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ESOP Tax Woes
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T
HIS IS AN ERA

where MNC companies

are setting up sub-

sidiaries in India. There

are instances where such

companies issues stock options to the

employees of the Indian subsidiary.

Mergers come easily to MNC com-

panies but may give rise to certain tax

implications to the Indian employees

where such companies have issued

stocks or stock options. The article

seeks to address the tax issues by tak-

ing an illustration.

IIlllluussttrraattiioonn
The employees of Company ‘B’

in India which is a subsidiary of

Company ‘A’ in the UK are issued

stock options in company ‘A’. Both

company A and Company B are

unlisted companies. For the purpose

of issuing the Stock Options, the

Stock Option Plan formulated for

the purpose has been filed with the

Commissioner of Income Tax in

India having jurisdiction over

Company ‘B’.

Subsequently, company ‘X’ in

the UK, which is a listed company,

has taken over Company ‘A’ by

means of a merger whereby all

shareholders of Company ‘A’ have

become shareholders in Company

‘X’, consequent upon which the

shares of Company ‘X’ have been

issued in lieu of holdings in Company

‘A’. Simultaneously, Company ‘B’ in

India is due to get merged with the

subsidiary of Company ‘X’, called

Company ‘Y’. Company Y is an

unlisted company in India.

The ESOP scheme has been

furnished to the Commissioner of

Income Tax having jurisdiction and

is in accordance with the guidelines.

Under the ESOP scheme issued

to employees of Company ‘B’,

number of powers are vested with

the Administrator of the scheme to

provide, inter alia, for the employ-

ees that would be entitled to the

options, acceleration of the vesting

schedule etc.

FFiirrsstt  QQuueessttiioonn
Salary & Perquisite:- Section

17(1) of the Income Tax Act, 1961,

contains an inclusive definition of

‘Salary’ which includes inter alia

“any fees, commissions, perquisites

or profits in lieu of or in addition to

any salary or wages”

Section 17(2) contains an inclu-

sive definition of the term

“perquisite” in sub section (iii) to

mean the value of any benefit or

amenity granted or provided free of

cost or at a concessional rate by an

employer (including a company) to

an employee to whom the provisions

of paragraphs (a) and (b) of this sub

clause do not apply and whose

income under the head “Salaries”,

(whether due from, or paid or

allowed by, one or more employers),

exclusive of the value of all benefits

or amenities not provided for by way

of monetary payment, exceeds fifty

thousand Rupees.

The proviso below the section

reads as under:

“Provided that nothing in this

sub-clause shall apply to the value of

any benefit provided by a company

free of cost or at a concessional rate

to its employees by way of allotment

of shares, debentures or warrants

directly or indirectly under any

Employees Stock Option Plan or
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The questions which arise are:

1) Are the options of

Company ‘A’, issued to

employees of company

‘B’ to be valued and taxed

as perquisite?

2) On ‘merger’ of Company

‘A’ with Company ‘X’, is

there a taxable event in the

form of capital gains?

3) What is the period of hold-

ing for considering

whether the gains if any

are taxable as ‘Long Term’

capital gains or ‘Short

Term’ capital gains?

4) Whether there is any pro-

vision for exemption

under Sec. 47 of the

Income Tax Act, exempt-

ing the capital gain if any,

on amalgamation, in the

instant case.
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Scheme of the company offered to

such employees in accordance with

the guidelines issued in this behalf

by the Central Government”.

The Central Government

issued the “guidelines” referred to

in the proviso above by Notification

No.323/2001 (F.NO.142/48/2001-

TPL) dated October 11, 2001, effec-

tive from April 1, 2000, which enu-

merates the various aspects that

ought to be included in any

Employees Stock Option Plan or

Scheme. The guidelines, inter alia,

provide for the following:

Para 2 of the ‘Guideline’ speci-

fies the conditions which are to be

incorporated in the Option Plan or

Scheme and the proviso which fol-

lows the said para, reads as follows:

“Provided that the conditions

contained in the written document

shall not be changed after the date

the scheme or plan comes into

effect”.

Further para 6 of the guidelines

read as follows:

“Every company issuing

shares directly or through its parent

under an Employees Stock Option

Plan or Scheme to its employees

shall furnish a copy of the docu-

ment describing the particulars as

specified in clause (2) above with

the Chief Commissioner of Income

Tax having jurisdiction over it

within a period of 6 months from

the date of issue of these guidelines

or within 6 months of the effective

date of the scheme or plan

whichever is later. If the plan or

Scheme is incorporated in any lan-

guage other than English, an

English translation of the same

should also be enclosed”

The foregoing is summarized

as follows:

The perquisite value which

arises out of issuance of stocks

under an Employees Stock Option

Plan or Scheme shall not be taxed if

(a) the Plan or Scheme conforms to

the ‘Guidelines’ and the

Scheme or Plan

(b) a copy of the Plan or Scheme is

furnished to the Commissioner

of Income Tax having jurisdic-

tion over the Assessee.

