
CROWDFUNDING
AN ALTERNATIVE SOURCE OF FINANCING            

Ross McNaughton, Teja Picton-Howell and Bryan Park of Penningtons Manches 
LLP discuss the regulatory and tax framework for investment-based crowdfunding 
platforms and consider some of the key issues for companies seeking to raise 
money through crowdfunding. 

Crowdfunding is a rapidly developing 
sector and has become an increasingly 
popular source of alternative capital for UK 
businesses. In its wider sense, the concept of 
crowdfunding has existed in different forms 
for many years. The term now usually refers 
to the ways in which companies can raise 
fi nance through internet-based crowdfunding 
platforms. In this context, “platform” refers 
to the online portal that brings together 
investors or lenders with companies seeking 
investment or to borrow, and also refers to the 
platform owner which makes the necessary 
arrangements to bring those parties together.

Many of the activities carried on by 
crowdfunding platforms are regulated 
in the UK under the Financial Services 
and Markets Act 2000 (FSMA) where the 
activity is a specifi ed kind of activity under 

the Financial Services and Markets Act 2000 
(Regulated Activities) Order (SI 2001/544) 
(RAO). The combined effect of FSMA and 
RAO is to require a crowdfunding platform 
to be authorised (or to be an appointed 
representative of an authorised fi rm) by 
the Financial Conduct Authority (FCA) to 
carry on regulated activities and to approve 
fi nancial promotions (sections 19(1) and 21, 
FSMA) (see box “The general prohibition”). 
There are currently over 100 FCA-authorised 
crowdfunding platforms active in the market 
or seeking FCA authorisation. 

This article discusses:

• The development of crowdfunding, 
including crowdfunding in the EU.

• Types of crowdfunding.

• UK regulation of investment-based 
crowdfunding platforms.

• How to raise funds through an 
investment-based platform.

• The taxation of crowdfunding investments.

DEVELOPMENT OF CROWDFUNDING

The worldwide financial crisis of 2008 
caused an almost calamitous collapse in the 
availability of commercial funding from retail 
banks in the UK. Higher capital adequacy 
requirements also increased banks’ costs 
of lending despite falling interest rates. 
These developments brought into focus 
the monolithic, conservative and, arguably, 
ineffi cient structures of the traditional sources 
of debt fi nance for SME businesses. At the 
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same time, limited access to equity fi nance, 
particularly for start-ups or early-stage 
companies, fed a desire by those companies 
to fi nd alternative, accessible sources of 
investment. 

The demand for fi nance was met on the 
supply side by individuals willing to invest 
in private investment opportunities or seeking 
higher interest yields on their savings, with 
a commensurate willingness to accept 
increased investment risks.

This process of investors and businesses 
transacting directly between themselves 
through crowdfunding platforms, 
effectively bypassing the traditional banks 
and investment fund managers, has been 
referred to (inelegantly but expressively) 
as disintermediation. It is an example of 
the application of technology, in particular 
internet-based technology, to remove barriers 
and, at least in theory, to reduce costs and 
increase market effi ciency.

The development of crowdfunding has been 
supported by governments and fi nancial 
sector regulators which recognised the 
need to increase diversity and competition 
in sources of funding, and to reduce 
reliance on the retail banking sector and 
traditional investment fund managers, 
particularly for early-stage businesses (see 
box “Crowdfunding in the EU”). 

Crowdfunding has been growing at an 
accelerating rate. The FCA’s July 2016 
consultation on the sector (the July 2016 
consultation) estimated that the total amount 
invested through crowdfunding platforms 
has grown over fi vefold from £500 million 
in 2013 to £2.7 billion in 2015 (www.fca.org.
uk/news/call-input-post-implementation-
review-crowdfunding-rules). The University 
of Cambridge and Nesta (a charity that works 
to improve the UK’s innovation capacity) 
estimated even higher fi gures of £3.2 billion 
in 2015 and year-on-year growth of 83.91% in 
their February 2016 industry report (the Nesta 
report) (www.nesta.org.uk/sites/default/fi les/
pushing_boundaries_0.pdf). 

