising and spending
of funds
Likewise, there are rules governing the
amounts that qualifying companies can
raise and how quickly that money must
be deployed within the business.
The funds raised by the issuance of EISqualifying shares must be employed by the
issuing company, or by a qualifying subsidiary
which is at least 90% owned by the company,
within two years of the share issue. The funds
must be used either for carrying on a qualifying
trade, or for preparing to carry on a qualifying
trade which is then begun within two years of
the share issue. They cannot be used to acquire
the shares, goodwill or intangible assets of
another company, even if that company is
carrying on a qualifying trade.

RULES FOR INVESTORS AND QUALIFYING COMPANIES

In calculating the maximum amounts that
can be raised, funds raised from any of
the UK’s tax-advantaged venture capital
schemes must be counted. The FOUR
schemes are:
•

The Enterprise Investment Scheme

•

The Seed Enterprise Investment Scheme

•

Social Investment Tax Relief

•

Venture Capital Trusts

In addition, any other relevant approved
risk finance State-aid must also be counted.
This includes Enterprise Capital Funds and
certain Regional Development funding.

12-MONTH INVESTMENT
RAISE LIMIT

£5m

12-MONTH INVESTMENT
RAISE LIMIT (KICS)

£10m

The maximum amount that a firm can
raise from tax-advantaged venture capital
schemes and any other form of risk finance
State-aid in any 12-month period is £5
million (although for investments made on
or after 6 April 2018, the 12-month maximum
amount of funding that knowledge-intensive
companies (KICs) can receive increased from
£5 million to £10 million).

LIFETIME INVESTMENT
RAISE LIMIT
LIFETIME INVESTMENT
RAISE LIMIT (KICS)

£12m

Knowledge-intensive
companies
Knowledge-intensive companies are defined
broadly as follows:
•

In at least one of three years prior to
investment, the company or group has spent
at least 15% of operating costs on research
and development or innovation; or

•

In each of those three years, the company
or group has spent at least 10% of operating
costs on research and development or
innovation; and

either of the following conditions is also met:
•

The ‘innovation condition’ – When the
relevant shares are issued, the company
or group is engaged in the creation of
intellectual property from which, within
10 years, it is expected, will derive the
greater part of the company’s or group’s
business, either from the exploitation of the

The maximum amount that a firm can
raise from tax-advantaged venture capital
schemes (and risk finance explained above)
cumulatively over the firm’s entire lifetime
is £12 million (or £20 million for a KIC).

intellectual property or by the creation of
new products, processes or services which
use the intellectual property.
•

The ‘skilled employee condition’ - At least
20% of the company’s or group’s employees
are ‘skilled’ and are engaged directly in
research and development or innovation
activities carried on by the issuing
company or any qualifying subsidiary of
that company. The definition of ‘skilled’
relies on higher educational attainments.

To qualify for EIS investment, a knowledge
intensive company must have been trading
for no more than ten years. Since 6 April 2018,
knowledge-intensive companies have been
able to choose whether to use the current
test of the date of first commercial sale or the
point at which turnover reached £200,000 to
determine when the 10-year period has begun.
Knowledge- intensive companies are also
now part of the new approved fund structure
- the Knowledge-Intensive EIS Approved
Fund. More details can be found on page 38.

More generous rules for knowledge-intensive companies

10YRS
AGE LIMIT

£20m
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£20m
LIFETIME CAP ON
TAX-ADVANTAGED VC

499

£10m

EMPLOYEE
LIMIT

12-MONTH RISK CAPITAL
FUNDING LIMIT

WHAT IS RESEARCH AND DEVELOPMENT?
R&D for tax purposes takes place when a project seeks to achieve an advance in science or technology. The

activities which directly contribute to achieving this advance in science or technology through the resolution of

scientific or technological uncertainty are R&D. Certain qualifying indirect activities related to the project are also R&D.
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As mentioned, there is no obligation upon
firms to go through this advance assurance
process, but it does provide an opportunity
to spot any problems before the shares are
issued and an assurance from the VCRT is
useful for companies to show to potential
investors. In addition, HMRC requires
a similar level of detail as an advance
assurance application when the company
submits an EIS1 application (if it has not
had advance assurance), so providing this
information in advance may well speed up
the EIS1/EIS2/EIS3 process.

NUMBER OF EIS ADVANCE ASSURANCE APPLICATIONS RECEIVED,
APPROVED AND REJECTED, APRIL 2006 TO 2021

-0

Companies are expected explain how they
will employ EIS funds raised to deliver growth
rather than preserving the status quo such as
simply paying day to day expenditure. This is
referred to as the growth and development test.

HMRC has also confirmed that it does not
intend to identify which companies qualify as
KICs at the time of advance assurance review
unless this status is relevant to the proposed
investment (for example if a prospective
investor is interested in investing over £1
million into the company in a single tax year, or
if the company is raising more than £5 million
from EIS investors in a tax year).

From early 2018, HMRC has declined to consider
speculative applications. Confirmation of who
the likely investors are is required before HMRC
will give an opinion. If details can’t be provided
HMRC rejects the application.
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As part of the advance assurance process,
companies are required to submit, among other
things, their business plan and financial forecasts,
a copy of their latest accounts and details of all
trading and activities to be carried out.

HMRC, MAY 2021

Nevertheless, in recent guidance HMRC states,
”An advance assurance has no legal force; it is
only HMRC’s opinion as to whether a company
is likely to meet the qualifying conditions,
if it receives an investment under the
circumstances set out in the application.”

7

The UK’s Subsidy Control regime involves public
bodies making assessments of the compliance
of subsidies they award against seven main
UK-wide principles. The intention is to ensure

Companies that are seeking subscriptions
under EIS may seek an assurance from the
Venture Capital Reliefs Team (VCRT) at HMRC
that a prospective investment is likely to
be eligible, before issuing the shares. The
advance assurance service is discretionary
and non-statutory. There is no requirement for
a company to obtain an advance assurance
before receiving an investment or issuing
shares to investors.

07

One of the UK-EU Trade deal subsidy principles
is that, ”Subsidies are designed to bring about a
change of economic behaviour of the beneficiary
that is conducive to achieving the objective and
that would not be achieved in the absence of
subsidies being provided.” The approval of the
current EIS rules under the previous EU State
aid requirements strongly implies that they
meet this principle. The more permissive nature
of the new regime, suggests that changes to
encourage more EIS investments are possible,
although the Chancellor did not attempt to push
these boundaries at either 2021 budget.

Advance assurance
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Since 2006 to 2007, there
have been a total of 36,905
AAR applications received
and of these 30,205 have so
far been approved.

However, if nothing has changed, advance
assurance is normally considered binding on
HMRC (although EIS tax reliefs are also subject
to the circumstances of the individual investor,
which HMRC will not opine on in advance).

-0

In the EU-UK Brexit trade deal the parties take
a principles based approach to controlling
subsidies, with the UK free to design a system
that meets these principles. If the UK or EU
creates a subsidy which the other party feels
could create a negative effect on trade or
investment between the parties, it may then
take remedial actions proportionate to remedy
the negative effect. However, the new regime is
more permissive than the EU State aid regime,
with no EU regulator nominated to adjudicate
what subsidies may be deemed in compliance.

Exactly how this might or might not impact EIS
investments and/or the advance assurance
process is not yet clear as the Subsidy Control
Bill is still going through parliament.

Advance assurance is NOT a guarantee that a
share issue qualifies or that the company will
continue to qualify. If something important
was not disclosed to the VCRT or, if between
receiving advance assurance and the share
issue something changes, it may be that the
share issue or company is no longer qualifying.

20

Since the UK’s exit from the European Union, the
EU State-aid rules that previously applied to EIS
with the intention of ensuring a level playing
field in trade relations within the EU, no longer
apply. Those rules defined what constitutes
reasonable levels of state aid, or government
subsidies for business. The restrictions to
qualifying criteria for investee companies and
on the level of reliefs available under EIS, have
been at least partially attributed to the EU’s
intervention in this regard.

that, ”support for businesses reflects the
United Kingdom’s strategic interests and drives
economic growth.”

06

The UK Subsidy Control
Regime
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Rules for EIS-qualifying companies
The current rules are summarised below for reference:

MAXIMUM AGE

7 years unless total investment represents more than 50% of the company’s average
turnover over the preceding 5 years and the company is using the funds to enter a new
product or geographic market, or it received previous risk finance within its first 7 years

LIFETIME CAP

£12m

12-MONTH INVESTMENT LIMIT

£5m

EMPLOYEE LIMIT (FTE)
USE OF EIS MONEY FOR
ACQUISITIONS OF BUSINESS
GROWTH AND
DEVELOPMENT TEST
EXISTING
SHAREHOLDERS

CARRY BACK/FORWARD

Fewer than 250 FTE
New rules to prevent EIS funds being used to acquire existing businesses or part
of a business (incl. intangible assets that have already been used in a trade)
Requirement that all investments are made with
the intention to grow and develop business
For EIS only, a requirement that investors are independent from the
company at the time of the first share issue (excl. founder shares)
Income tax relief can be applied to the year of the EIS investment or the year before
that. CGT deferral relief can be claimed against an EIS investment made 3 years after
or one year prior to the disposal of the original asset giving rise to the gain. Loss
relief can be applied to other capital gains in the year of the loss and any excess can
be carried forward, or to income tax in the current or preceding tax year. There is no
CGT to pay on gains made on EIS shares sold after the 3 year holding period.

