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The India Budget 2007 was presented in the Parliament on February 28, 2007. The Budget, among others, included Finance Bill 2007 which contained the proposals relating to changes in the tax laws. The Finance Bill 2007 has proposed significant changes to the taxation of employee stock option plans in India.

CURRENT LEGISLATION
Under the existing provision, where the stock option plan meets the Central Government guidelines, tax is payable only at the time of sale of shares. The taxable amount would be the difference between the sales proceeds and the exercise price paid by the employee. The tax rate varies depending on how long the shares were held and if the employee held the shares for more than 12 months, the taxable income is taxed at a lower capital gains tax rate. There is no requirement for the employer to operate withholding at the time of exercise.

However, where the stock option plan does not meet the Central Government guidelines, tax is levied at the following two stages:

· At the time of exercise, on the difference between the fair market value on the date of exercise and the exercise price paid by the employee. This amount is considered as a perquisite and taxed as per the applicable marginal income tax rates. The employer has to operate withholding on the income at exercise;

· At the time of sale on the difference between the sales proceeds and the fair market value of the shares on the date of exercise. The tax rate varies depending on how long the shares were held and if the employee held the shares for more than 12 months, the taxable income is taxed at a lower capital gains tax rate. 

FINANCE BILL 2007: PROPOSED LEGISLATION
The Finance Bill 2007 proposed to amend the taxability of employee stock options as follows:

. The employer may now be required to pay Fringe Benefit Tax (‘FBT’) at 30% (plus applicable surcharge and cess) on the fair market value of the shares on the date of exercise of the stock option by the employee less the exercise price paid by, or recovered from the employee in respect of such shares. The term ‘fair market value’ will be as defined by the Central Board of Direct Taxes.

a. There may be no income tax in the hands of the employee at the time when the stock options are exercised, irrespective of whether the options are granted under the plan which meets with the Central Government guidelines.

b. The employee will be liable to pay capital gains at the time of sale of the shares. Based on the exact wording of the Budget proposal, the taxable amount at sale is unclear. The taxable amount may be either of the following:

· the difference between the sales proceeds and the spread at exercise (i.e. the excess of the fair market value of the shares at the time of exercise less the exercise price paid by the employee); or

· the difference between the sales proceeds and the fair market value of the shares at exercise. 

We will keep you posted once there is further clarity as to the taxable amount at sale.

The above proposals will get enacted on receiving the assent of the President. Once enacted, they will be effective for the tax year beginning on or after April 1, 2007.

The proposed amendments will also apply in respect of employee stock options already granted, which will be exercised on or after April 1, 2007. Accordingly, in respect of the employee stock options exercised prior to April 1, 2007, the existing legislation should continue to apply. In addition, restricted stock units and other stock plans may also be affected by the proposed amendment and may accordingly be subject to FBT. However, the time when restricted stock units and other stock plans are subject to FBT is currently unclear and may vary according to your plan.

ACTION
The employer and the employees should take into account the tax implications of the proposed amendments and examine their existing employee stock option plans in order to mitigate the tax exposure.
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