The crowdfunding model of using technology 
to bring together the supply of capital with 
demand is being used to fund an increasingly 
expanding pool of investment opportunities 
across different investment models, asset 
classes and jurisdictions. While initially 
crowdfunding was primarily a source of 
capital for early-stage companies raising 

money from a retail network in their local 
markets, crowdfunding platforms are now 
increasingly being used to:

• Fund enterprises or companies across 
borders.

• Fund opportunities across a multitude 
of different asset classes, including for 
example in the real estate sector (see box 
“Real estate platforms”).

• Support a variety of different investors, 
including institutional or professional 
investors.

• Raise funds for both early-stage unlisted 
and later-stage listed companies. 

It is expected that diversification and 
innovation in the sector will continue.

TYPES OF CROWDFUNDING

Crowdfunding takes different forms but 
generally falls within the following four 
categories:

• Donation-based; that is, raising funds 
by asking people to give money to an 
enterprise, organisation or for a social 
or artistic cause. Donors do not directly 
receive anything in return for their 
donations. 

• Rewards-based or pre-payment; that 
is, a business offers the opportunity 
to subscribe for a reward, service or 
product. For example, a subscriber can 
buy a new product before its launch, 
usually at a discounted price, which 
enables the seller business to fund its 
development and production costs by 
pre-selling the fi rst production run. 

• Loan-based, also known as peer-to-peer 
(P2P) lending: business or individuals can 

raise fi nance by borrowing from lenders 
on fi xed terms for repayment and interest 
rates. There are usually a large number 
of lenders that make relatively small 
loans, sometimes supplemented with 
government or institutional fi nance. P2P 
lending is now relatively mature, with a 
number of established platforms. New 
platforms continue to enter the market.

• Investment-based; that is, companies 
can raise equity fi nance by offering 
investors an opportunity to subscribe for 
their shares or quasi-equity securities 
(see “Raising funds through investment” 
below).

There are also other forms of crowdfunding 
platforms including, for example, invoice 
trading or property investment platforms. 

Loan-based and investment-based 
crowdfunding platforms operate by restricting 
lending and investment opportunities to 
platform members. Such members must 
satisfy certain regulatory requirements and, 
possibly, other selection criteria before being 
permitted to sign up as a member of the 
platform and given access to view the lending 
and investment opportunities available.

UK REGULATION 

In the UK, the activities of loan-based and 
investment-based crowdfunding platforms 
are regulated activities under FSMA and 
RAO (see Briefi ng “Crowdfunding: regulating 
peer-to-peer and peer-to-business lending”, 
www.practicallaw.com/9-561-9327; and 
Focus “Crowdfunding: possibilities and 
prohibitions”, www.practicallaw.com/0-
521-9814). Operating an investment-based 
crowdfunding platform is a regulated activity 
under Article 25 of RAO, and operating a loan-
based crowdfunding platform is a regulated 
activity under Article 36H of RAO. Other types 
of platforms, including donation-based and 

2

The general prohibition

Under the general prohibition in section 19 of the Financial Services and Markets Act 
2000 (FSMA), a person may not carry on a regulated activity in the UK, or purport 
to do so, unless he is an authorised person or an exempt person. This is known as 
the general prohibition. Section 21 of FSMA imposes restrictions on communicating 
an invitation or inducement to engage in investment (fi nancial promotion) unless it 
is done by an authorised person (that is, a fi rm or person authorised by the Financial 
Conduct Authority or the Prudential Regulation Authority), or where the content of 
the communication has been approved by an authorised person. 
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rewards-based platforms, are generally not 
subject to fi nancial services regulation.

To avoid breaching the general prohibition in 
section 19 of FSMA, a crowdfunding platform 
operator must obtain FCA authorisation with 
the appropriate permissions under Part 4a 
of FSMA before carrying on a regulated 
activity (section 19, FSMA) (see box “FCA 
authorisation”).

The operator of a crowdfunding platform may 
also receive, hold and process money from 
investors or lenders on behalf of the company 
offering its shares or receiving loans. In these 
cases, the operator must also obtain client 
money permission from the FCA and comply 
with the rules and guidance in Chapter 7 of 
the FCA’s Client Assets sourcebook (CASS). 
Alternatively, the operator may outsource 
client money handling activities to an 
appropriately authorised third party.