MAXIMUM NUMBER
OF TRADING YEARS

10 years. From 6 April 2018, a KIC is able to use the date from which its annual
turnover exceeded £200,000, instead of the date of its first commercial sale, when
determining the date from which the end of the initial investing period is calculated

KNOWLEDGE-INTENSIVE
COMPANIES

RISK TO CAPITAL CONDITIONS

LIFETIME CAP
EMPLOYEE LIMIT
INNOVATION

£10m
£20m
Fewer than 500 FTE
A company seeking Knowledge-intensive company qualification must have spent at least
15% on R&D or innovation in at least one of three years prior to investment or at least 10%
in each of those three years, and either meet the innovation or skilled employee condition.

The investee company must (often assisted by
an EIS fund manager) obtain tax certificates
to enable investors to claim the associated
tax reliefs; EIS3 forms for each investee
company in respect of each investor. For
approved Knowledge-Intensive EIS funds
and their predecessors, approved EIS funds,
the manager applies for a single EIS5 form in
respect of an investor’s investment in the fund.
HMRC’s Venture Capital Relief Team
(VCRT) is responsible for administering
the EIS approvals process.

Process for investee companies
EIS1

EIS2

• After a minimum of four months’ trading

Assuming the VCRT are satisfied with the EIS1

(immediately if the shares were issued when
the company had already been trading for at

A company seeking EIS qualification for a share issue must have objectives to grow
and develop over the long term and there must be a significant risk that there could
be a loss of capital to the investor of an amount greater than the net return..

12-MONTH
INVESTMENT LIMIT

Claiming the
tax reliefs
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least four months), the investee company can
complete and submit a form EIS1 to the VCRT
in respect of the share issue.

and any accompanying information, they will
issue form EIS2 to the investee company in

respect of the share issue in question, informing
them that they authorise the company to issue
EIS3 forms to the investors listed on the EIS1.

• The EIS1 lists details of the share issue, the
investors intending to claim EIS relief and

details about the company’s trade and funding.
• The investee company has to complete this
form every time it issues EIS-qualifying
shares.

• The form must be submitted within two years
of the end of the tax year in which the shares

were issued or (if later) within two years from
the date the company commenced trading.

EIS3
•

The VCRT send the company a blank EIS3 for

•

The investee company then completes the

issued, the date they were issued and the

relevant ‘termination date’ – the end of the

usually responds within 4-8 weeks, depending

3-year holding period).

on whether the company had advance

• If the company did not have prior EIS advance
assurance, more information is likely to be

required by the VCRT in order to process the EIS1
(and this can sometimes delay the process).

blank EIS3 form for each investor (with details
of their name, address, details of the shares

• The VCRT will assess the EIS1 claim and

assurance specific to the issue of shares.

each EIS investor listed on the EIS1.

•

The EIS3 form enables investors to claim the
tax reliefs, so it is an important document

that must be kept safe. The EIS3 also contains
any information about restrictions on the
relief because of "value received".
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CLAIMING THE TAX RELIEFS

Process for investors
Option 1

EIS3
If the investor is ‘carrying back’ the investment

to the prior tax year (for which they have already

completed their Self Assessment Tax Return - or if
they are otherwise not required to complete a Self

Assessment Tax Return), they can make the claim
by completing the relevant boxes on pages 3 and
4 of the EIS3 form and returning it to HMRC.

Option 2

Self assessment
Alternatively, the claim can be made on an

investor’s Self Assessment Tax Return for the tax
year in which the investment was made.

• The investor should make the claim on the
‘Additional Information’ pages of the Tax

CLAIMING THE TAX RELIEFS

Investors cannot claim EIS tax relief or defer
payment of tax due because they are expecting
to receive an EIS3 form.
This applies to both income tax and CGT, so, if
an investor was looking to reinvest a capital
gain in EIS-qualifying shares in order to defer
CGT, they may still have to pay the CGT liability
until they receive form EIS3 and their claim is
processed.
Finally, what should be clear from the
description of the steps involved earlier is that
the whole process can sometimes be quite
protracted, especially if the investee company
takes two years to submit the form EIS1 that
starts the process and where an advance
assurance application hasn’t been made to
HMRC in advance of a share issue.
This should be taken into consideration
when managing a client’s expectations and
incorporating any tax reliefs into financial
plans.

Return, including details of the investment in

CLAIMING THE RELIEFS – EIS FUNDS

to do this are included on HMRC’s Helpsheet

An EIS fund may have obtained approved
Knowledge-Intensive EIS fund status, or
approved EIS fund status from HMRC.

the ’additional information’ box. Details of how
341 (Enterprise Investment Scheme – income

tax relief) and also the ‘additional information
notes’.

• Employed investors can request a change to

their PAYE tax code for the year of investment in
order to reduce the amount of tax collected by
their employer.

• Investors can also request that their self

assessment payments on account are reduced
(if appropriate), in order to take account of EIS
income tax relief.

• However, the appropriate claim still needs to be
made on the tax return, once it is received.

• EIS Disposal Relief and CGT Deferral Relief

claims are always made by completing a Self
Assessment Tax Return.

Approved EIS funds and their replacement, EIS
approved knowledge-intensive funds, have a
number of criteria that are explained on page 38.

The rest of the process is unchanged, although
an EIS5 is only issued by HMRC once 90% of
the fund has been invested, which should be
borne in mind by investors and advisers.

•

If the fund is not an ‘approved EIS fund’ or an
’EIS approved knowledge-intensive fund, it
is referred to as an ‘unapproved EIS fund’. An
investor in an unapproved EIS fund will still
receive individual EIS3 forms for each underlying
investment made by the manager, and the
relief for each investment has to be claimed
separately, following the process described.

IHT RELIEF

TIME LIMITS FOR CLAIMS
There are time limits for claiming the various
EIS tax reliefs.

The EIS5 covers all of the investments
made on their behalf. The relevant date for
income tax relief purposes is the date the
fund closed, rather than the individual dates
the underlying shares were purchased.

Deferral Relief claims must be made no
later than 31 January falling five years after
the end of the year of assessment in which
disposal occurred.

As noted earlier, the IHT relief is actually
obtained by claiming Business Relief (BR),
which is administered separately to the income
tax and CGT reliefs.
A claim for BR would normally be made during
the settlement of the shareholder’s estate
(unless it relates to a chargeable lifetime
transfer of business property).
To obtain IHT relief via BR, the executors of the
estate will need to complete a copy of probate
return form IHT412 and return this to HMRC as
part of the overall probate process. HMRC will
then assess the claim.

•

An EIS1 must be submitted by the EIS
company within two years of the end of
the tax year in which the subscription took
place or, if the four-month trading period
straddles the end of a tax year, two years
from the end of that four-month period.

•

The overall time limit for an investor to claim
the income tax relief is five years from 31
January, following the tax year in which the
EIS shares are issued.

EIS INCOME TAX RELIEF CLAIM TIMELINE

If a fund is an approved EIS fund or an EIS
approved knowledge-intensive fund, instead
of an investor being issued individual EIS3
forms for each of the individual companies
they are invested in, investors receive a
single EIS5 form from the fund manager.
EIS Shares
issued

2020/21

5-year clock to
claim Income Tax
Relief starts

5-year period to
claim Income Tax
Relief ends

31 January

31 January

2021/22

2022/23
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2023/24
tax year

2024/25

2025/26

2026/27
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EIS
structures

There are a number of different ways to gain
exposure to EIS-qualifying shares and, as
with conventional equities, it is often better to
engage the services of a professional manager,
in order to benefit from their expertise and
greater levels of diversification.
These arrangements are referred to as
EIS ‘funds’ and the providers of these
arrangements are known as fund managers.
It is estimated that, collectively, EIS funds
have accounted for the majority of annual EIS
investment. In this section we’ll look at the
concept of EIS funds in more detail.

SINGLE COMPANY
EIS

DISCRETIONARY
MANAGED PORTFOLIO

The most straightforward way to

A discretionary managed portfolio

The Alternative Investment

shares is by investing directly

by an EIS manager to an investor.

(AIFMD) was announced on 22

get exposure to EIS-qualifying
in a single company’s share

is an individual service provided

issue.

