
Corporate Tax Deduction for Stock Based Incentives - Newly Issued Shares Versus Market Purchased Shares 

1 March 2007

The availability of a corporate tax deduction for costs related to stock-based incentive plans is, to some extent, unclear in Finland. Recently, the Central Tax Board ruled that a Finnish subsidiary was not allowed to deduct the spread incurred in relation to a plan established by its parent company if newly issued shares are used. Following an appeal, the Supreme Administrative Court is expected to announce its ruling in this case shortly.

BACKGROUND
Under the Business Income Tax Act, costs incurred for the purpose of generating income are, as a rule, deductible for corporate entities. As such, salaries paid to employees are tax deductible for the employing entity.

Previously, the question of whether the spread (the difference between fair market value of the shares and the amount paid by the employee for acquiring the shares, i.e. the part of stock-based income deemed as the taxable benefit for the employee) is tax deductible for the employer where newly issued shares are used, was not examined until in a recent case presented before Finnish Courts.

The Supreme Administrative Court ruled in 2003 that where shares were purchased from a foreign stock exchange by the parent company (market purchased shares or treasury shares) and:

· employees of a Finnish subsidiary were granted stock options by a foreign parent company, and 

· the costs of the spread were recharged to the Finnish subsidiary, 

such costs were regarded as deductible for Finnish corporate income tax purposes.

The cost was deemed deductible as the purchase incurred an “effective and actual cost” to the parent company and such a cost was recharged to the Finnish subsidiary.

Finnish tax law also allows direct costs incurred by a Finnish company to purchase existing shares from the market for employee incentive purposes to be deductible for corporate tax purposes.

The Central Tax Board recently ruled on the deductibility of the spread where newly issued shares are applied for the benefit of employees.

CENTRAL TAX BOARD’S RULING IN JUNE 2006
In June 2006, the Central Tax Board ruled that a Finnish subsidiary was not allowed to deduct the spread incurred in relation to a plan established by its parent company if newly issued shares are used. The Central Tax Board stated that as there was no “effective and actual cost” incurred by the parent company in the process of issuing new shares, the recharge cost was of a similar nature (not an “effective and actual cost”) and therefore, such costs are non-deductible.

The ruling has been appealed against, and the Supreme Administrative Court is expected to give its ruling on this issue in April or May 2007.

CURRENT SITUATION
Currently, the availability of a corporate tax deduction for costs related to stock-based incentive plans are summarized as follows:

· A Finnish company should be able to claim a deduction for the establishment and administrative costs related to stock-based incentive plans incurred by or recharged back to it. 

· For shares purchased from the market and received by employees under an equity incentive plan, a corporate tax deduction equal to the direct costs (i.e. costs borne directly by the parent company) for the Finnish company should be available. The same applies to recharged costs for a Finnish subsidiary where the recharged amount is the costs of the taxable benefit to the employee. 

· For newly issued shares received by an employee under an equity incentive plan, the Central Tax Board’s ruling is pending at the Supreme Administrative Court. Thus, the availability of a corporate tax deduction is currently uncertain. 

· Costs related to phantom stock or other cashsettled plans are currently regarded as deductible salary expenses. 

· In order to benefit from a corporate tax deduction related to stock-based incentive plans, formal documentation must always be in place prior to grant. 

ACTION
Companies, which have acquired their own shares as treasury shares for the purpose of fulfilling their obligations under their employee stock-based compensation plans and do not charge back the costs of their equity plans to the local Finnish entity, may want to consider a recharge arrangement.
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