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BACKGROUND
The Italian Tax Authorities have issued a new Circular Letter on February 16, 2007 to clarify the taxation of stock options under the Law Decree, approved by the Italian Government with effect from October 3, 2006

As of October 3, 2006, the spread (i.e. the difference between the normal value of the shares at exercise date and the exercise price) at exercise of stock options are exempt from ordinary income tax and social security if:

1. The exercise price of the options was at least equal to the normal value of shares at grant; 

2. the investment in the underlying shares is not more than 10% of voting rights or 10% of shareholders’ capital; 

3. The options should vest after 3 years from the grant date; 

4. The Company granting the options should be listed in a Stock Exchange at the vesting date; 

5. An investment in the shares underlying the options at least equal to the difference between the normal value at exercise date and the exercise price is kept for a holding period of 5 years as of the exercise date of the options. 

If any one of the 5 mentioned conditions is not met, then the difference between the normal value of shares at the exercise date and the exercise price will be subject to employment income tax and social security contributions.

Social security would apply only to stock options granted as of July 5, 2006.

CURRENT DEVELOPMENT
In relation to the third condition, where stock options should vest at least after 3 years as of the grant date, the recent circular letter distributed on February 16, 2006, has pointed out that such vesting period should be explicitly stated in the Plan, in order to obtain the favorable tax regime. In this context, any stock option plan approved before October 3, 2006, (not providing for a vesting period at least equal to 3 years) can be modified accordingly in order to fulfill this requirement.

The circular letter has also clarified that the First-In- First-Out (FIFO) method must be used in order to identify shares received in different periods and sold by the employee. Therefore, for stock option plans with vesting schedules, if the employee exercised all his stock options only on year 4, the stock options which vested in year 3, are eligible for the tax favorable treatment provided that the employee certifies that he has that investment in shares underlying the stock options at least equal to the difference between the normal value at exercise date and the exercise price for at least 5 years from the date of exercise.

The FIFO method should be applied only to shares acquired under a stock option plan and should not be applied to shares granted on the basis of other market operations of the employee.

ACTION
Companies should:

· Consider providing for a vesting period of at least 3 years while drafting and approving a Stock Option Plan or consider monitoring the stock options which were exercised to see if any stock options were vested on or after 3 years from the date of grant;

· Inform the employees of the new method to compute the vesting period and the amount of investment they should maintain in order to benefit from the income tax exemption; and

· Update tax withholding and reporting procedures so that the FIFO method is used to identify shares granted in different periods and sold by employees.
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