Technically, this is not a ‘fund’

However, this entails spending

specifically constructed to meet

significant amounts of time and

effort on research, and requires
the investor or their adviser to

have the requisite knowledge to
assess the opportunity. It also

makes diversification difficult or
near impossible.

at all; it is a bespoke portfolio
the needs and objectives of

that particular individual. It is

likely that every subscriber to a
discretionary managed service
will have a slightly different

portfolio, as the EIS manager

ALTERNATIVE
INVESTMENT FUNDS

Fund Managers Directive

July 2013, and introduced rules

EIS funds pool investors’ money and invest in
EIS-qualifying opportunities that are in line
with the funds’ investment mandate.
Each investor will have beneficial ownership
of the underlying investments and will receive
shares in each investee company, pro rata to
the size of their investment into the fund.
Again, technically this is not a ‘fund’ in the
same sense as a conventional OEIC or other
form of collective investment. The investor
does NOT own units or shares in the fund and
their underlying investments may differ from
other investors, depending on when they first
invest into the fund.
This is the arrangement that is most commonly
referred to as an EIS fund.

Specialist expertise in sourcing and
selecting opportunities

Increased diversification

Access to professional service firms (or
the in-house capabilities) to advise on the
qualifying status of investee companies, both
ongoing and at the point of the share issue

Ongoing oversight of investee companies,
and a big enough stake in the underlying
companies to have influence over board
level decisions or a seat on the board itself

Expertise in negotiating and/or structuring
of the eventual exit from the underlying
investments

for qualifying fund managers
on delegation, transparency,

disclosure, remuneration, debt and
reporting. Alternative Investment
Funds (AIFs) are collective

investment undertakings (CIUs)
that have a defined investment
policy, among other criteria.

will make investments on the

The FCA has advised that it is

individual investor.

is not making investments on

basis of their suitability for each

EIS funds
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likely that, where the manager
the basis of their suitability

for any individual investor, an

EIS fund should be considered
to be a CIU and an AIF.

With an AIF, all investors will be

invested into the same basket of

underlying companies, as the EIS

manager does not have to consider

the individual needs and objectives
of each investor - it only needs to
consider whether the EIS fund is
appropriate for the investor.

Advantages of

EIS funds

The UK has set a precedent in
creating a conduit that connects
the UK’s investors with its growing
pool of entrepreneurial talent.
Without schemes like these in
place, the alternative finance
arena could be perceived as
too daunting for investors. This
connection is vital for the growth
and scalability of many of the UK’s
successful SMEs.
MARK BROWNRIDGE, EISA
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EIS Approved KnowledgeIntensive Fund
From 5 April 2020, EIS approved
knowledge-intensive funds replaced
the existing EIS approved funds.
Existing ’EIS approved funds’ will be able
to continue to deploy into to non-KICs as
planned but only KIC approved funds will now
receive approval. An ‘approved’ EIS fund has
12 months to invest 90% of the funds it has
raised across a minimum of four companies,
with the amount invested in any one company
not exceeding 50% of the fund capital.
Like EIS approved funds, EIS approved
knowledge-intensive funds are beneficial
for investors as the administration is
greatly reduced for them, with a single
EIS5 form being issued once 90% of
the funds have been invested.
EIS approved knowledge-intensive
funds are focused on directing capital
to knowledge intensive companies
and they are required to have:
•

invested 50% of their capital within 12
months of the date the fund closed,

•

invested 90% of their capital within 24
months of the date the fund closed,

•

within that 24 month period at least
80% of the fund’s capital has been
invested in the shares of companies
that were knowledge-intensive at the
time the shares were issued, and

•

provided HMRC with: the date that the
fund closed, the names, addresses and
Unique Taxpayer Reference numbers of the
investors in the fund, the total amount of
capital the fund has received from each of
those investors, the shareholdings in which
that capital has been invested, the date

EIS STRUCTURES

on which each of those investments was
made and whether or not each shareholding
was in a KIC at the time the investment
was made. HMRC will not provide an
approved fund manager with form EIS5
unless it has received this information
The investments made by EIS approved
knowledge-intensive funds are treated as if
made in the year in which the fund closed,
even if they were actually made in a later
year. Investors may also elect to treat some
or all of their investments as made in the
year prior to that in which the fund closed
Investors receive a single EIS5 form and can
treat the date the fund closed as the date of
investment for the purposes of claiming EIS
income tax relief (the reference date for EIS
deferral relief remains the date the investment
is made into the investee companies).
Mirroring the rules applicable to ’EIS
approved funds’, an ’EIS approved knowledgeintensive fund’ is required to invest in
a minimum of four companies, and the
amount invested in any one company
should not exceed 50% of the fund capital.
‘Unapproved’ (i.e. funds that aren’t ‘approved’)
funds don’t have such constraints on how
they deploy their money, giving them greater
flexibility and, therefore, unapproved funds
make up the majority of EIS funds today.
However, it should be noted that no tax relief is
available until the funds are deployed and the
administration is potentially more complex,
with investors receiving multiple EIS3 forms
(refer to page 44-46 for more details). It’s worth
noting that some investors and Partners
favour receiving multiple EIS3 forms, as it
allows for more flexibility in tax planning.

TIMING OF TAX RELIEFS; EIS FUNDS
VS EIS APPROVED KNOWLEDGEINTENSIVE FUNDS
A Discussion with Jessica Franks, Head of
Investment Products, Octopus Investments
Octopus launched its new EIS service
in November 2020 and more recently
has launched the Octopus Ventures
Knowledge-Intensive EIS fund which it
sees as a way to broaden its offering to
advisers with a particular goal in mind.
The closing date of these funds, rather
than the date of deployment of capital
into the underlying qualifying shares,
is considered the tax year in which EIS
income tax relief (although not capital
gains tax deferral) can be claimed.
For a typical investor, this may not be that
important. But for those doing tax-planning
for the previous year, investing into EIS is
one of the few ways to mitigate that year’s
income tax liability: The EIS rules include a
carry-back facility that provides the option of
applying tax relief earned from investments
made this year to last year’s liabilities.
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So it’s really all about customer choice.”
She goes on, “our EIS service is evergreen
and for those investors who want to see their
funds invested as quickly as possible, it will
probably suit them better at most points
in the year because we don’t have the KIC
qualification constraints, which means we
are expecting to be able to invest the money
more quickly.” This uncovers an interesting
trade-off between the standard EIS ‘nonapproved’ structure and the knowledgeintensive fund; for the latter, investors can only
begin to claim the reliefs on receipt of their
single EIS5 certificate which covers all of their
investment in the fund. This only becomes
available once the manager has deployed
the capital into all of the underlying investee
companies and every investee’s EIS1 has been
reviewed and approved by HMRC, allowing
the manager to issue EIS5s to each investor.
While investors in standard EIS ‘non-approved’
funds, are entirely dependent on the timing
of each investment made by the investment
manager for the years in which they can claim
their tax relief, they are able to access their
EIS tax reliefs on a company by company
basis, as they only need to wait for each EIS3.

While investments into standard EIS funds
earlier in the tax year can also do the
job, identifying multiple opportunities for
diversification purposes and investing
portions of clients’ funds into them, takes time.
Consequently, the later in the tax year a client
places their capital with an EIS investment
manager, the greater the likelihood that
some, if not all of it, won’t be invested in the
current tax year, undoing the best laid plans.

As a result of the smaller investment universe
of knowledge-intensive companies, Octopus
doesn’t believe running a year-round fund
would be in the best interests of their investors,
as it would restrict their ability to access
promising high growth companies which aren’t
knowledge intensive too. Franks’ view is that,
“knowledge-intensive companies are not a
better or worse investment prospect than the
broader universe of EIS-qualifying companies.”

The knowledge-intensive EIS fund is a
natural progression for Octopus. According
to Jessica Franks, head of retail investment
products at Octopus Investments, “We do see
really attractive and interesting knowledgeintensive investment opportunities, it’s just
that we don’t need the EIS fund to access
those - we would invest in them anyway.

They may benefit from higher EIS funding
limits and a longer EIS funding window,
having been identified by HMRC as needing
more support to get to a point where they
might be able to access other funding, but
for Octopus, the most important criteria are
that they have high growth potential and
the entrepreneurial drive to succeed.
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THE SEED ENTERPRISE INVESTMENT SCHEME

The Seed Enterprise
Investment Scheme
Introduction
The Seed Enterprise Investment Scheme (SEIS)
launched in 2012 as a derivative of EIS. Its aim
is to encourage seed investment in early stage
companies and while the rules governing it are
similar, there are some important differences
between the two.
Since its launch, 13,800 companies have
received investment and around £1.4 billion of
funds have been raised. It therefore remains a
small section of the overall EIS market and as
the above graph shows, since its launch annual
investments have somewhat plateaued.

The size of the investee company must also be
considerably smaller than the maximum size
of an EIS-qualifying company when the shares
are issued.

Size of SEIS-qualifying
companies when shares issued

Risks and Rewards
Clients will face the same risks as those for
EIS, however due to the smaller size of the
companies some of these will be magnified,
with the likelihood of a company collapsing
substantially increased, for example. In return
for these higher risks, the SEIS offers reliefs
more generous than EIS in two ways:

Rules for investors and
qualifying companies
While the majority of rules related to qualifying
companies for EIS also apply to the SEIS, the latter
has some slightly more stringent requirements.
An investee company must carry out a new
qualifying trade, which means that the trade
must not have been carried out for more than
two years by either:
•

the investee company

•

any other person who then transferred it to
the investee company

The investee company, or any qualifying
subsidiary, must not have carried out any other
trade before starting the new trade. It also
cannot be a member of a partnership.

