How do you take your risk? — EIS? March 2018

| have recently been involved with some Enterprise Investment Scheme (EIS) funds, which is a
departure from my usual duties with IFA firms. That is one of the joys of working freelance. But it has
given me the opportunity to get under the bonnet of EIS funds and also to re-assess the attitudes of
IFAs towards EIS funds.

Traditionally. IFAs have considered EIS funds as funds that involve the tax-efficiency tail wagging the
investment dog. EIS funds have been considered to be too high risk for nearly all clients and even
with the attraction of the tax relief on offer, the risk of loss was still too high to consider seriously for
their clients.

So, what has changed? Actually, not a lot — yet. But with the lowering of pension annual allowances
and lifetime allowance limits, more clients are reaching the point where they have to consider other
tax efficient investments in order to take any tax advantages available. The attraction of EIS has been
increased following the Budget with the doubling of the allowances for knowledge intensive based
EIS qualifying companies.

Enterprise Investment Scheme

The Enterprise Investment Scheme (EIS) is a UK government tax-relief scheme launched in 1994, as
the successor to the Business Expansion Scheme, to encourage private investment into early-stage
unquoted companies. Since launch the scheme has promoted over £10bn of private investment and
its success has been credited with the governments more recent introduction of the Seed Enterprise
Investment Scheme (SEIS), which specifically targets companies in their first two years looking to
raise that first £150,000 in funding.

With any EIS investment you can take advantage of the following reliefs on up to £1m of investment
made into eligible companies per year:

Tax benefits

There are five current EIS tax reliefs available to investors in companies qualifying under the EIS,
which are summarised below:

Income tax relief

e Anindividual with no more than a 30% interest in the company can reduce their income tax
liability by up to 30% of the amount invested. An EIS qualifying investment must be held for
no less than three years from the date of issue, or until three years from commencement of
trade, if later.

e There is no minimum subscription per company and the maximum in respect of which a
subscriber may obtain income tax relief in any year is £1m.

e Individuals may elect to treat their subscription for EIS shares, up to their maximum annual
allowance, as if made in the previous tax year, thereby effectively carrying income tax relief
back one year. In other words, up to £2m may be invested of which £1m could be applied
to the previous tax year.

e Individuals each have an EIS allowance of £1m, so a married couple could invest up to £2m
per tax year.

e Income Tax Relief is limited to the amount which reduces the individual’s income tax liability
for the year to nil. Example



Capital Gains Tax (CGT) exemption

e No Capital Gains Tax is payable on the disposal of shares after three years, or three years
after commencement of trade, if later, provided the EIS initial income tax relief was given
and not withdrawn on those shares. However, the shares can be held for much longer, thus
potentially permitting CGT free gain to accrue over a longer period. The opportunity for a
CGT free gain can be an extremely valuable benefit from subscribing for shares in a
successful EIS qualifying company.

Inheritance Tax (IHT) Relief —

e Shares in EIS qualifying companies will generally qualify for Business Property Relief for
Inheritance Tax purposes at rates of up to 100% after two years of holding such investment,
so that any liability for Inheritance Tax is reduced or eliminated in respect of such shares.
For a simple example of the impact of IHT relief.

CGT Deferral Relief

e Tax on capital gains realised on a different asset can be deferred for as long as the EIS
qualifying shares are held or even indefinitely, where disposal of that asset was less than 36
months before the date of the issue of shares in the EIS investment or less than 12 months
after it.

e Deferral relief is unlimited, in other words, this relief is not limited to investments of £1m
per annum and can also be claimed by investors (individuals or trustees) whose interest in
the company exceeds 30%.

Loss Relief

e If EIS shares are disposed of at any time at a loss (after taking into account income tax
relief), such loss can be set against the investor’s capital gains, or his income in the year of
disposal or the previous year.

e For losses offset against income, the net effect is to limit the investment exposure to 38.5p
in the £1 for a 45% tax payer, if the shares were to become totally worthless.

e Alternatively, the losses can be offset against Capital Gains at the prevailing rate 28% as
applicable.

30% tax relief — what can go wrong?

Surely, if the investment is starting 30% up, it should be able to produce great returns. And indeed, it
would need to lose more than 30% for the investor to start losing. However, we need to consider the
nature of the underlying companies receiving the investment.

EIS funding is typically used by new companies starting up. More than half of new businesses do not
survive beyond five years, with the UK tax system, a lack of bank lending and the cost of running a
business cited as the top reasons for failure.

Once their businesses are up and running, owners are also struggling to plan for the long term. Some
61% of the 160 business owners surveyed (Telegraph 2014) said they lack confidence in their ability
to achieve three years’ consecutive growth.

| understand that some EIS fund managers are offering a support system for the companies receiving
their money. This could be fund managers being represented on the company boards or even



mentoring, marketing and other support functions to increase the likelihood of success of the
fledgling companies. This is a positive development for EIS funds.

Past Performance

Strangely, although EIS has been in existence since 1994, there does not seem to any history of past
performance for IFAs to be able to be confident to advise their clients to invest. By the nature of the
early stage companies, EIS funds tend to be quite short-term.

Also, unlike Venture Capital Trusts (VCTs), there does not appear to be any dominant fund
managers, like Octopus Investments for VCTs in the field of EIS. This lack of a dominant fund
manager is unhelpful to IFAs, who may be less familiar with the EIS offerings. If there were a fund
manager with acknowledged consistent success, then IFAs would be more comfortable.

Attitude to investment risk

On the basis that EIS funds represent a high level of investment risk, due to the nature of early stage
investment in start-up firms and the risk of failure, how do advisers assess whether their clients are
able to accept the risks involved?

| have seen attitude to risk questionnaires completed that show the clients’ tolerance to be suitably
high to invest in EIS. | guess that this could be a way of assessing their attitude for this particular
tranche of money to into EIS. But what a painful waste of time for the clients. Filling in ATR
guestionnaire is painful as the questions are so generic, but complicated and unfocused towards the
clients.

The main priority is to record that the clients understand the risks involved and can afford total loss
on this part of their wealth. Since EIS should only be considered as part of a much larger and wider
investment portfolio, this should be the cherry on top of the cake to spice up the portfolio rather
than a major ingredient. Therefore, rather than a bland questionnaire, a nice file note outlining a
genuine explanation and discussion would be far more in keeping with Treating Customers Fairly.

The time may be right

With the reducing levels of pension allowances, then clients will be looking at alternative tax-
efficiencies. The increased allowances for knowledge intensive EIS funds represent an excellent
opportunity for EIS fund managers to renew their acquaintance with the IFA community.

If the EIS fund managers can tell a good story of support to maximise the chance of success of the
early-stage companies, then the risk may be considered to be lowered to levels that would be
acceptable for the retail clients of IFA firms.
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