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INTRODUCTION

The decision to transition your company to an Employee
Ownership Trust (EOT) represents a significant shift in how
your business is structured and operated. This guide will walk
you through the benefits of becoming employee-owned, the
steps involved in making the transition, and the key
considerations you should keep in mind along the way.
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One of the most critical steps in transitioning to an EOT is determining the
value of your company. The valuation process establishes the purchase
price for the shares that the EOT will acquire from the existing owners. It’s
crucial to approach this process with precision and fairness to ensure a
smooth transition and maintain trust among all stakeholders.
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COMPANY VALUATION FOR THE
TRANSITION TO AN EOT

Understanding Company Valuation

Key Valuation Methods

Earnings-Based Valuation 1.
Multiple of Earnings (EBITDA): A common method where the company’s
earnings before interest, taxes, depreciation, and amortisation (EBITDA) are
multiplied by a factor that reflects the company’s growth potential, market
position, and industry conditions.

   2. Asset-Based Valuation
Net Asset Value (NAV): This method calculates the value of the company
based on its assets minus liabilities, often used for companies with
significant tangible assets.

   3. Market-Based Valuation
Comparable Companies Analysis (CCA): This approach involves
comparing the company to similar businesses in the industry that have
recently been sold.
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   4. Discounted Cash Flow (DCF)
Future Cash Flow Projections: Estimates the value of the company based
on its projected future cash flows, discounted back to their present value.

Valuation should be carried out by experienced professionals such as
independent valuation experts, corporate finance advisors, or accountants
with specific expertise in business valuations.

Who Should Conduct the Valuation?
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FINANCIAL CONSIDERATIONS AND
PLANNING

Transitioning to an EOT involves significant financial planning. The process
includes financing the buyout, managing cash flow during the transition,
and ensuring the long-term financial health of the company post-
transition.

Key Financial Considerations

Financing the EOT: How the trust will fund the purchase of shares,
including options such as loans, seller financing, or using company
profits.
Cash Flow Management: Ensuring that the company can sustain its
operations and meet financial obligations during and after the
transition.
Profit Distribution: Planning how profits will be shared among
employees once the EOT is in place.

Careful financial planning is crucial to ensure the transition does not
negatively impact the company’s ability to operate and grow.
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LEGAL CONSIDERATIONS AND
COMPLIANCE

The transition to an EOT involves several legal considerations that must be
carefully managed to ensure compliance with relevant laws and
regulations. This is the main aspect of transferring to EOT that we are
happy to help you with.

Key Legal Considerations

Establishment of the EOT: Drafting a trust deed that outlines the
purpose of the EOT, its governance structure, and the roles and
responsibilities of trustees.
Transfer of Ownership: Ensuring the legal transfer of shares to the EOT
is properly documented and compliant with company law.
Employee Rights: Understanding how the transition impacts employee
rights, particularly in terms of employment law and contractual
obligations.
Regulatory Compliance: Meeting any sector-specific regulatory
requirements that apply to the transition.
Corporate Governance: Establishing a governance agreement
between the EOT trustees and the company’s management to clarify
their respective roles and responsibilities.

Attention to these legal aspects ensures the transition is legally sound and
protects the interests of all stakeholders.
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DETAILED TAX IMPLICATIONS

The transition to an EOT brings several tax considerations that can offer
significant benefits but also require careful planning.

Key Tax Implications

Capital Gains Tax (CGT) Relief: Sellers of shares to the EOT may
qualify for CGT relief, potentially exempting them from CGT on the
sale.
Income Tax Benefits: Employees may receive income tax-free
bonuses of up to £3,600 annually, provided they meet certain
conditions.
Corporation Tax: The company may be able to claim deductions for
contributions made to the EOT.
Stamp Duty: If the purchase price of the shares exceeds £1,000, stamp
duty may be payable.

Understanding these tax implications is essential for maximising the
financial benefits of the transition and ensuring compliance with tax
regulations.
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QUALIFYING CRITERIA AND
REQUIREMENTS
To ensure selling shareholders qualify for the Capital Gains Tax (CGT)
exemption on the sale of shares to an Employee Ownership Trust (EOT),
several key requirements must be met. These include:

Trading requirement: The company must be a trading company or the
principal company of a trading group.
Controlling interest requirement: The EOT must acquire a controlling
interest in the company, typically more than 50% of the ordinary share
capital and voting rights.
All employee benefit requirement: The trust must operate for the
benefit of all employees on similar terms, ensuring no group of
employees is unduly favoured.
Limited participation requirement: The number of participatory
employees (typically those who are directors or hold 5% or more of the
shares) must be limited to prevent undue influence by a small group.
The related disposal requirement: The shares sold must be held for at
least a year after the EOT takes control.

Each of these criteria is designed to ensure that the EOT primarily benefits
employees as a whole, maintaining fairness and transparency in the
transition process.
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POTENTIAL CHALLENGES AND RISKS

Financing the Buyout: Securing the necessary funds for the EOT to
purchase shares can be difficult, particularly for smaller companies.
Maintaining Business Performance: The transition process can be
disruptive, potentially impacting productivity and profitability.
Employee Expectations: Managing the expectations of employees
who may have differing views on what employee ownership should
entail.
Trustee Responsibilities: Trustees must be adequately trained and
prepared to fulfil their roles effectively.

Transitioning to an EOT can bring numerous benefits, but it also presents
challenges and risks that need to be carefully managed.

Common Challenges

By anticipating these challenges, companies can develop strategies to
mitigate risks and ensure a successful transition.
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CONVERTING A COMPANY INTO AN EOT:
KEY STEPS

Incorporate the Company (If Not Already Done)1.
Ensure your company is structured as a limited company with clearly
defined shares and directors.