No more than

£200,000 gross assets

25
Less than

25 full-time equivalent
employees

Number

2,000

200

1,500

150

1,000

100

500
0

SOURCE: HMRC
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2012-13

2013-14

2014-15

2015-16

2016-17

2017-18

2018-19

2019-20

0

Amount (£ millions)

250

relief although this
Up to 50% income tax relief,
is limited to £100,000 of SEIS investments
per year and there is no special treatment
for knowledge-intensive companies. As with
EIS, the minimum holding period is three
years and income tax relief can be carried
back to the previous tax year.

•

50% reinvestment relief - this is not deferral
relief (as under EIS), but will see 50% of the
reinvestment become exempt from tax. This
is capped at £100,000 investment, so the
maximum relief available is £50,000.

•

100% CGT relief on disposal (capped at £50,000)

•

100% IHT relief (via Business Relief after a
minimum holding period, applicable to most
SEIS-qualifying companies)

•

Loss relief (losses are available to offset
against capital gains or, in certain
circumstances, income tax)

Number of enterprises

2,500

•

SEIS also offers reliefs similar to EIS:

NUMBER OF COMPANIES RAISING FUNDS AND AMOUNT RAISED, APRIL 2012 TO 2020
Amount of investment
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The Seed Enterprise Investment Scheme is designed
to help small, early-stage/start-up companies with
new trades to raise equity finance.
MICAP
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CHARGES AND PRACTICALITIES

Charges and
practicalities
Investment objectives
Since 15 March 2018, all EIS funds have
been expected to have a growth strategy,
with capital preservation strategies
outlawed after the Patient Capital Review.

Growth objectives will also be impacted
by levels of diversification within a fund,
with most funds investing in a range of
underlying small, high-growth businesses
and acknowledging that, while some may
provide outstanding returns, others may
fail. (This is where combining a portfolio
strategy with loss relief is very effective).
Popular sectors include high-tech
firms, retail and general enterprise and
it could be argued that these funds
are closer to the ‘true spirit’ of EIS.

Typical target returns

From this point, all EIS funds have been
expected to have a Growth strategy - with some
offers targeting high growth (particularly in
the technology/science sectors) and others
perhaps targeting more modest growth.

Some funds quote specific target levels of
return. Some providers do not publish a specific
target return. However, they will usually give
an indication of the growth they are seeking
to achieve, whether this is 1.5x, 2x (net of fees)
or more. (Over 2.5x (net of fees) is the current
average target return).

EIS PORTFOLIO EXAMPLE

£10,000 investment split equally across 10 companies
(Net cost of investment after initial EIS income tax relief = £7,000)

One company
performs
very well and
quadruples
its value

Two companies
perform
reasonably well
and double
their value

£4,000

£4,000

Three companies return the
money invested

£3,000

Four companies fail completely and the
investment is worthless – loss relief can
be claimed on the £4,000 invested
Assuming the investor is a 45% taxpayer,
loss relief amounts to £1,260

Assumes all investments held for relevant 3-year period and no income tax relief is withdrawn

Total return to investor is £12,260 excluding income tax relief

Brian has also agreed an adviser fee

Some of the former Capital Preservation
strategies did not target a specific return at
all and were, therefore, largely relying on the
tax relief to generate value for the investor.
This is one of the reasons the government
and HMRC were keen to refocus EIS and the
wider Venture Capital Tax Reliefs, following
the Patient Capital Review in 2017.
While the overall risk profile of EIS investments
has gone up as a result, the risk profiles
of the offerings still vary. Returns must be
placed in the context of the risk, liquidity
and level of charges when choosing
the most suitable fund for a client.

Typical charges
Meaningful comparisons between different
EIS fund charging structures can be
challenging. Funds typically charge:
•

An initial fee;

•

An AMC (Annual Management Charge);

•

A performance fee charged either
annually or upon exit, usually subject
to exceeding a certain hurdle.

Fees are usually charged on the
investment amount rather than the value
of the investment at the time of the fee.
For example, the AMC is often charged on
the initial investment sum, even if the
value of the investment has decreased.
Tax relief is only available on the amount invested
in the underlying EIS-qualifying companies.
Any fees deducted from the initial subscription
amount will reduce the amount actually invested
and therefore the value of the tax reliefs.
Example:
After professional advice Brian invests

£100,000 in EIS-qualifying shares. The initial
charge from the EIS fund manager is 2% of
the gross investment amount = £2,000
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of 2% of the gross investment amount,

which the EIS fund manager has agreed to
facilitate from the investment = £2,000

The EIS manager also charges an AMC of 2%

of the investment amount and for this offering
it takes three years AMC upfront = £6,000

This leaves £90,000 for actual investment

into EIS-qualifying companies. Consequently,
instead of being able to claim £30,000

income tax relief on the investment (30%
x £100,000), Brian can only claim £27,000
income tax relief (30% x £90,000).

For some fees, most notably the initial fee and
the AMC, the total can be made up of a portion
charged directly to the investor and a portion
charged directly to the investee company.
Other fees to look out for are dealing fees,
administration fees, exit fees and fees charged
to the underlying investee companies.
Low fees in one area may offset higher fees
in another, so, when comparing charges, it
is important to look at them in total and not
to just compare individual fees on different
products. It is also necessary to consider the
impact of fees charged to investee companies
(often the case where there is no fee to the
investors) on their ultimate performance.

MOST COMMONLY APPLIED FEES AND ENTRY LEVELS
INITIAL FEE

0%-10% of the investment amount

AMC

0%-4.75%

PERFORMANCE FEE

0%-30% of profits above a certain hurdle

ANNUAL ADMIN CHARGES

0%-1% of the value of the investment

MIN. SUBSCRIPTIONS

£5,000 to £100,000
SOURCE: MICAP (AT FEBRUARY 2022)
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Suitability
Suitability is an important topic, and what
follows are guidelines to bear in mind when
considering whether an EIS investment is a
suitable investment for a client. Investments
into smaller, unquoted companies are high
risk and advisers need to spend time thinking
about suitability and documenting the
thought process in suitability reports when
recommending an EIS.

Vulnerability
The FCA has been placing a growing focus
on vulnerable clients and ensuring that they
receive the best outcomes. By October 2020,
the regulator reported that 53% of the UK adult
population had characteristics of vulnerability
such as poor health, low financial resilience
or recent negative life events. It is within
the context of identifying these clients, and
assessing whether they have additional or
different needs to those without characteristics
of vulnerability that advisers must now operate
when offering and providing any services to
clients. The FCA’s FG21/1 Guidance for firms
on the fair treatment of vulnerable customers
can be found at: Guidance for firms on the fair
treatment of vulnerable customers*.

SUITABILITY

be a 100% capital loss when the income
tax relief and loss relief are taken into
account (assuming income tax relief isn’t
withdrawn for some reason), clients should
be comfortable taking on this risk with the
funds they have allocated to EIS investing.

FCA classification
A single company EIS investment is typically
classified by the FCA as a non-readily realisable
security (NRRS), unless the investee company
is listed on the Alternative Investment Market.
An adviser who wants to advise their client to
invest into an NRRS requires retail permissions
to advise on shares.An EIS fund will either
be structured as a discretionary portfolio
service or as an alternative investment
fund. From the investor’s perspective, these
structures may have few material differences
- the EIS manager will allocate the investor
into a portfolio of EIS-qualifying companies.
However, for a discretionary portfolio service,
the MiFID investment manager will have to
consider the specific needs of the investor,
while for an alternative investment fund the
alternative investment fund manager will not.
With either structure, the adviser will have
to determine whether an investment into
unlisted securities is suitable for their client.
Further information on Legal and Regulatory
Status is also set out on page 53.

Attitude to risk

The FCA rules on suitability reports
require that advisers:

In general, a client for whom an EIS is likely to
be a suitable investment has a high tolerance
for risk. Where succession planning is
relevant, you should also make the client’s
intended heirs aware of the risks involved.

√ Specify the client’s demands and needs,

EIS investments should be considered
as carrying the potential of a capital loss
for investors. While this should never

√ Explain any possible disadvantages of
the transaction for the client.

*https://www.fca.org.uk/publication/finalised-guidance/fg21-1.pdf

√ Explain why the firm has concluded
that the recommended transaction is
suitable for the client, having regard to
the information provided by the client,

Tax capacity

relief and loss relief can limit losses.
The client should also be aware that if
they are looking to acquire EIS shares in a
company which hasn’t yet started to trade,
the three-year holding period does not
start until the company starts its trade
(which could be a number of months after
investment). This could therefore delay the
receipt of income tax relief and mean that
shares have to be held for a longer period.

Although tax benefits alone should not be
the primary driver for the investment, a
prospective investor would likely be someone
who is in a position to take advantage of the
tax reliefs available from investing in EIS.
Therefore, if they are planning to purchase
newly-issued shares in an EIS-qualifying
company, the client should have (or expect
to incur in the near future) an income
tax liability, a CGT bill, or an estate with a
potential IHT liability (to the extent that BR
was a consideration for the investment).