Any communications made to potential 
investors or lenders by the crowdfunding 
platform to advertise, promote or offer an 
investment or lending opportunity (including 
information published on the crowdfunding 
platform) will constitute fi nancial promotions 
for the purposes of section 21 of FSMA. Unless 
one or more of the exemptions in the Financial 
Services and Markets Act 2000 (Financial 
Promotion)  Order  2005 (SI 2005/1529) 
applies, any fi nancial promotion must be 
made or approved by an FCA-authorised 
fi rm, which will usually be the crowdfunding 
platform operator, as part of the services it 
offers its fundraising client companies. The 
communications must satisfy the rules and 
guidance set out in Chapter 4 of the FCA’s 
Conduct of Business sourcebook (COBS). 

The FCA recognises that crowdfunding 
is a growing industry and an increasingly 
important source of alternative fi nance. 
In April 2014, the FCA introduced rules 
to regulate crowdfunding and has been 
monitoring the appropriateness of the 
regulatory regime, including a review of 
the regime in February 2015 and the July 
2016 consultation (www.fca.org.uk/static/
documents/crowdfunding-review.pdf). 

Risks

The FCA’s intention is to support the growth 
of the crowdfunding sector while, at the same 
time, recognising the inherent risks involved 
when investing in or making loans to start-up 
or early-stage companies. Those risks include 
the following:

Liquidity risk. Debt or equity securities 
offered through crowdfunding platforms are 
usually not listed. The lack of a market in such 
securities increases the risk that an investor 
will be unable to realise their investment. The 
FCA defi nes these as “non-readily realisable 
securities”. This concept forms the backdrop 
to the FCA’s regulation of the sector. 

Some platforms provide an online bulletin 
board for the investments promoted by the 
platform to allow investors to offer securities 
for secondary sale. However, in its March 2014 
policy statement on its regulatory approach 
to crowdfunding, the FCA said that it does 
not consider that this adequately mitigates 
liquidity risk so as to move such platforms 
into a different regulatory regime (www.fca.
org.uk/static/documents/policy-statements/
ps14-04.pdf).

Capital risk. Equity investors take a risk 
that the capital that is ultimately returned 
to them could be less than the amount they 
invested or may be lost altogether. Many of 
the companies’ investment opportunities on 
crowdfunding platforms are early-stage, thus 
increasing the level of risk.

Platform risk. Risks associated with operating 
an online platform include the risk of cyber 
attack, security of client data, and fraud. The 
Nesta report revealed that 57% of surveyed 

crowdfunding platforms saw a collapse of 
one or more of the well-known platforms 
due to malpractice as a high risk to growth, 
while 51% of the surveyed platforms regarded 
cyber security as a factor that could have a 
very detrimental effect on the sector.

It is important that investors are given 
information to enable them to understand 
the nature of their investment including, for 
example, the requirement to “follow their 
money” in subsequent investment rounds 
or otherwise their investment will be diluted.

Addressing the risks

In order to address these risks, the FCA’s 
regulatory regime for investment-based 
crowdfunding platforms is broadly as follows:

Regulatory capital. Crowdfunding platforms 
need to observe the minimum capital 
requirement of €50,000 of own funds under 
the Capital Requirements Directive (2013/36/
EU) and the Capital Requirements Regulation 
(575/2013/EU).

Know your client checks. Platforms need 
to carry out due diligence on their members 
in accordance with the Money Laundering 
Regulations 2007 (SI 2007/2157) before 
members make any investments. Generally, 
platforms also need to comply with the rules 
on appropriateness, under which they must 

Crowdfunding in the EU

Strengthening different sources of alternative fi nance, including crowdfunding, 
remains a core component of the European Commission’s (the Commission) capital 
markets union (CMU) action plan (see News brief “Capital markets union: action 
plan and legislative proposals unveiled”, www.practicallaw.com/5-619-7154). The 
Commission recognises the importance of providing access to capital to early-stage 
and other unlisted companies, and how crowdfunding can bring more competition 
into retail and capital markets.