   2. Establish the EOT
Create a trust deed that outlines the purpose of the EOT, ensuring it’s set
up to benefit all employees. Decide on the trustees who will oversee the
trust and act in the best interest of the employees.

   3. Share Purchase Agreement
The EOT will enter into an agreement to purchase the shares from existing
owners. This is typically done at a market or agreed value. The sellers can
defer payment, allowing the EOT to pay over time using company profits.

   4. Governance Agreement
Draft a governance agreement that clearly defines the relationship
between the company’s directors and the EOT trustees. This agreement
should ensure that while day-to-day operations remain with the directors,
the business is run in a way that benefits the employees and aligns with
the company’s long-term goals.

   5. Employee Communication and Engagement
Communicate the transition to all employees, explaining how it will benefit
them and the company. 

Transitioning to an EOT involves several key steps, each crucial to
ensuring a smooth and successful process:

Exceptional Lawyers, 
Exceptional Care

-11-



Guide to an EOT

Offer opportunities for employees to ask questions and get involved in the
process. Developing a strong engagement plan is crucial for the success
of the EOT.

   6. Complete Legal and Administrative Tasks
Finalise all legal requirements, including filings with Companies House and
HMRC. Ensure all documents are correctly executed, and any necessary
taxes (such as stamp duty) are paid.

   7. Post-Transition Implementation
After the transition, ensure that trustees receive appropriate training to
fulfil their roles effectively. Continue to engage employees, reinforcing the
benefits of the new ownership structure and promoting a culture of
ownership.
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EMPLOYEE ENGAGEMENT STRATEGIES
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Clear Communication: Regularly update employees on business
performance and how their roles contribute to the company’s success.
Involvement in Decision-Making: Encourage employees to participate
in decision-making processes, particularly in areas that directly affect
their work.
Recognition and Rewards: Implement systems to recognise and
reward contributions, fostering a sense of ownership and pride.
Training and Development: Provide opportunities for employees to
develop their skills and advance their careers within the company.

Once the transition to an EOT is complete, maintaining high levels of
employee engagement is crucial for the ongoing success of the business.

Strategies for Enhancing Engagement

Strong employee engagement is essential for realising the full benefits of
employee ownership and driving long-term business success.
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POST-TRANSITION MONITORING AND
EVALUATION
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Financial Performance: Regularly assess the financial health of the
company to ensure it remains on a sustainable path.
Employee Satisfaction: Conduct surveys and gather feedback to
gauge employee satisfaction with the EOT structure.
Trustee Performance: Evaluate the effectiveness of the EOT trustees
in fulfilling their roles and responsibilities.
Business Strategy: Ensure that the company’s business strategy aligns
with the goals of the EOT and continues to drive growth.

Monitoring and evaluating the success of the EOT after the transition is
critical to ensure that the new ownership structure continues to meet the
company’s goals.

Key Areas for Monitoring

Ongoing monitoring and evaluation help identify areas for improvement
and ensure the long-term success of the EOT.
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Initial planning
Assess the suitability of an EOT for your company
Engage with financial and legal advisors
Communicate with key stakeholders

Company valuation
Choose a valuation method
Engage with a valuation expert
Review and agree on the valuation

Establish the EOT
Draft the trust deed
Appoint trustees
Establish governance structures

Legal Documentation
Prepare the share purchase agreement
Draft the governance agreement
Ensure compliance with all regulatory requirements

Financial Planning
Secure financing for the EOT
Develop a cash flow management plan
Plan for profit distribution post-transition

Checklist for EOT Transition
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Employee Communication and Engagement
Inform employees about the transition
Implement engagement strategies
Provide training for trustees and employees

Transition Completion
Transfer ownership of shares
Complete all legal filings and notifications
Finalise tax arrangements

Post-transition
Monitor financial performance
Conduct employee satisfaction surveys
Regularly review and update governance structures

Exceptional Lawyers, 
Exceptional Care

-16-

Timeline for EOT Transition

Months 1-3: Initial planning and stakeholder engagement.
Months 4-6: Company valuation and establishing the EOT.
Months 7-9: Legal documentation and financial planning.
Months 10-12: Employee communication and transition completion.
Ongoing: Post-transition monitoring and evaluation.
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When considering employee ownership structures, it's useful to compare
an Employee Ownership Trust (EOT) with an Employee Benefit Trust (EBT):

Employee Ownership Trust (EOT): An EOT is specifically designed to
hold a controlling interest (over 50%) in a company on behalf of all
employees, with the primary goal of ensuring long-term employee
ownership. The tax advantages, such as CGT relief for sellers and tax-
free bonuses for employees, make this an attractive option for long-
term employee engagement.

Employee Benefit Trust (EBT): An EBT, by contrast, is often used as a
vehicle to provide employee benefits such as share options, bonuses,
or other rewards. Unlike an EOT, an EBT doesn't need to acquire a
controlling interest in the company, and it's more flexible in how it
distributes benefits to employees. However, EBTs are not designed to
promote widespread employee ownership or qualify for the specific
tax reliefs available under an EOT.

While an EOT promotes collective ownership and long-term engagement,
an EBT can be more appropriate if the goal is flexible, short-term
employee incentives without transferring ownership control.
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SPEAK TO THE EXPERTS
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Find more on our website:
https://www.mlplaw.co.uk/business-services/corporate-law-
services/employee-ownership-trust/

See our Case studies here:
https://www.mlplaw.co.uk/category/case-studies/

Stephen Attree
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Corporate, Commercial, IP and
Disputes specialist
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