
India’s Fringe Benefit Tax – considerations in accounting

Introduced in India in 2005, the fringe benefit tax (FBT) requires employers to pay taxes on certain benefits offered to employees.  Not until 2007, though, was the scope of the tax extended to cover stock option and restricted stock awards issued to employees in India.  The legislative amendments did, however, allow employers to recover any FBT paid from the employee.    However, the amendment does not permit a company to statutorily transfer the obligation to its employees.  Companies must therefore structure new, or amend existing, stock option arrangements to require reimbursement from the employee upon exercise of the option.  This raises some important issues as to how the FBT should be accounted for.

Background
Employers are responsible for paying FBT calculated on the difference between the fair market value of a share underlying an option and its exercise price (the intrinsic value) on the vesting date.  The tax, however, is not due until the option is exercised by the employee.  No tax is due if the option is forfeited, expires or is otherwise not exercised.  For awards of restricted stock, the tax is calculated and is due on the vesting date.  FBT is applicable to all stock options that are exercised and all restricted stock awards that vest on or after 1 April 2007, regardless of their grant date.

Accounting for FBT
One school of thought believes that companies should be able to simply offset the reimbursement from the employee for the FBT against the actual amount paid by the employer.  Alternatively, should recovery of the tax from the employee be considered additional exercise price and thus incorporated into the fair value of the award?  It is this latter view that bears more support from authoritative literature.

Since it is the exercise of an option that triggers the liability to pay the tax to the government (or vesting date in the case of a restricted stock award), FBT should be accrued by the company at this date.  Thus, no liability or expense should be recognised by the employer until the “trigger” event occurs.

Accounting for reimbursement from employees
Notwithstanding a company’s ability to recover FBT from its employees, the obligation to pay it remains with the employer.  If the employee reimburses its employer for the FBT at the time of exercise, then there exists a direct link between exercise of the option and payment of the FBT.  As such, the total proceeds received by the company will equal the stated exercise price plus reimbursement of the FBT.  Therefore, reimbursement of the FBT should be treated as an adjustment of the exercise price of the options.

Since recovery from the employee is calculated based on the intrinsic value of the option at vesting, the recovery should be factored into the measurement of the grant date fair value of the award.  Since this assessment will actually increase the expected exercise price as of the grant date, the grant-date fair value of the stock option recognised over the vesting period will be less for an option that provides for the recovery of the FBT.  This will have a corresponding reduction in the compensation cost recognised during the vesting period, although additional compensation cost (for the amount of the tax due) will be recognised upon exercise.  Further, since the estimate of the exercise price will require an assessment of the future tax required to be paid, companies will most likely be required to use a lattice model (or similar) in determining the fair value of the award.

Impact on existing awards
The FBT will apply to unvested awards outstanding on the effective date of the amendment as well as new awards grated after the effective date (1 April 2007).  Companies may elect to modify outstanding unvested awards to require the reimbursement from their employees.  Moreover, if the only modification made to the award is the addition of the reimbursement feature, it is likely that no incremental value (and thus no additional compensation cost) will arise from the amendment.  By modifying the award, the employer has essentially indexed the exercise price to the value of the underlying stock through the vesting date of the option.  This is effectively an upward repricing with the effect of reducing the value of the award, due to the reimbursement being treated as a component of the exercise price.

Impact on Earning Per Share (EPS)
Reimbursement of the FBT by the employee will impact the calculation of diluted earnings per share.  Because the reimbursement amount (and overall exercise price) does not become fixed until the options vest, companies will need to estimate the impact on assumed proceeds prior to vesting.  Under the guidance of paragraph 30 of SFAS 128, for vested options, the assumed proceeds will be based on the fixed amount of reimbursement (measured at the vesting date) that will be received from the employee when the options are exercised.  For unvested options, the assumed proceeds will be based on the period-end share price underlying the option, as though the end of the reporting period represented the end of the contingency period.
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