In May 2016, the Commission published a report on crowdfunding in the capital 
markets union, in which it published the results of its fi ndings on the industry 
following various stakeholder responses, workshops and analysis of the regulatory 
regimes in certain member states (www.practicallaw.com/2-630-2298). It noted that 
several EU member states have introduced domestic legislation specifi cally aimed at 
regulating the sector while, at the same time, drawing on the existing EU legislative 
framework.

Overall, the Commission concluded that the introduction of specifi c EU legislation 
was not necessary at this stage, particularly given that crowdfunding is predominantly 
domestic in nature and is still a relatively nascent industry that needs space to 
innovate and develop. As with the Financial Conduct Authority, the Commission has 
said that it will keep the industry under review and maintain regular dialogue with 
market participants. 
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determine whether the underlying investor 
has the necessary experience and knowledge 
in order to understand the risks involved in 
relation to the product or service offered or 
demanded (COBS 10.2.1).

Restrictions on platform members. 
Crowdfunding platforms cannot make direct 
offer fi nancial promotions, except to:

• Professional clients or eligible 
counterparties, in each case as defi ned 
in the FCA Handbook.

• Those certifi ed as a high net worth 
investor, that is, those with an annual 
income of £100,000 or more, or net 
assets of £250,000 or more (excluding 
primary residence, pensions and 
insurance) (COBS 4.12.6 R).

• Those certifi ed as a sophisticated 
investor, that is, those assessed by an 
FCA-authorised person to be suffi ciently 
knowledgeable to understand the risks 
associated with the investment (COBS 
4.12.7 R).

• A self-certifi ed sophisticated investor 
who:

- is a member of a network or syndicate of 
business angels;

- has made more than one investment 
in an unlisted company in the previous 
two-year period;

- has worked in a professional capacity in 
private equity or corporate fi nance for 
SMEs; or

- is a director of a company with an annual 
turnover of at least £1 million (COBS 
4.12.8 R).

• Those certifi ed as a restricted investor, 
that is, those who do not invest more 
than 10% of their net assets in non-
readily realisable securities, either in the 
past or the future (COBS 4.7.10 R).

Most crowdfunding platforms operate a 
membership scheme under which potential 
lenders or investors must pass through a 
screening gateway and answer relevant 
questions before they can become members 
of the platform and participate in the 
investment or lending opportunities offered 
by the platform.

Investment limit. Save as set out above 
in relation to restricted investors, there 
are no prescribed upper investment limits 
or maximum investable amounts. There 
is, however, an effective cap imposed on 
equity fundraisings of over €5 million, 
which generally requires the production of 
an FCA-approved prospectus unless another 
exemption applies (Schedule 11a, FSMA).

Disclosure. The FCA does not have 
any specifi c prescribed requirements in 
relation to the marketing materials that 
companies can use to raise funds through 
crowdfunding platforms. The FCA sets 
a subjective standard that materials are 
fair, clear and not misleading and provide 
appropriate information about the designated 
investments so that the investors are able to 
understand the nature and risks, and to take 
investment decisions on an informed basis 
(COBS 4.2). There is also a requirement not 
to disguise, diminish or obscure important 
items, statements or warnings (COBS 4.5). 
The materials will usually be approved by the 
platforms as a fi nancial promotion.

Professional requirements. Platforms also 
need to make sure that they are appropriately 
resourced with people who are competent, 

fi t and proper for their role. They must also 
have an appropriate confl icts of interest policy 
in place (Senior Management Arrangements 
Systems and Controls sourcebook (SYSC) 4-10). 

RAISING FUNDS THROUGH 

INVESTMENT

Many companies look to investment-based 
crowdfunding platforms as an avenue to raise 
fi nance. Depending on the model, they can 
provide:

• A useful marketing tool to potential end-
users or customers. 

• Proof of concept or product validation.

• A network of investors or stakeholders 
with useful connections, insights and 
information.

• An avenue to other sources of funding, 
including angel networks and other 
private funds.

Constitution and structure of offer 

Companies should consider a number of 
issues when seeking to issue shares through 
an investment-based crowdfunding platform.

4

Real estate platforms

Several crowdfunding platforms have now been set up to invest in real estate assets 
and development projects. Typically, these investments are made through special 
purpose vehicles.