Capacity for loss
If a loss of the capital earmarked for
EIS investment would have a materially
detrimental effect on the client’s standard of
living, then they should be advised against
investing in EIS shares.

The client should also be aware that the
tax reliefs can be withdrawn and that the
shares might, at some point in the future, be
worth less than they initially cost, although,
where the reliefs are retained, income tax

TAX WRAPPER
OPTIONS SUMMARY
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Attitude to risk and capacity for loss should be
assessed independently of each other. They

ISA

Pension

VCT

EIS

SEIS

ANNUAL MAX

£20,000

£4,000 - £40,000

£200,000

£1m (£2m for KICs)

£100,000

LIFETIME MAX

x

£1,073,000

x

x

x

INCOME TAX RELIEF

x

√

30%

30%

50%

POTENTIAL FOR LOSS RELIEF

x

x

x

√

√

it depends

x

√

√

POTENTIAL FOR IHT RELIEF

x only available
for AIM

CGT FREE GROWTH

√

√

√

√

√

CGT DEFERRAL

x

x

x

√

x*

No further tax
to pay for higher
rate taxpayers;
Interest: tax-free.

No further tax to pay for
higher rate taxpayers;
Interest: tax-free but only in roll-up
phase; Payouts from
annuity or drawdown
will be taxable.

Dividends within
£200k annual
maximum
subscription:
tax-free.

Dividends:
taxable.

Dividends:
taxable.

√

25%

√

√

√

TAX TREATMENT OF INCOME

TAX-FREE LUMP SUM

* However, where an investor disposes of an asset that would give rise to a capital gain, and reinvests all or part of the gain in shares which
qualify for SEIS income tax relief, 50% of the gain reinvested will be exempt from CGT.
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SUITABILITY

measure the risk an individual is willing to take
(attitude to risk) and the risk an individual can
afford to take (capacity for loss). Attitude to risk
is subjective and based on a client’s personal
opinions. This differs to capacity for loss which
is objective in nature and based on fact.

Liquidity and investment
horizon
Although the minimum holding period to qualify
for the full income tax relief and tax-free growth
is three years from the issue of shares or (if
later) the start of the trade, in reality investors
are likely to have to commit their funds for much
longer and most EIS investments should be
viewed on a five to ten year investment horizon.
There is no large-scale active secondary market
in unquoted shares and EIS managers do not
offer buy-backs.
Since EIS investments have no definite exit
date, if clients anticipate an urgent need for
their investment capital within at least three
years, and very likely for several years longer,
they should be advised against investing in
EIS shares.

Knowledge and experience
Investors (or their representatives) must have
the capacity to understand the nature of
EIS and the associated risks. In general, EIS
investors have experience of investing in a
portfolio of more conventional retail investment
products, and/or experience in business or
a profession and, therefore, should be in a
position to make informed decisions about
investing in EIS.

Portfolio balance
and diversification
It is not appropriate for a client to concentrate
their wealth in EIS and, in most cases, EIS
investors already have a substantial portfolio

SUITABILITY

of conventional investments that meets the
majority of their investment objectives.
Investors should not be overexposed to high
risk investments, illiquid assets or unquoted
securities. The risks and disadvantages of EIS
shares should be more than offset by the rest
of their portfolio. Typically, EIS fund managers
will deploy an investor’s subscription across
multiple companies. The target number varies
by manager, but typically is between four and 15.
It is also important to diversify a client’s
EIS portfolio across different EIS fund
managers and EIS offerings. There are varying
methodologies for selecting potentially
successful EIS investments across managers
and the structures, objectives and strategies of
investment offerings also vary.

Environmental, Social and
Governance (ESG) goals
Recent FCA statistics report that 70% of the
UK public now want their money to go towards
making a positive difference to people or
planet. It is now possible to combine taxefficiency and high growth goals with an ESG
focus by way of some EIS funds. However, it
is important to understand the specific ESG
concerns the client wishes to address and the
ESG targets and strategy applied by individual
EIS funds in order to understand whether they
are compatible.

Indicators of when an EIS recommendation may be right
Does the client have a high tolerance of risk?

Income distributions are not tax-free, and
most EIS-qualifying companies do not
pay dividends to their investors (they are
investing to grow the business and are
unlikely to have distributable reserves). For
this reason, clients looking for income are
not suitable for an EIS.

EIS may not
be suitable

NO

EIS may not
be suitable

YES

EIS may not
be suitable

NO

EIS may not
be suitable

NO

EIS may not
be suitable

NO

EIS may not
be suitable

YES

EIS may not
be suitable

YES

Does the client have an income tax liability, a CGT
bill, or an estate with a potential IHT liability*?
YES

Would a loss on the EIS investment have a materially
detrimental effect on the client’s standard of living?
NO

Is the client able to commit their funds on
a five to ten year investment horizon?
YES

Does the client have some experience of investing in a
portfolio of more conventional retail investment products?
YES

Does the client have a diverse portfolio of conventional
investments?
YES

Is the client looking for income from the EIS investment?

Income

NO

NO

EIS may be suitable for client
*An income tax liability must be in the tax year of the share issue; a CGT liability can be up to 3
years after or one year prior to the disposal of the original asset; IHT relief must be applied for by
the executors of the deceased’s estate or by the transferor in the event of a lifetime transfer.

This is for guidance only and is not an exhaustive list.
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Other risks of funds
The risks of funds are broadly the same as
those described on pages 6 and 7. The skill,
experience and operational expertise of the
fund manager should reduce some of the risks,
as should the additional diversification that
can be achieved.

Research and
due diligence
Performance information
Small, unquoted businesses are illiquid, hard to
value and managers can be reluctant to disclose
valuations of the businesses that they might be
looking to sell in the near future. Consequently,
performance information is limited.
Assessing and comparing the performance
of EIS funds, or the track record of the fund
managers, can be challenging. The best
indication of (good) past performance is a track
record of successful exits, but not all of the
managers are in a position to evidence this yet.
Investors and advisers should not expect
to find the kind of in-depth quantitative
information that is used when researching
stock market-based funds. The lack of past
performance information is an additional risk
of investing in EIS funds.
The changes in EIS rules announced in the
Autumn 2017 Budget also introduced the
possibility of some managers that previously
focused entirely on EIS investments targeting
low risk, capital preservation strategies,
having to pivot their activities. This means it is
important to review the relevance of their track
record to their current investments.

Additional risks for funds include sufficient deal
flow for the manager to deploy the funds raised
in accordance with their stated investment
mandate.
If there is not sufficient deal flow, there is
a temptation for the manager to invest in
opportunities that do not fit the mandate, that
are more risky than deals they would normally
invest in or at higher valuations (making it
harder to earn returns).

Researching funds
Advisers cannot rely solely upon a provider’s
marketing literature for their research and due
diligence. The FCA has said: “Advisers can rely
on factual information provided by other EEAregulated firms as part of their research and
due diligence. However, they should not rely
on the provider’s opinion, for example, on the
investment’s risk level.”
The expectations of both the regulator and the
courts of what advisers are required to do by
way of due diligence are set very high and it is
clear that advisers owe a non-delegable duty
of care to their clients. As well as assessing
whether an EIS investment is suitable for a
client, advisers must also assess the range of
offers available in the market, and select the
most appropriate investments for their clients.
In assessing EIS offers, there are a number of
areas advisers need to cover and they should
document their assessment of each of them to
create a thorough research and due diligence
process on record.
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Advisers must assess the investment provider. The research should cover:

Their commitment to the market
and level of adviser support

Their financial strength
and stability

Their investment philosophy - a
provider’s particular approach
to maximising returns

Their track record of investment
performance, exits and
ensuring their investments
retain EIS-qualifying status

Their relevant sector expertise
and ability to adapt to changes
in rules and regulations

Evaluating
the provider

The experience of both the
executive and investment teams
Their deal flow access and
investment selection process
- do they see enough of the
market to get the best deals
and how much consideration
is given to the merits and
potential of the companies?

Any support beyond finance
provided to investee companies

Any ESG credentials

Always consider what could possibly go wrong with an investment offering,
offering or events that could lead
to a worse return than expected. When considering the investment provider’s experience and track
record, verify that it is pertinent to the proposed underlying investments and investment strategy.

Investment objective

Exit strategy

Portfolio strategy

Nature of underlying
investments

Anticipated returns (where
stated) and gearing

Evaluating
the investment

Expected minimum duration
(where stated)

Sector and subsector there is a
range of general and specific EIS
funds
Any ESG strategy

Expected Deployment timescales,
timescales informed
by the track record of deployment of funds
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Evaluating the investment
INVESTMENT OBJECTIVE
The proposed underlying investments, the
perceived risks of the investment and the
anticipated returns that can be generated
should all be commensurate with the
investment objective.

