India: Finance Minister releases FAQs on Fringe Benefit Tax on ESOPs

Finance Minister, Shri P.Chidambaram, released a Circular titled “Fringe Benefit Tax on Employee Stock Option Plans - Frequently Asked Questions”, at Mumbai. The Circular clarifies in a question and answer format the queries raised by industry associations, chambers of commerce and tax practitioners on issues relating to levy of FBT on ESOPs.

Circular

******

India ESOPs: Explanatory circular on fringe benefit tax issued

Multinationals unlisted in India, which offer stock options to local employees, will need to get the shares of their foreign parents valued by a SEBI-registered Category 1 merchant banker to arrive at the fair market value of their shares.

This has been clarified by the explanatory circular on fringe benefit tax issued by the finance ministry. The bulk of the new clarifications relate to foreign companies and their employees.

The FBT on employee stock options (Esops) is levied on the difference between the fair market value of the share on the day of vesting and the amount paid by the employee for acquiring the share when he exercises the option. The listed companies in India have been allowed to determine the fair market value using the average opening and closing price on the date of vesting of the option.

The valuation by merchant bankers was required to be made only in the case of unlisted companies, including unlisted MNCs. Merchant banks may use the market price, in the case of MNCs listed abroad but not listed in India, as a basis for determining the fair market price for calculating FBT.

The valuation made by a merchant banker will be binding on the assessing officer unless the valuation by the banker is ‘perverse.’ In what is likely to give substantial relief to expatriate employees, the CBDT has allowed them to claim credit against the FBT they pay in India.

Employers are allowed to pass on the cost of tax to their employees. Globally, stock options are taxed at the hands of employees. So, now if a multinational company decides to pass on the cost of FBT to their employees, employees would be able to claim credit for it.

However, it remains to be seen if this circular would suffice as bilateral tax treaties usually prevail. None of the treaties provides for taking credit against FBT on Esops. Tax experts share this scepticism.

“While CBDT has indicated that foreign tax credit will be available to the employees where a recovery is made, I would believe that this is more a matter of how the relevant tax treaty is worded and the foreign country’s tax laws and the FAQ may not be much of an influence.

However, it does present the Indian Government’s position and this could be useful in case any mutual agreement proceedings (MAP) is resorted to,” says Amitabh Singh, partner, Ernst & Young.

Further, if an employer passes on the tax liability to his employee, the FBT collected by from his employee will not be treated as income on his books. The circular issued by CBDT, in the form of questions and answers, brings cheer to employees who do not stay in India for the duration between date of grant of the option and the date of vesting of the option.

FBT liability will be proportionate to the length of stay of the employee during this period called the grant period. This is in line with the global practice which lays down that the appreciation in value happens during the grant period.

“This is a very positive and forward looking step by the CBDT and it clears the air on many issues. Allowing pro-ration of FBT in the case of globally mobile employees is a welcome step and very much in alignment with the current OECD principles of taxing Esops,” Mr Singh said.

“In a case where the employee was based in India only for a part of the grant period, a proportionate amount of the value of the fringe benefit will be liable to FBT. The proportionate amount shall be determined by applying to the value of the fringe benefit, the proportion which the length of the period of stay in India by the employee during the grant period bears to the length of the grant period,” says the circular.

The rate of FBT is 30%. Taxability will arise when the option is exercised by the employee, while the date on which the option vests with the employee will be the point of valuation.
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India: Foreign firm’s subsidiary liable to pay FBT on ESOPs

The finance ministry has clarified that the local subsidiary of a foreign company is liable to pay the fringe benefit tax (FBT) on shares allotted to Indian employees.

Even if such securities are alloted by foreign holding company to Indian employees outside the country, they come under FBT purview. “Since the shares are alloted or transferred to employees of the Indian subsidiary, by virtue of their employment with the subsidiary company, the liability to pay fringe benefit tax on such shares vests upon the Indian subsidiary and not on the foreign company,” an explanatory circular issued by finance minister P Chidambaram said.

The Indian subsidiary would have to pay fringe benefit tax even if the Indian employees are alloted or transferred shares by foreign holding company when they are outside India, the circular explained further.

The circular further said a foreign company is liable to pay FBT in respect of shares allotted or transferred to its employee who is deputed to work in India in the year of such allotment.

However, in such cases only a proportionate amount of the value of fringe benefit will be liable to FBT.
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