Under the Alternative Investment Fund Managers Directive (2011/61/EU) (AIFM 
Directive), these special purpose vehicles fall within the defi nition of an alternative 
investment fund. This is defi ned in Article 4(1)(a) of the AIFM Directive as a collective 
investment undertaking, including sub-funds, that:

• Raises capital from a number of investors, with a view to investing it in accordance 
with a defi ned investment policy for the benefi t of those investors.

• Does not require authorisation under Article 5 of the UCITS IV Directive (2009/65/
EC). The UCITS IV Directive is implemented in the UK by a combination of statutory 
instruments and Financial Conduct Authority Handbook rules (Alternative 
Investment Fund Managers Regulations (SI 2013/1773); Chapter 16, The Perimeter 
Guidance Manual). It requires alternative investment fund managers to be 
authorised or registered unless the total assets under management are less than:

-  €500 million if the funds are unleveraged and have no redemption rights 
exercisable during a period of fi ve years following the date of initial investment in 
each fund; and

-   €100 million in other cases.
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Class of shares. As part of its determination 
of valuation and the amount of shares to be 
issued as part of the fundraising, the company 
will want to consider whether it wishes to 
offer the same or a different class of shares. 
This may also factor into which platform to 
use as some platforms may have their own 
requirements. If a new share class is to be 
created, the articles of association will need 
to be altered and the usual shareholder 
consents will need to be obtained. 

Companies Act 2006 restrictions. There 
is a general restriction under section 755 
of the Companies Act 2006 (2006 Act) 
against private companies issuing shares 
to the public. For many companies wishing 
to raise funds through crowdfunding, it is 
generally undesirable to re-register as a 
public limited company given, among other 
things, the less fl exible company law regime 
applicable to public companies over private 
companies.

Historically, some practitioners took the 
view that, because the offer was only being 
made to a select number of people, that is, 
the crowdfunding platform’s members, it 
was not to the public at large. However, as 
crowdfunding continues to proliferate and 
attract new investors and followers, and 
platforms get more members, this argument 
becomes harder to maintain, particularly 
in light of section 756(2) of the 2006 Act, 
which provides that an offer to the public 
includes an offer to any section of the public, 
howsoever selected.

There is an exemption in section 756(3) of 
the 2006 Act, which provides that an offer is 
not regarded as an offer to the public if it can 
properly be regarded, in all the circumstances, 
as not being calculated to result, directly 
or indirectly, in securities of the company 
becoming available to persons other than 
those receiving the offer. Private companies 
considering crowdfunding should therefore 
exercise considerable care to ensure that 
they, and the platform they use, fall within 
this exemption.

Prospectus Directive restrictions. Under the 
Prospectus Directive (2003/71/EU), which 
is implemented in the UK under FSMA, it 
is unlawful for transferable securities to 
be offered to the public in the UK unless 
an approved prospectus has been made 
available (section 85(1), FSMA). There are 
various exemptions to this requirement but 
the one that is most commonly relied on in 

the crowdfunding context is the exclusion for 
offers under €5 million (paragraph 9, Schedule 
11A, FSMA). 

Marketing the offer 

The company raising funds will also need to 
prepare its marketing materials. Typically, 
these would include some form of company 
summary, explanation of the business and 
the opportunity and, in some cases, fi nancial 
projections. In some cases, there may also 
be a video presentation from management. 

These materials will very likely constitute 
a direct offer fi nancial promotion under 
section 21 of FSMA and will be approved 
by the platform before being released. 
Notwithstanding that the platform may 
approve the marketing materials as a fi nancial 
promotion, various heads of criminal and civil 
liability can attach to both the company and 
its directors in the event it transpires that 
any of the materials are untrue. These can 
include misleading statements under section 
89 of the Financial Services Act 2012, fraud 
under section 2 of the Fraud Act 2006, a false 
statement under section 19 of the Theft Act 

1968, or potential liability in tort or under 
contract for misrepresentation or negligent 
misstatement, and deceit. 