ANTICIPATED RETURNS
Advisers should assess how returns (without
tax reliefs) are generated and take a view on
the likelihood of those returns being achieved
in different economic conditions.
Some trades have a fairly well-known range
of gross returns and advisers should consider
if the advertised expected return of the EIS is
in line with their expectations. The provider’s
track record of delivering returns on previous
investments should also be assessed.
Some funds use gearing (borrowing money to
invest), which can enhance returns but also
increase downside risk and advisers need to
ensure they are aware of the level of gearing
the fund intends to use.

EXPECTED MINIMUM DURATION
AND EXIT STRATEGY
There is generally no liquid, tradeable market
for shares in EIS companies or independent or
objective means of valuing them. Instead, while an
EIS company must have no ‘pre-arranged exits’, EIS
managers are likely to carefully plan for a possible
exit, looking at a range of possible scenarios and
outcomes, and then consider what a company
would need to do in order to achieve them.
Exits will often occur via a trade sale (where
an acquirer buys all the company’s shares
from investors, management and any other
shareholders) but may be in the form of a

RESEARCH AND DUE DILIGENCE

liquidation, a buy-out or, more rarely, a stock
market listing. In the vast majority of cases,
this will be after the minimum three-year EIS
holding period has passed.

It is important to understand:
•

The nature of proposed underlying trades

•

The investment stage

•

The industry sectors they are in

•

The risks they are exposed to

•

The level of returns they can generate and

A tech start-up might require timeconsuming and intensive research and
development before its product or service can
become commercially viable. A more mature
business with a better-established product
or service might reach exit sooner – though
the tech start-up, if successful, may generate
better returns for investors.

•

Advisers should examine what the intended
exit strategy is, when it can be reasonably
achieved, and what risks exist which might
delay or prevent it. Some favoured trades
have a track record of exits that can be
examined, along with the provider’s track
record in the sector.

ESG
Many mainstream and non-mainstream funds
are now offering an element of Environmental
Social Governance, sustainability or impact
investing with additional goals and motives
beyond pure profit. These are not all created
equal with varying ESG strategies and the
potential for overstatement of likely ESG
outcomes.
It is therefore important that, where these items
are referenced as a part of an investment,
advisers carefully consider their viability,
particularly where a client has their own ESG
requirements within their investment mandate.

The funding stage definitions are not fixed,
but are typically:

NATURE OF UNDERLYING INVESTMENTS

Investors may well be keen to see an exit as
soon as it is commercially viable to do so after
the three-year minimum holding period for
the EIS tax reliefs has passed. However, target
time horizons will vary and may depend on a
range of factors, including the level of return
being sought, the overall economic climate and
the nature of the companies in which a fund
manager invests.

Seed: Seed rounds are among the first rounds
of funding a company will receive, generally
while the company is young and working to
gain traction and build a product from an
idea. It is likely to be pre-revenue. Some Seed
rounds may also include SEIS investment
(see pages 40 and 41 for more on SEIS).
Series A: The company may have some
established revenues and is typically preprofit. At this stage, it is seeking to identify the
commercial viability of its product or service
(product-market fit).

how they are generated
How quickly they return to cash or how
liquid they are
•
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Series B: The company may be making small
profits but is looking to scale and has growth
aspirations outside current revenue streams.

The manager’s experience investing in the
proposed trades.

Advisers should also evaluate the anticipated
deal flow and deal pipeline for the fund and
assure themselves that the manager is able
to deploy the funds they raise in line with the
proposed investment strategy.

Therefore, the funding round is an indicator
of risk, with earlier stage funding likely to
be higher risk, but lower cost. This brings
the opportunity for higher returns, but also
greater potential for losses.

FUNDING STAGE

It is not unusual for EIS managers to diversify
across funding stages. Some also reinvest
in the same company at a later stage as it
develops and proves its value.

The EIS rules generally restrict companies
that can receive EIS funding to smaller
companies that have been trading for seven
years or less (ten years or less for KICs although a KIC also has more flexibility
regarding when this ten-year point starts
- see page 29 for more information on KICs).
In commercial terms, this means that the
companies in an EIS portfolio are all ‘early
stage’. But, within this classification, there
are various stages of fundraising depending
on the development stage of the investee.

It is also worth noting that follow on investment,
by any party, can dilute the shareholding
of earlier stage investors if they are not
prepared to invest in the new round of funding.
EIS shares can’t have anti-dilution rights.
Consequently, each time equity investment is
taken by the company, new shares are issued.

“A trade is not a qualifying trade if it consists, at
any time in the relevant period, of certain activities,
or if such activities amount, in aggregate, to a
‘substantial part’ of it.”
HMRC
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As a result the total number of shares in
issue increases, meaning that an existing
shareholder who does not invest in the new
round (which would increase the number
of shares they hold) will hold a smaller
percentage of the new total number of shares.

The level of diversification across underlying
investments varies, but advisers should
assure themselves that it is in line with
both the investment objective and is
commensurate with the nature of the
underlying investments. As a general rule, the
riskier the underlying investments are, the
greater the level of diversification should be.

Nevertheless, if the company is doing well,
even without participation in follow on rounds,
the smaller percentage of the company held
by the shareholder should have a larger value
than before the investment round. This is
because the price of shares in new funding
rounds is likely to rise as the company
becomes more successful and this valuation
is applied to the business as a whole.

However, some research suggests that beyond
a certain point diversification can go too far
and that the additional costs incurred do not
bring any additional diversification benefits.
Advisers need to be confident that the fund is
not overly-diversified.

Amount
Invested
£100m

Series B
• Private Equity

£5m

Series A

£2m
£1m
£500K
£100K
£50K

• Private Venture Capital
• Banks

• Publicly backed
Venture Capital

Seed

• Private Venture
Capital

• Grants

• Banks

• Business Angels
• Venture Capital
• Banks

£10K
Concept and
seed stage

IDEA
GENERATION

For single company EIS investments, the
shares are typically held in the investor’s
name. However, in an EIS fund investors’
shares are typically registered in the name
of a nominee company, although the investor
will remain the beneficial owner of the shares.
EIS funds may be structured as MiFID
discretionary portfolios or as alternative
investment funds. Further information on EIS
structures can be found on pages 36 to 38.
For the purposes of the Retail Distribution
Review (RDR), EIS funds are considered
to be retail investment products and,
therefore, advisers cannot receive adviser
commissions. However, EIS managers
may facilitate adviser charging, as agreed
between the investor and their advisers.

EIS Funding Stages

£10m

Legal and regulatory
status

Start-ups

Early-stage

Later-stage

IDEA
EVALUATION

PRODUCT
DEVELOPMENT/
LAUNCHING

EXPANSION &
MARKETING

PROFIT
GENERATION

As EIS funds (or single company
investments) are not regulated funds, they
are NOT covered by the Financial Services
Compensation Scheme (FSCS) or the
Financial Ombudsman Service (FOS).
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Key Information Documents
Although not specifically mentioned in
the Packaged Retail and Insurance-based
Investment Products (PRIIPs) Regulation, EIS
funds fall under the definition of venture capital
investments, which would classify EIS funds
as PRIIPs. This means that the EIS manager
must issue a Key Information Document (KID),
designed to help investors to better understand
and compare the key features, risk, rewards
and costs of different PRIIPs.
Advisers should be aware, however, that there
has been significant discussion regarding
KIDs because of concerns that the regulation is
not drafted in such a way to create consistent
results that do not mislead the consumer.
Since Brexit, a consultation on changes to
UK PRIIPs regime and provisions to address
these issues has been held and new rules
are expected to be published shortly.
It is likely that the FCA will remove
performance scenarios from KIDs because
of the complexity for producing an obligatory,
single performance calculation that works
well to provide reasonable potential return
scenarios for the wide range of products
governed by PRIIPs. Instead, as an immediate
remedy, PRIIPs manufacturers would be
required to provide other types of information
on performance in narrative form.
Where current rules may have produced
inappropriate risk scores, the FCA is likely
to introduce a requirement for PRIIPs
manufacturers to upgrade their product’s
Summary Risk Indicator (SRI) score if they
consider that the risk rating produced by
the methodology is too low, with relevant
reporting to the regulator to explain any
increase.
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1
Building a portfolio
of EIS investments

Case studies

Marcella earns a salary of £275,000
a year. She has maximised
her pension contributions and
has an existing portfolio of VCT
investments. She is selling her buy
to let portfolio and will have gains
to carry over which she is looking
to invest in something different
this year. Marcella seeks advice on
building an EIS portfolio.

Year 1

£90,000

EIS investment
She can claim £27,000 income tax relief

Year 2

+£90,000

EIS

EIS investment
£27,000 income tax relief

Year 3

+£90,000

EIS

EIS investment
£27,000 income tax relief

Year 4

Min. holding period achieved for 1st EIS investment

Marcella sells her 1st
investment for £116,000* and
reinvests the full amount in EIS
£34,800 (£116,000 x 30%) tax
relief is now available to Marcella

*If she is making the investments
through an EIS fund, timescales
for investment or reinvestment
cannot be guaranteed and the

manager may dictate the timing of
any exits, depending on the terms

Disclaimer
The following case studies are designed to demonstrate a number of different scenarios that might
apply to certain prospective investors. Nothing here should be viewed as advice. Advisers should
consider, among other things the impact of charges (including any initial fees as well as annual
charges) and the quantum of tax relief that might be available to a particular prospective investor.
Any suitability decisions should be based on a comprehensive review of a client’s objectives, needs,
capacity for loss, investment experience, and attitude towards risk.

and conditions of the investment.

