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As reported in previous updates, the method for taxing stock options in Italy has undergone various revisions during 2006. The regime in force until July 4, 2006, provided that the spread realized upon exercise of stock options was exempt from employment income taxation, if the following conditions were met: (1) the exercise price must be equal to or higher than the "normal value" of the shares at the date of option grant; and (2) the shares acquired by an employee should not represent more than 10% of the voting rights in an ordinary shareholders' meeting or more than 10% of the shareholding of the issuing company.

The July Decree introduced the following two additional requirements necessary to benefit from the tax exemptions: (1) the employee should not transfer or pledge the shares before five years from the exercise date; and (2) the value of the shares acquired through exercise should not be higher than the annual gross compensation related to the previous fiscal year.

The October Decree eliminated the two conditions required under the July Decree, above, and replaced them with the following conditions: (1) the option should not be exercisable before three years from grant; (2) the company should be listed on a regulated stock exchange at the time the option is exercisable; and (3) the beneficiary shall keep, for at least five years from the exercise date, an investment in the shares acquired through the option exercise. The value must not be lower than the difference between the value of the shares at the time of exercise and the amount paid by the employee. If the shares are transferred or pledged before the 5th anniversary of the stock option exercise, the amount exempt from taxation at exercise becomes taxable as employment income on the date the condition fails to be met.

Note that if stock options were granted to comply with the normal value rules and exercised after July 4, 2006, an exemption from social taxes will still be available.

Therefore, it becomes much more difficult for employers to track their withholding and reporting obligations. Companies should review their processes for Italian employees to ensure understanding and adherence to there rules.
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