Accordingly, companies need to take great 
care that the marketing materials are not 
only true, accurate and not misleading, 
but have also been carefully considered 
and thoughtfully prepared. As some of the 
heads of liability above contain a reckless or 
fraudulent component, it is also good practice 
for the directors to document in their board 
minutes approving the marketing materials 
that they were prepared with the utmost 
care and were collectively considered by the 
board before being published. It will also 
be important to ensure that appropriate 
risk factors and disclaimers are included in 
any marketing materials that the company 
releases.

TAX ISSUES

A number of tax issues should be considered 
when shares are acquired through a 
crowdfunding platform or when making 
P2P loans.

FCA authorisation

Investment-based platforms will usually need to be authorised by the Financial 
Conduct Authority (FCA) to carry out their business, or obtain appointed 
representative status from an authorised fi rm with existing appropriate permissions, 
under the Financial Services and Markets Act 2000. To apply for authorisation by the 
FCA, a platform must:

• Submit a suitable and detailed regulatory business plan, setting out its planned 
activities (and related risks), budget and resources, including human, systems 
and capital resources. The FCA does not expect this to be the same as a funding 
pitch.

• Have adequate non-fi nancial resources, for example, the management board 
should have adequate knowledge and experience of fi nancial regulation.

• Have adequate fi nancial resources when submitting its application, for example, 
platforms should not look at future fundraising to reach the requirement.

• Have a website that is either operational or at a suitably advanced stage, 
including a test site or app, or screen shots of a planned website or app, that 
would demonstrate the user interface and functionality available to users to show 
how it will operate should the fi rm be authorised.

• Understand the requirements for FCA authorisation and the permission profi le for 
which it wishes to apply, then submit a complete application including an outline 
of which regulated activities the fi rm plans to conduct.

The FCA aims to make a decision within six months of receiving a complete 
application, or within 12 months of receiving an incomplete application.
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Equity investments

Income and capital gains arising on shares 
acquired through a crowdfunding platform 
will be taxed in the same way as those arising 
on other shares. Dividends received by an 
individual are taxed as income. From 6 April 
2016, the fi rst £5,000 of dividends received 
in a tax year by an individual is tax free. Any 
additional dividends are taxed at 7.5% for 
basic rate taxpayers, 32.5% for higher rate 
taxpayers, and at 38.1% for additional rate 
taxpayers (section 82, Finance Act 2016). 

A UK resident individual investor in shares in 
an unlisted trading company will pay capital 
gains tax (CGT) on a gain realised on disposal 
of the shares. An individual has a CGT-free 
allowance of £11,100 each tax year. Since 6 
April 2016, any chargeable gains on shares 
realised in excess of that tax-free allowance 
are taxed at 10% for a basic rate taxpayer and 
20% for a higher rate taxpayer.

Section 86 of the Finance Act 2016 introduced 
investor’s relief, which reduces the rate of 
CGT to 10%, from a maximum of 20%, of 
the chargeable gains on disposal of fully 
paid ordinary shares issued to an investor in 
return for cash on or after 17 March 2016 by 
an unlisted trading company or the holding 
company of a trading group, if the shares 
have been held for a period of at least three 
years starting from 6 April 2016.

Enterprise Investment Scheme

Various reliefs are available to individual 
investors under the Enterprise Investment 
Scheme (EIS) where equity shares qualify. 
The reliefs, when available, are extensive 
and potentially very attractive for investors. 

The investment must be for full-risk ordinary 
shares, which must not be redeemable or 
carry preferential rights to the company’s 
assets in the event of a winding up. EIS tax 
reliefs are also subject to other conditions 
relating to the issuing company, the investor, 
and the connection between the investor and 
the issuing company. For example, employees 
of the issuing company or its group cannot 
generally claim EIS tax reliefs and directors 
may only do so subject to certain conditions. 
The reliefs may be withdrawn or lost if any of 
the conditions cease to be satisfi ed during the 
period of ownership of the shares.

