
Tax Deduction for Stock-Based Compensation which are Settled with Treasury Shares 

8 February 2007

INTRODUCTION
On February 17, 2006, the Singapore Minister for Finance announced during the 2006 Budget that with effect from the Year of Assessment 2007 (i.e. for companies with fiscal years ending in 2006), companies that grant employee stock options and share awards using treasury shares would be granted a tax deduction on the actual outlay incurred in share buybacks for this purpose.

In a circular issued on June 30, 2006, the Inland Revenue Authority of Singapore (IRAS) has provided details relating to this proposed tax change.

ADDITIONAL CLARIFICATION BY IRAS
The IRAS has provided further clarification on the following in a supplementary circular issued on January 10, 2007.

1. 1. Timing of Corporate Tax Deduction - Based on the IRAS’ circular of June 30, 2006, a company will be allowed a tax deduction at the point when the treasury shares are applied for the benefit of employees (i.e., at the time of the exercise of the stock options by the employees or in the case of share awards, at the time when the shares are vested to the employee). 

The IRAS has clarified that a company will be granted a tax deduction for the costs of acquiring the treasury shares when it transfers such shares to an employee under a stockbased compensation plan if there is an office of employment held in Singapore by that person at the time of transfer. Therefore, a deduction will be given even if at the point of exercise, the recipient of the shares is no longer an employee of the company.

1. 2. Deductible Costs - The amount of tax deduction granted to the company is based on the cost it has actually incurred (i.e., the difference between the cost to the company of acquiring the treasury shares transferred to the employee and the amount payable by the employee for the treasury shares). 

The IRAS has clarified that the “cost of treasury shares” would include expenses directly related to the acquisition of the treasury shares (e.g., brokerage and CDP charges). Interest costs incurred to finance the acquisition of the treasury shares would not constitute part of the “costs of treasury shares” but may be allowed as a tax deduction under normal deduction rules if they were incurred in connection with the acquisition of treasury shares to be used to fulfill the company’s employee stock options or share award obligations.

If the treasury shares are to be used for purposes other than fulfilling the company’s employee stock options and share award obligations, then the interest cost applicable to financing the acquisition of these treasury shares is not allowable as a deduction.

1. 3. Computation of Costs - In the IRAS’ circular of June 30, 2006, a company may adopt either the “first-in-first-out” method or the weighted average method to value the cost of the treasury shares that are transferred to its employees so long as the method used is consistently applied. 

To address the concern that the weighted average method, if used, would create substantial administrative work as employees exercise options or as shares vest to the employees at different times throughout the year, flexibility is now given to the manner in which the weighted average method is to be applied.

A company may, if it wishes to do so, compute the weighted average cost on an annual basis or at any other regular interval (e.g., half yearly, quarterly or monthly) instead of computing the cost of shares on a transaction-by-transaction basis. Where the weighted average method on an interval-by-interval basis is adopted, the length of the regular interval, once chosen, should also be consistently applied and the aggregate of such regular interval should be equal to the basis period of the company for the year of assessment.

1. 4. Deduction Based on Actual Cost - A company will be granted a deduction based on what it has actually incurred (i.e., the difference between the cost to the company of acquiring the treasury shares transferred to any employee and the amount payable by that employee for the treasury shares). 

However, if the amount payable by the employee (e.g., exercise price in the case of employee stock options), is higher than the cost of the treasury shares, no deduction will be granted to the company as there is no real cost to the company. The excess amount payable by the employee over cost will be credited to a special account to be kept by the company and to be used to reduce the cost in respect of subsequent transfers of treasury shares to employees.

1. 5. Recharge and Timing of Corporate Tax Deduction - Where a parent company buys treasury shares to be transferred to the employees of its subsidiary company to enable the subsidiary company to meet its employee stock option and share award obligations, the subsidiary company would be able to claim a deduction on the amount recharged by the parent company up to the difference between the cost of the treasury shares and the amount payable by the employees for the treasury shares. This means that the deduction to be allowed to the subsidiary company is restricted to the cost to the parent company of acquiring the treasury shares less the amount payable by the employee rather than the amount recharged by the parent company less the amount payable by the employee. 

In the event that the amount payable by the subsidiary company’s employee is higher than the cost to the parent company of acquiring the treasury shares, no deduction will be granted to the subsidiary company. The excess amount will also not affect the amount of deduction available to the subsidiary company for subsequent transfers of treasury shares to its employees by the parent company since the subsidiary company is not deriving a benefit from that excess amount.

The subsidiary company will be granted a tax deduction at the later of:

· The point when the parent company transfers its treasury shares to the subsidiary company’s employee; or 

· The date the parent company recharges the subsidiary company for the shares transferred. 

However, if the parent company does not recharge its subsidiary company the costs of shares transferred to the subsidiary company to enable the subsidiary company to meet its employee share option and stock award obligations, the parent company would not be able to claim a deduction for the costs as the costs were incurred in respect of the subsidiary company’s employees and not its own employees.

The IRAS has further confirmed its position that the subsidiary company will not be granted a deduction for recharges by a parent company on the issue of new shares. This is regardless of whether the parent company is a foreign or Singapore company.

ACTION
Companies should:

· Consider recharging the actual cost incurred in the share buy-back to their Singapore subsidiaries. This is applicable to Parent companies which have acquired their own shares as treasury shares for transfer to their subsidiary companies’ employees to enable the subsidiary company to meet its employee stock option and share award obligations. 

· Keep track of any expenses directly related to the acquisition of treasury shares as these may be deductible. 

· Take note of the timing and computation of deductible costs related to the acquisition of treasury shares to fulfill the company's employee stock option or share plan obligations.
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