
Update on the Proposed Legislation on the Taxation of Employee Stock Option Plans 

30 March 2007

Background
The India Budget 2007 was presented in the Parliament on February 28, 2007. The Budget, included Finance Bill 2007 which proposed to subject employers to 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 for all stock options exercised on or after April 1, 2007. This legislation may also apply to other stock compensation, including restricted stock, restricted stock units, and employee stock purchase plans.

While various representations by several technology and other companies who offer stock options in India are being made to the government to lobby against this legislation and propose various other taxable events including subjecting the stock option to tax in the hands of the employee as perquisite on exercise, it is currently unclear as to the final form the current proposal will take before the Finance Bill is passed by the Parliament. Generally, the Finance Bill will be passed by May. However, as this legislation will apply retrospectively to April 1, 2007, companies who have already granted such employee stock option plans or are in the process of granting the same can consider the following alternatives.

POINTS FOR CONSIDERATION
Exercise existing stock options by March 31, 2007
Some employers with Indian sub-plans that currently meet the Central Government Guidelines have encouraged their employees to exercise the existing unexercised and vested stock options by March 31, 2007. In addition, employers may also consider accelerating any unvested stock options and simultaneously encouraging employees to exercise the same by March 31, 2007. However, such employers and employees are should analyze the actual tax implications of the same under the current plan.

Issue immediately vested stock option with restrictions on sale of shares
Employers may also consider granting options which can be exercised immediately. The shares may be issued to the employees but there could be a lockin- period during which an employee cannot sell the shares. Each plan may however, need to be examined by a professional tax advisor to correctly implement such actions.

Stop granting new stock options
Employers may consider not granting new stock options to employees until the law is clarified.

FRINGE BENEFIT TAX PAYMENTS
The proposed FBT rate is 30% (plus applicable surcharge and cess). Under the proposed legislation, FBT is payable by an Indian company at a rate of 33.99% and by a foreign (non-Indian) company at a rate of 31.6725%. It is still unclear as to the actual tax rate applicable for foreign (non- Indian) companies with Indian subsidiaries and the actual entity liable to pay the FBT.

FBT is required to be paid in advance. In case of companies, the following advance FBT payment schedule has been proposed in the current budget:

	Due Date
	Estimated amount of FBT to be paid

	On or before June 15
	Not less than 15% of total FBT

	On or before September 15
	Not less than 45% of FBT as reduced by tax already paid

	On or before December 15
	Not less than 75% of FBT as reduced by tax already paid

	On or before March 15
	The whole of the FBT payable as reduced by tax already paid


In view of the above, employers should technically estimate the FBT payable for the year and pay FBT in advance accordingly. However, due to the uncertain nature of stock markets and employee exercise behavior, it is still unclear as to how such advance FBT payments should be made.

ACTION
The employer and the employees should take into account the tax implications of the proposed amendments and examine their alternatives in order to mitigate the tax exposure.
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