The available EIS reliefs are:

Income tax relief. An individual can claim 
EIS income tax relief for up to £1 million 

subscriptions for eligible shares in any tax 
year (Part 5, Income Tax Act 2007) (2007 Act). 
The relief is available for the same tax year in 
which the shares are issued, or can be carried 
back and claimed for the previous year in 
full or in part. The relief reduces the amount 
of income tax payable for the relevant year 
by 30% of the amount invested but cannot 
reduce the investor’s income tax liability by 
more than the income tax payable for the 
relevant tax year. For example, an investor 
investing £100,000 for eligible shares will 
reduce his income tax liability by £30,000, 
so effectively reducing the cost of investment 
(and the capital at risk) to £70,000. 

Deferral relief. Liability to pay CGT on a 
chargeable gain arising on the disposal of 
an asset that was acquired on or after 6 
April 1998 can be deferred if the amount of 
the chargeable gain is reinvested into EIS 
qualifying shares (Schedule 5B, Taxation of 
Chargeable Gains Act 1992) (1992 Act). The 
qualifying shares must be issued in the period 
beginning 12 months before, and ending 
36 months after, the date of the disposal 
for which deferral relief is claimed. If the 
qualifying shares are disposed of within 
three years, the deferral relief is lost and the 
chargeable gain on the original disposal 
remains taxable.

As its name suggests, deferral relief allows 
an investor to defer CGT liability that would 
otherwise be payable but it does not cancel 
the liability. There are no restrictions on 
how long the liability can be deferred. The 
original chargeable gain becomes taxable 
on the disposal of the EIS qualifying shares 
into which the chargeable gain has been 
reinvested. The chargeable gain can be 
deferred again when brought back into 
charge by a further reinvestment into EIS 
qualifying shares.

For example, if an investor has realised 
chargeable gains of £100,000, deferral relief 
could enable the investor to defer CGT liability 
of up to £20,000 or £28,000 at the current 
higher rate taxpayer’s rate of CGT of 20% (for 
chargeable gains arising on the disposal of 
shares on or after 6 April 2016), or of 28% 
(on gains on other assets, or on the disposal 
of shares before 6 April 2016). 

If the deferral relief is combined with income 
tax relief, the amount required to invest in 
EIS qualifying shares (and so the capital 
at risk) can effectively be reduced by up to 
58%, that is, £42,000 would be required 

to subscribe for £100,000 of shares in the 
example above. 

Exemption from CGT on disposal. Investors 
who have received EIS income tax relief (which 
has not subsequently been withdrawn) on the 
cost of their shares can dispose of their shares 
after fi ve years free from CGT (section 150A, 
1992 Act). This can relieve an investor of a CGT 
liability on any gain arising on the disposal of 
the shares that would otherwise be taxable 
at up to 20% (at current CGT rates).

Loss relief on disposal. Investors making a 
loss on the disposal of eligible shares at any 
time can set off that loss against any realised 
chargeable gains in the usual way or can elect 
to set off the losses against any income tax 
liability for the tax year in which the loss is 
incurred, the previous tax year, or both years 
(sections 131 and 132, 2007 Act).

When calculating the loss available to set off 
against income tax, the cost of the eligible 
shares is reduced by the amount of any income 
tax relief received and not withdrawn. For 
example, if £30,000 income tax relief was 
claimed at the time of issue for £100,000 
invested for eligible shares, the maximum loss 
relief available will be the effective net amount 
invested of £70,000, if the value of the shares 
has become nil or negligible. In this case, the 
relief could be worth a further £31,500 for 
an additional rate income tax payer at 45%.

The combined effect of income tax relief 
(30%) and loss relief (up to 45% of the 
balance) can reduce the investor’s loss, 
net of taxes, to 38.5% of the total amount 
invested. By reducing the investor’s capital 
at risk and enabling the investor to realise 
the investment free of CGT, the combined tax 
reliefs also effectively substantially increase 
the investor’s rate of return for a successful 
investment if all the conditions are satisfi ed. 