Additionally, the client or manager

Year 5

Min. holding period achieved for 2nd EIS investment

Marcella can sell and reinvest her year two investment
and again claim further income tax relief. And so on.

may not be able to dispose of the

EIS-qualifying shares immediately
after three years. This might not

Year 1

Year 2

Year 3

Year 4

Year 5

Year 6

£116K

£116K

£116K

be possible unless there is a ready

EIS Investment

£90K

£90K

£90K

market for these shares. Any

Cumulative investment

£90K

£180K

£270K

disposal of the shares may not

30% income tax relief

£27K

£27K

£27K

£34.8K £34.8K £34.8K

necessarily realise a profit.

Cumulative income tax relief

£27K

£54K

£81K

£115.8K £150.6K £185.4K
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3

Deferring your
capital gains

Building a portfolio to
accompany pensions

Brian, 55, made a capital gain of
£84,000 on the sale of a property in
the 2020/21 tax year. He had already
used his CGT annual exempt amount
for this tax year and the property
was not his main residence. He has
therefore already paid a CGT bill of
£23,520 in January 2022.

SOLD

Brian sold his property in 2020/21 tax
year and made £84,000 capital gain

£23,520
CGT bill

Adil is 52 years old (10 years from
his intended retirement) and
works as a civil engineer at a large
firm. He earns £270,000 a year,
so in 2022/23 is a 45% taxpayer.
He has now reached the lifetime
allowance limit on his pension
pot. After consideration of the tax
relief available on the pension
contribution and the future impact
of the Lifetime allowance, Adil is
advised to consider alternatives
from his pension.

57

Adil stops making annual pensions
contributions and instead he makes
annual contributions of £40,000 into EIS

£40,000
This gives Adil £12,000 per
year income tax relief

3 years

He has already invested the
maximum annual investment of
£200,000 eligible for VCT tax reliefs
in the current Tax Year.

After each EIS investment reaches 3 years, he would like to
exit subject to being able to dispose of the EIS-qualifying
shares and reinvest the proceeds in EIS. The amount of
relief available increases as the investment amounts are
compounded. He does this until he is 62*.

£938,000

Adil ends up with a large amount for his retirement

£84,000

EIS investment
(2022/23 tax year)

Adil is also entitled to income tax

relief. The amount of relief available

increases as the investment amounts
are compounded.

*Brian can also benefit from £25,200

CGT bill*

income tax relief assuming he has

**CGT is deferred until it comes

back into charge at a later date if he

disposes of the EIS-qualifying shares.

Total
value

2022/23 52

£40,000

£0

£40,000

£12,000

£0

£52,000

2023/24 53

£40,000

£0

£40,000

£12,000

£0

£104,000

£40,000

£0

£40,000

£12,000

£0

£156,000

2025/26 55

£40,000

£50,000

£90,000

£27,000

£0

£233,000

may dictate the timing of any exits,

2026/27 56

£40,000

£50,000

£90,000

£27,000

£0

£310,000

of the investment. Additionally, the

2027/28 57

£40,000

£50,000

£90,000

£27,000

£0

£387,000

2028/29 58

£40,000

£112,500

£152,500

£45,750

£0

£545,250

2029/30 59

£40,000

£112,500

£152,500

£45,750

£0

£703,500

2030/31 60

£40,000

£112,500

£152,500

£45,750

£0

£861,750

2031/32 61

£0

£0

£0

£0

£0

£899,875

2032/33 62

£0

£0

£0

£0

£0

£938,000

depending on the terms and conditions
client or manager may not be able to
immediately after three years. This

Brian’s EIS investment allows him to reclaim
the CGT from HMRC and defer it**

EIS income Total CGT
tax relief
payable
in year
on gains

2024/25 54

dispose of the EIS-qualifying shares

sufficient income tax capacity.

Gain & capital
recycled from Total EIS
EIS
Age
previous EIS investment
investment
investment
in year
reinvested

*If he is making the investments

through an EIS fund, the manager

£23,520

Tax
year

might not be possible unless there
is a ready market for these shares.

Any disposal of the shares may not
necessarily realise a profit.

The table assumes exits immediately after expiration of three year holding period and
25% gain at each exit.
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5

Income tax and
IHT liabilities

Loss relief

Having made investments in other
alternative BR solutions, Nadia is
looking for a solution to resolve
two issues - one from the past and
the other for the future.

Nadia, 65, has a significant income tax
liability for 2021/22 and is concerned
about her increasing IHT liability

Pavel is a higher rate taxpayer
and has a diversified portfolio of
investments, including £65,000
in EIS-qualifying shares. Due
to unforeseen circumstances,
in 2021/22 he decided to sell his
investment portfolio. Pavel’s EIS
portfolio sold at a £35,000 loss,
however his other (non-property)
investments have resulted in
a £70,000 gain, incurring CGT of
£14,000, and he has already used his
£12,300 CGT allowance in 2021/22.
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ISA
£65,000

EIS investment

Pavel invested £65,000 into
EIS-qualifying shares in 2016/17

£19,500
30% income tax relief
available

5 YR

£42,000

SOL D

EIS investment made in 2022/23
£12,600 income tax relief that can be
carried back to 2021/22

EIS

£30,000
a loss of £35,000 on his
original investment

+£70,000

2 years

BR qualification

OTHER

However, Pavel has made a gain on
his other investments, incurring CGT
of £14,000 (£70,000 x 20%)

£12,300
Peter has already used his CGT allowance in 2021/22
When Nadia dies she still holds
the investment
* As a higher rate taxpayer, this

100% IHT exemption on the value of the investment

£15,500 is multiplied by 20% = £3,100
available to offset against his CGT
liability in 2021/22.

Peter is therefore able to offset £3,100 of his £15,500 loss
against his outstanding £14,000 CGT liability.* Alternatively,
he could offset £6,200 against any outstanding income
tax liability he has for 2021/22 and 2020/21. (£35,000 loss
- £19,500 income tax relief = £15,500 x 40% (his marginal
rate of income tax) = £6,200 available to offset)*
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£56,000

Income tax bill

Seeking income
tax relief for a
guaranteed tax year
Angel is an experienced investor,
with high, but irregular annual
income, meaning that in some
years, she has large income tax
liabilities.
She is aware of the tax benefits
of EIS and has a large income tax
liability of £56,000 in the 2021/22
tax year. However, in the 2022/23
tax year, she is concerned that she
has waited too long to make an
EIS qualifying investment that will
enable her to claim the relief she
needs to cover the entire liability,
bearing in mind the average EIS
deployment timelines of 12 to 24
months.

2021/22

Angel wants to use EIS to claim
income tax relief against this bill
But EIS discretionary portfolio investments
deployment timeline means she cannot cover the
entire £56,000 by claiming EIS income tax relief.

£187,000
EIS 1

EIS 2

EIS 3

EIS 4

EIS 5

EIS 6

Example Deployment
Timeline

Scenario A – Ms Sanders invests £100,000
with an EIS discretionary fund manager in
September 2022:

Commonly, EIS managers quote a timeline
of 12 to 24 months to fully invest each
subscription into EIS-qualifying companies.
This is dependent on the supply of deals
the manager has access to and the number
of investee companies it targets for each
investor for diversification purposes.

•

Ms Sanders wants to offset a £30,000
income tax bill he has incurred in August
2022 while also starting the clock to
become eligible for IHT Business Relief.

•

£60,000 of her EIS subscription is deployed
into EIS-qualifying investee companies
before the end of the 2022/23 tax year.

•

The remaining £40,000 of the subscription
is deployed into EIS-qualifying investee
companies during the 2023/24 tax year.

The longer the time taken for full deployment,
the bigger the potential impact of cash
drag on an investor’s uninvested funds.
Since the three-year qualification period
does not start until funds are invested,
it also extends that timeline. And from a
tax-planning perspective, it is important to
take deployment lead times into account,
understanding that deployment may take
place over several tax years:

In this example, Ms Sanders has to use the
carry-back facility, allowing funds invested in
one tax year to be applied to relieve income tax
incurred in the previous tax year in order to
offset her full income tax bill.

2022/23 2022/23 2022/23 2023/24 2023/24 2023/24
Only the first 3 EIS investments made by the EIS manager
could be carried back to claim income tax relief in 2021/22

Instead, her financial adviser suggests investing
in an EIS Approved Knowledge intensive Fund
that will be closing later in 2022/23
*The investments made by EIS

approved knowledge-intensive funds

SCENARIO A

which the fund closed, even if they

£100,000 INVESTED WITH EIS
MANAGER

are treated as if made in the year in
were actually made in a later year.
Investors may also elect to treat
some or all of their investments

as made in the year prior to that in
which the fund closed.