(c) the conditions contained in the

Plan or Scheme are not

“changed”

Note that the ESOP plan or

scheme needs no ‘approval’ of the

authority. Mere ‘furnishing’ of the

Plan or Scheme is sufficient com-

pliance of the ‘Guidelines’.

As has been laid out in the illus-

tration, the ESOP scheme which is

in conformity with the ‘Guidelines’

and the same has been furnished to

the Commissioner of Income Tax

having jurisdiction which covers

conditions (a) and (b) above.

The next question is whether

condition (c) above are complied

with. A ‘change’ in the conditions

would mean altering the conditions

included in the scheme as filed with

the Commissioner of Income Tax.

As is stated in the illustration, the

administrator has been empowered

to carry out certain acts that are

clearly specified which includes

and is not limited to Acceleration of

vesting. Does this amount to a

‘change’ in the conditions in the

ESOP scheme?
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Listed Company ‘X’
‘A’ merged with ‘X’

UK

INDIA

Unlisted

Company ‘A’

Unlisted

Company ‘B’
Unlisted company ‘Y’

Shares of ‘X’ issued to

shareholders of ‘A’ on

merger

Options under ESOP

scheme of ‘A’ issued to

employees of ‘B’

‘B’ due to be merged with‘Y’

A pictorial representation would make the understanding easier
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As noted earlier, the ESOP

scheme/plan only needs to be

‘furnished’ to the Commissioner

of Income Tax concerned and

no further action is contem-

plated. There is no process for

approval of the ESOP scheme/

plan by the Commissioner. The

administrator has certain pow-

ers under the scheme and usage

of such powers cannot be said to

‘change’ the conditions of the

scheme in any manner. There is

hence no ‘change’ that has taken

place in the ‘conditions’ of the

ESOP scheme/ plan and hence the

third condition is satisfied.

To answer the first question,

since all three conditions stated

above are satisfied the value of the

options would be exempt from

being taxed as perquisite.

It goes without saying that

where any employee receives any

stock options or shares, under any

scheme that is not in accordance

with the guidelines and/ or not filed

with the Commissioner of Income

Tax, the value thereof would

become taxable as a perquisite and

not as ‘short term capital gains’.

This has been confirmed the case of

Microsoft India by way of an

Advance Ruling.

SSeeccoonndd  QQuueessttiioonn
The next question is whether

there is a taxable event in the form

of capital gains on the merger

between Company ‘A’ with

Company ‘X’

In order to answer this ques-

tion, one would have to go into the

definition of the word ‘Transfer’.

Sec. 2(47) of the Income Tax

Act defines ‘transfer’ in relation to

a capital asset. It ‘includes’, inter

alia:

(i) the sale, exchange or relin-

quishment of the asset; or

(ii) the extinguishments of any

rights therein;

In the present situation, there is

a ‘merger’ between two companies

consequent upon which Company

‘X’ issues its shares to the share-

holders of Company ‘A’. It would

be useful to analyze the meaning of

words in the section above:

Sale: The meaning of the word

‘sale’ as defined in P Ramanatha

Iyer’s ‘The Law Lexicon’ is said to

mean the transfer of property

whether movable or immovable,

made by one person to another for a

price paid or promised or other

monetary consideration.

Exchange: The meaning of the term

‘Exchange’ as defined in P

Ramanatha Iyer’s ‘The Law

Lexicon’ is as follows: “When two

persons mutually transfer the own-

ership of one thing for the ownership

of another, neither thing nor both

things being money only, the trans-

action is called an ‘exchange’.Act 4,

1882 (Transfer of Property), S.118

Further, in I.T. Commissioner

Bombay Vs. Rasiklal Maneklal, AIR

(1989) SC 1333, 1335 it has been

held that “An exchange involves the

transfer of property by one person to

another and periodically the transfer

of property by that other to the first

person. There must be a mutual

transfer of ownership of one thing for

the ownership of another”

Relinquishment- The word “relin-

quish” derived from Latin relin-

quere implying leaving behind,

mans to withdraw or retreat from ,

abandon; to desist from; to give

over possession or control of.