Loans 

Interest received by lenders on loans is taxable 
as part of the taxpayer’s total income. A UK 
taxpayer has a tax-free personal allowance 
(against all income) of £11,000, then pays 
basic rate income tax of 20% on income in 
excess of £11,000 up to £43,000; higher rate 
tax at 40% on income in excess of £43,000 to 
£150,000; and additional rate tax at 45% on 
income in excess of £150,000. The £11,000 
personal allowance is reduced by £1 for every 
£2 that a taxpayer’s taxable income exceeds 
£100,000, so that the allowance is zero when 
taxable income is £122,000 or more.
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As from 6 April 2016, a taxpayer is entitled to 
an additional tax-free allowance on interest 
received of £1,000 a tax year for ordinary 
rate taxpayers, reduced to £500 a tax year 
for higher rate and additional rate taxpayers 
(section 4, Finance Act 2016).

Tax relief is available where the principal 
amount of a P2P loan becomes unrecoverable, 
other than by legal proceedings or by the 
exercise of any right granted by way of security 
for the loan, on or after 6 April 2015. The 
relief is given by deducting the outstanding 
amount of the loan in calculating the lender’s 
net income for the tax year in which the 
amount became irrecoverable. However, the 
deduction may only be made against interest 
received on the relevant loan, or a loan made 
through the same P2P operator (section 32, 
Finance Act 2016). 

Where the loss arises after 6 April 2015 but 
before 6 April 2016, the lender is entitled to 
relief only on the making of a claim to HM 
Revenue & Customs (HMRC). On or after 6 
April 2016, lenders that are not otherwise 
required to submit a tax return will only need 
to declare to HMRC the net amount of interest 
they receive through the same crowdfunding 
platform after making a deduction for bad 
debts. If tax has already been deducted on 
the full amount of interest received, without 
adjustment for bad debts, the lender can 
make a claim for repayment of the tax.

On 8 January 2016, HMRC published a 
policy paper on the obligation to deduct 
income tax at source on interest paid on 
P2P loans (www.gov.uk/government/
publications/revenue-and-customs-brief-2-
2016-deduction-of-income-tax-at-source-
from-payments-of-peer-to-peer-interest/
revenue-and-customs-brief-2-2016-deduction-
of-income-tax-at-source-from-payments-of-
peer-to-peer-interest). Although there is an 
obligation by borrowers and platform operators 
to deduct income tax from interest paid on 
P2P loans, HMRC accepts that the costs to the 
platforms of developing the necessary systems 
to apply the current rules in the meantime 
would be disproportionate to the relatively 
small amount of tax that would be collected. 
Therefore, in the period before the government 
makes any necessary changes to the legislation, 
interest payments made on P2P loans may be 
made without deduction of tax. 

As a matter of practice, HMRC has accepted 
that interest on P2P loans may be paid either 

with or without deduction of tax and that, if a 
lender receives interest without tax deducted, 
he must notify HMRC of the income and pay 
the correct amount of tax (www.gov.uk/
guidance/peer-to-peer-lending).

From 6 April 2016, lenders on crowdfunding 
platforms authorised under Article 36H of the 
RAO (Article 36H) will be eligible to make 
their loans through an Innovative Finance 
Individual Savings Account (IFISA) (see “UK 
Regulation” above) (regulation 8A, Individual 
Savings Account Regulations 1998 (SI 
1998/1870), as amended) (1998 Regulations). 
Interest and any capital gains made on P2P 
loans made through Article 36H regulated 
platforms using IFISAs will be free of tax. 
An investor can open a new IFISA and save 
and invest up to £15,240 each tax year (for 
the 2016/17 tax year) in addition to one cash 
ISA and one stocks and shares ISA.

Currently, only Article 36H P2P loans are 
eligible for the new IFISA. Debt-based 
securities such as debentures or bonds are 
only eligible to be held in a stocks and shares 
ISA. On 9 August 2016, HMRC issued a policy 
paper announcing that the 1998 Regulations 
will be amended so that, with effect from 1 
November 2016, debt-based securities issued 
through a crowdfunding platform will also 
be eligible to be held within an IFISA (www.
gov.uk/government/publications/income-
tax-crowdfunding-and-individual-savings-
accounts/income-tax-crowdfunding-and-
individual-savings-accounts).

Ross McNaughton is a partner, Teja Picton-
Howell is a consultant, and Bryan Park is an 
associate, at Penningtons Manches LLP. The 
authors are grateful to Stephen Goldstraw, a 
tax partner at Penningtons Manches LLP, for 
his input into the article. 
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