£187,000

into EIS Approved KIC Fund
closing in 2021/22

This case study is for demonstration
purposes only. Each client’s

circumstances need to be analysed on a
case by case basis for appropriate client
specific recommendations to be made.

Angel can claim £56,000 income tax relief that can be
applied to 2022/23 or carried back to 2021/22*

FUNDS DEPLOYED BY ACQUIRING
EIS-QUALIFYING SHARES
YEARS IN WHICH EIS INCOME TAX
RELIEF CAN BE USED

September 2022

£60,000:2022/23

£40,000: 2023/24

£30,000 (30% of £100,000) relief available for 2022/23 tax year
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Scenario B – Ms Sanders invests £100,000 with
an EIS discretionary fund manager in March
2023, the end of the 22/23 tax year:
•

•

•

•

Ms Sanders wants to offset a £30,000
income tax bill she has incurred in August
2022 while also starting the clock to
become eligible for IHT Business Relief.
£10,000 of the subscription is deployed into
EIS-qualifying investee companies before
the end of the 2022/23 tax year.

•

Ms Sanders can only offset £21,000 of the
£30,000 income tax liability. This is because
only 70% of her £100,000 subscription
to EIS was deployed in the tax year the
liability was incurred, or in the following
year (from which it can be carried back).

Of course, the £30,000 deployed in 2024/25
could be used to offset up to £9,000 (30% of
£30,000) of other income tax liabilities incurred
in 2023/24 or 2024/25, but that wasn’t the
original plan.

£60,000 of the subscription is deployed into
EIS-qualifying investee companies during
the 2023/24 tax year.

Final
summary

• Shares must be full risk, new ordinary shares
• No connected parties (for income tax relief)

• No receiving value from the investee company

1. High growth investment
• £24bn invested in 33,000 companies
• ‘Risk-to-capital’ requirement means focus in
on investments with higher growth and risk
potential

2. Potential tax benefits
• Up to 30% income tax relief
• 100% CGT deferral relief
• 100% IHT relief (via Business Relief)

SCENARIO B

5. Rules for EIS investee
companies
• £5m per company per year investment limit
• £12m lifetime investment raise limit
• £2m per year per investor limit (provided
any amount above £1m is invested into
knowledge-intensive companies)
• 249 employee limit for investment company
• 7 year age limit
• Unquoted (other than AIM)
• Qualifying trade

• Tax-free capital growth

£100,000 INVESTED WITH EIS
MANAGER

YEARS IN WHICH EIS INCOME TAX
RELIEF CAN BE USED

• Minimum three year holding period

• No linked loans from the investee company

The remaining £30,000 of the subscription
is deployed into EIS-qualifying investee
companies during the 2024/25 tax year.

FUNDS DEPLOYED BY ACQUIRING
EIS-QUALIFYING SHARES

4. Rules for EIS investors

• Loss relief

March 2023

£10,000:2022/23

£60,000: 2023/24

£21,000 (30% of £70,000)
relief available for 2022/23 tax year

£30,000: 2024/25
£9,000 (30% of £30,000)
relief available
for 2023/24 or 2024/25

3. Potential risks

6. Knowledge intensive
companies
• Benefit from more generous rules

• Investment risk of smaller companies

• £20m lifetime investment raise limit

• Liquidity

• £10m per company per year investment limit

• Exit risk

• 499 employee limit for investment company

• Tax risks

• 10 year age limit
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About Octopus
We invest in the sectors we know inside out.
And we’ve built investments that make a real
difference to your financial planning.

A trusted fund manager

21 years of Octopus

We look after substantial assets on behalf of
investors and large institutions.

We launched Octopus in 2000, wanting to create
an investment company that put its customers
first. We looked at what didn’t work well and
found ways to do things differently. Along the
way, we’ve become the largest manager of
venture capital trusts and investments that
qualify for relief from inheritance tax. And
we’re still looking for new ways to improve
people’s financial lives. Today we have more
than 750 employees and manage £11.3 billion
on behalf of tens of thousands of investors.1

£0.6bn

Renewable energy

Smaller companies

We’re the largest solar
investor in Europe. We
also invest in landfill
gas sites, wind farms
and biomass plants.

We turn small business
into big ones, driving
the economy and
creating jobs.

£1.8bn

£3.2bn

£11.3 billion1
Octopus
funds under
management

Octopus is a Certified B Corporation™.

£2.8bn

£2.9bn

Renewable energy

Ventures

Real Estate

Multi-manager
& other

Quoted Smaller
Companies

Seen us before?

Healthcare

Property

We help build stateof-the-art care homes
and retirement
communities.

We provide awardwinning finance for
property investment
and development.

You may be wondering ”Is this the same
Octopus?”
Octopus Energy is part of the Octopus
familty, and is the UK’s only Which?
Recommended energy provider four years
running.

Octopus, 30 September 2021. Funds under management

1

data includes funds under advisory mandates, funds
monitored and the Octopus Cash service.

We meet the highest standards
of social and environmental
consideration, transparency and
accountability. Our approach means
we can continue to meet the needs of
all those that matter to us, from our
customers to our communities.

Have a question?

We’ve done our best to avoid small print and
unhelpful jargon in this brochure, but we do
have to include some detailed information.
Your financial adviser should be able to
answer any questions you might have. But
we’re always happy to hear from you too.

We can’t give you financial or tax advice, but we can answer questions about us and our
investments. You can call us on 0800 316 2295 or email investorsupport@octopusinvestments.com

Learning objectives
How did you do?
•

Apply the main rules and practicalities
that govern the EIS reliefs available:
Rules are covered from pages 21-29,
with practicalities on pages 42-43.

•

Explain the main risks associated with
EIS: Investment risks; liquidity; exit
risk; and tax risks. More detail is on
pages 6-7.

•

Define the key aspects to be taken
into account when considering client
suitability: Covered on pages 44-47,
including a flowchart indicating when
an investment may be appropriate.

•

•

•

Identify the main steps to claim EIS
tax reliefs: The processes required are
explained on pages 33-35.
Evaluate the main considerations for
an EIS investment and investment
provider: The research required is
covered on pages 48-52.
Ascertain the circumstances in which
EIS reliefs can be withdrawn: Covered
within the Rules section on pages
21-29, these include instances such
as changes to the investee company’s
activities.

Steps after reading
Claim your CPD
This guide is accredited for structured CPD
by the CISI, PFS and CII and readers of the
guide can claim one hour of CPD for each
hour spent reading the guide, up to a total
of four hours. In order to claim CPD, readers
will need to complete a short online test
For more details on claiming CPD go to::
•

About Intelligent Partnership
Intelligent Partnership is the UK’s leading
provider of insights and education in the tax
advantaged and alternative investments
space.

We provide a suite of materials to keep advisers
and industry professionals up to date with the
latest developments and on course to meet their
training and CPD targets.
Our range of engaging, accessible and CPD
accredited resources includes:

intelligent-partnership.com/cpd

Provide Feedback
Intelligent Partnership actively welcomes
feedback, thoughts and comments to help
shape the development of this guide. This
guide is produced on a regular basis.
To give your feedback please email:
•

Intelligent-partnership.com/feedback

•

Guides@intelligent-partnership.com

REGULAR INDUSTRY UPDATES
Free, award-winning series including EIS, VCT, BR and AIM Updates offering ongoing

observations and intelligence, the latest thoughts and opinions of managers and providers
and a comparison of open investment opportunities. Visit:

www.intelligent-partnership.com/research-format/publications

ACCREDITATIONS
A series of e-learning courses for regulated advisers, paraplanners, accountants and

solicitors that require a recognised level of knowledge and understanding in all areas of Tax
and Estate Planning. Visit: www.intelligent-partnership.com/e-learning

EVENTS
Intelligent Partnership produces regular showcases bringing together advisers and product

providers, awards, including the Growth Investor Awards and conferences including Intergen
which considers the wealth, tax and estate planning needs of every generation.

For information about an event near you, go to:: www.intelligent-partnership.com

Helpful resources
www.eisa.org.uk

Participation and feedback
are gratefully received

WEEKLY INVESTMENT BRIEFINGS
A snapshot of the latest articles, commentary and market data for financial services

professionals, in easy-to-read briefings on Tax Efficient Investments and CPD for finance
professionals. Visit https://intelligent-partnership.com/investment-briefing-sign-up/

www.micap.com

PROFESSIONAL GUIDES
Unlocking the practical and regulatory aspects of various areas across the tax-

advantaged and tax planning spaces including estate planning and Business Relief, our
guides for advisers, lawyers and accountants are updated annually to provide handy,

The official trade body for the Enterprise Investment
Scheme, EISA is a not-for-profit organisation whose core
aim is to help SMEs obtain the funding they need to grow

accessible and everyday resources. Visit: www.intelligent-partnership.com/research-

MICAP is a provider of quality independent due diligence
and research on tax-advantaged investments

format/publications

While tax thresholds have been frozen, EIS continues to
be a route to income tax and CGT planning, potentially
high growth investments and a mechanism for driving
funding to the UK’s crucial innovators - SMEs.
GUY TOLHURST, INTELLIGENT PARTNERSHIP