‘Relinquish’ usually does not

imply strong feelings but may sug-

gest some regret, reluctance, or

weakness (Websters Dictionary).

Relinquishment implies that the

property continues to exist, but the

interest therein of the owner is

either given up or abandoned.

Going by the discussion above,

in the instant situation, it is clear

that there is neither a ‘sale’ nor an

‘exchange’ nor ‘relinquishment’ as

no monetary consideration flows

from Company ‘X’, nor it there a

mutual transfer of ownership, nor

does the property continue to exist.

Extinguishment: Quoting from P

Ramanatha Iyer’s ‘The Law

Lexicon’ again, the word ‘extin-

guishment’ means “complete wiping

out, destruction or annihilation, and

not mere suspension”. “The extinc-

tion or annihilation, of a right, estate,

etc, by means of its being merged

with another, generally a greater or

more extensive right or estate.

In Vania Silk Mills P. Ltd Vs.

CIT (1991) 191 ITR 647, 653 (SC),

the Supreme Court, applying the

rule of ‘noscitur a sociis’ whereby

the meaning of a word or expres-

sion is to be gathered from the sur-

TTAAXXAATTIIOONN
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rounding words, that is, from the

context, according to which the

expression ‘extinguishment of any

rights therein’ would take color

from the said associated word and

expressions and will have to be

restricted to the sense analogous to

them. If the Legislature intended to

extend the definition to any extin-

guishment of any right, it would not

have included the obvious

instances of transfer, viz., sale,

exchange etc. Hence, the expres-

sion ‘extinghishment of any rights

therein’ will have to be confined to

the extinguishment of rights on

account of transfer and cannot be

extended to mean any extinguish-

ment of right independent of or oth-

erwise than on account of transfer.

Hence by this ratio, mere extin-

guishments would not amount to

‘Transfer’.

In the case of Mrs.Grace Collis

Vs. CIT (1996) 135 CTR (Ker) 25,

the High Court held that there is no

‘transfer’ on Amalgamation.

However, the Supreme Court sub-

sequently held in CIT Vs.

Mrs.Grace Collis (2001) 248 ITR

323 (SC) that the definition of

‘Transfer’ in Section 2(47) clearly

contemplates the extinguishment

of rights in a capital asset distinct

and independent of such extin-

guishment consequent upon the

transfer thereof. “One should not

approve the limitation of the

expression ‘extinguishment of any

rights therein’ to such extinguish-

ment on account of transfers, nor

can one approve the view that the

“expression  extinguishment of any

rights therein’ cannot be extended

to mean extinguishment of rights

independent of or otherwise than on

account of transfer”. This judgment

has hence reversed the interpreta-

tion in the Vania Silk Milk case

stated Supra.

Amalgamation results in

‘Transfer’ : following the judgment

in the case of Mrs. grace Collis,

supra which supercedes the Vania

Silk Mills case, one would need to

necessarily assume that there is a

taxable event in the case of amalga-

mation where one company ceases

to exist and shares in the

Amalgamated company are issued

to the erstwhile Amalgamating

company shareholders.

The word ‘Amalgamation’ is

defined under Sec. 2(1B) of the

Income Tax Act, 1961 as: “

Amalgamation”, relation to compa-

nies, means the merger of one or more

companies with another company  or

the merger of two or more companies

to form one company (the company

or companies which so merge being

referred to as the amalgamating com-

pany or the merger of two or more

companies to form one company (the

company or companies and the com-

pany with which they merge or which

is formed as a result of the merger, as

the amalgamated company) in such a

manner that-

i) all the property of the amalgamat-

ing company or companies

immediately before the amal-

gamation becomes the property

of the amalgamated company

by virtue of the amalgamation;

ii) all the liabilities of the amalga-

mating company or companies

immediately before the amal-

gamation become the liabilities

of the amalgamated company

by virtue of the amalgamation;

iii) shareholders holding not less

than three fourths in value of

the shares in the amalgamating

company or companies (other

than shares already held therein

immediately before the amal-

gamation by, or by a nominee

for, the amalgamated company

or its subsidiary) become

shareholders of the amalga-

mated company by virtue of

amalgamation.

Otherwise than as a result of the

acquisition of the property of one

company by another pursuant to the

purchase of such property by the

other company or as a result of the

distribution of such property to the

other company after winding up of

the first mentioned company.

Hence the words

‘Amalgamation’ and ‘Merger’ for

the present discussion can be used

synonymously.

To answer the second question,

a Merger results in Transfer: In the

light of the above definition, in the

instant case of ‘Merger’, there is a

‘Transfer of Shares’ leading to a

taxable event. Hence the employ-

ees of the Indian company would

become liable to capital gains if any

arising out of the merger for the

Assessment year in which the

merger becomes effective.

TThhiirrdd  QQuueessttiioonn
The third question is what is the

period of holding for Shares for the

purpose of determining whether the

gain is a long term gain or short

TTAAXXAATTIIOONN
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term gain?

Sec. 2(42A) of the Income Tax

Act reads as follows:

“Short Term Capital Asset”

means a capital asset held by an

assessee for not more than thirty six

months immediately preceeding

the date of its transfer;

Provided that in the case of a

share held in a company or any other

security listed in a recognized stock

exchange in India or a unit of the Unit

Trust of India established under the

Unit Trust of India Act, 1963(52 of

1963), or a unit of a Mutual Fund spec-

ified under clause (23D) of Section 10,

the provisions of this clause shall have

effect as if for the words ‘Thirty Six

Months’, the words “twelve months”

had been substituted.

Much confusion has been

caused in interpreting the above sec-

tion. The above proviso, before its

amendment in 1994 stood as under:

‘Provided that in the case of a

share held in a company, the provi-

sions of this clause shall have effect

as if for the words ‘thirty six

months’, the words ‘twelve months’

had been substituted.’

It is evident that original pro-

viso did not contain any condition

as to the shares having to be listed

on a stock exchange in order to be

called a ‘long term capital asset’.

All shares which were held over 12

months whether listed or not were

eligible to be considered as a ‘long

term capital asset’.

The crucial words that are

added by the amendment are “or

any or any other security listed in a

recognized stock exchange in India

or a Unit ….”.

Quoting from P Ramanatha

Iyer’s ‘The Law Lexicon’, the word

“or” is a disjunctive particle that

marks an alternative, generally cor-

responding to ‘either’, as ‘either

this or that’. Hence the way the pro-

viso has to be read is “Provided that

in the case of a share held in a com-

pany or (in the alternative) any

other security listed in a recognized

stock exchange in India…..

It is an established principle of

Interpretation that the legislative

intent is the most important factor

that one needs to look into while

understanding a provision of law. A

reading of the memorandum

explaining the provisions of the

Finance Bill 1994 notified in

Circular No 684 of 1994 makes the

legislative intention amply clear:

“16.2. There are many financial

instruments, other than company

shares, through which the investors

are entering the capital market. The

units of the Unit Trust of India and

Mutual Funds specified under sec-

tion 10(23D) of the Income-tax Act

are the instruments through which

the small investors are increasingly

getting the benefit of investment in

the capital market. In order to pro-

vide such units and all the securities

traded in the recognized stock

exchanges a level playing field with

company shares, the Finance Act

has amended the provisions of sec-

tion 2(42A) so that the maximum

holding period for which such

instruments are to be considered as

short-term will be 12 months in the

place of 36 months. In other words,

such assets are to be considered

long-term capital assets if they are

held for more than 12 months. The

expression “securities” will have

the meaning assigned to it in clause

(h) of section 2 of the Securities

Contracts (Regulation) Act, 1956.

16.3 This amendment takes

effect from 1st April, 1995, and

will, accordingly, apply in relation

to assessment year 1995-96 and

subsequent years.

What the legislation has done is

to put on par shares in companies

and securities that are listed in a

stock exchange.

To answer the third question,

there can be no doubt that the hold-

ing period is 12 months for shares in

any company. ‘Any Company’

includes a foreign company under

Section 2(17) (ii) of the Income Tax

Act. The period will have to be com-

puted from the day of exercising the

options on which day the share

stands registered in the employees

name, up to the date of ‘merger’.

A practical issue that arises out

of the above is that tax would

become payable by the employees in

the assessment year of ‘merger’.

However, the employees would

actually realize the value of stocks

only on sale of shares issued by com-

pany ‘X’ which is listed on a stock

exchange and then pay the required

tax. If there is a time delay in com-

pleting this action, the employee

would have to face penal provisions

for delay in payment of taxes.

FFoouurrtthh  QQuueessttiioonn
The only section which deals

with exemption in the case of a cross

border transaction is Sec. 47(via)

wherein there is a transfer of a capital

asset of shares held in an Indian com-

pany, by the amalgamating foreign

company to the amalgamated for-

eign company provided certain con-

ditions are fulfilled…. i.e., one for-

eign company transfers its holding in

an Indian company to another for-

eign company.

To answer the fourth question,  no

such transfer is envisaged in the instant

case and hence there is no exemption

available to the ESOP holders. ■
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