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ESOP Cost Allowability- An Issue 
for the Indian Companies

In common parlance, we understand ESOPs as schemes floated by the companies for offering shares to their 
employees. SEBI (Employee Stock option Scheme and Employee Purchase Scheme) Guidelines 1999, defines ESOPs 
as “Option given to the whole time Directors, Officers or employees of a company which gives such Directors, Officers 
or employees, the benefit or right to purchase or subscribe at a future date, the securities offered by the company at 
a pre-determined price. ESOPs have been popular in India for a long time now. Though companies have been issuing 
ESOPs since a long time, they face a dilemma in claiming the cost pertaining to the same. There is a lot of ambiguity 
surrounding the deductibility of the ESOP cost in the hands of the employers. In the absence of any specific provision 
in the Income Tax Act, 1961, companies have been placing reliance on various judicial precedents to claim these 
expenses. Read on to know more.

“If I take care of my people, 
they will take care of the 
customer,” - Maxine Turner (owner 
of the Salt Lake City based catering 
service, Cuisine Unlimited)

The above lines highlight the fact 
that human assets are one of the most 
important assets for any company. 
There are many companies that 
can attribute their success to their 
employees. As more and more 
qualified people find themselves 
up for grabs by employee-
hungry corporates, companies  
are feverishly striving to retain their 
own people by hook or by crook. 
In today’s competitive world, it is 
important that employees’ strings 
are attached to the organisation. 

CA. Sarika Malhotra and CA. Shruti Madan

(The authors are members of the Institute. 
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This has inundated companies to 
accentuate investments in human 
capital. Unarguably, human assets 
can increase the organisation 
value tremendously as opposed to 
physical assets. Companies have 
formulated various schemes/plans 
to reward and retain employees. 
For instance, in case of Reliance 
Industries, there is a system of 
deferred bonuses where all the 
employees associated with a 
project are offered a share of the 
profits it will generate, if they stay till 
its completion.

With this backdrop, many 
companies have formulated various 
incentive schemes, including 
ESOPs. In common parlance, we 
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ne of the 
earliest judicial 
precedents on 
ESOP is in the 
case of SSI 

Limited vs DCIT [85 TTJ 1049] 
(2004) [Chennai Tribunal]. 
In this Ruling, the Chennai 
Tribunal held that the ESOP 
expenditure booked under 
the head ‘Staff welfare’ by SSI 
Limited (the assessee) should 
be allowed as allowable 
business expenditure. In this 
case, the Tribunal referred 
to SEBI (ESOS and ESPS) 
Guidelines 1999. The clause 
(a) of Schedule I (Accounting 
policies for ESOS) of these 
guidelines states that “in 
respect of options granted 
during any accounting period, 
the accounting value of the 
options shall be treated as 
another form of employee 
compensation in the  
financial statements of the 
Company”.

O
understand ESOPs as schemes 
floated by the companies for offering 
shares to their employees. SEBI 
(Employee Stock option Scheme 
and Employee Purchase Scheme) 
Guidelines 1999, defines ESOPs 
as “Option given to the whole time 
Directors, Officers or employees 
of a company which gives such 
Directors, Officers or employees, 
the benefit or right to purchase 
or subscribe at a future date, the 
securities offered by the company 
at a pre-determined price.” 

Broadly, the life cycle of ESOPs 
can be divided into four stages/
phases. The first stage is referred 
to as ‘Grant’, which means issue 
of option/units to employees under 
ESOP schemes. The second 
stage is referred to as ‘Vest’ which 
means to become entitled to 
receive incentive (i.e. shares/ cash) 
upon satisfaction of the specified 
conditions as agreed under the 
plan. Date of vesting refers to the 
date on which the employee has 
unconditional right to receive cash 
or shares under the ESOP scheme. 
Vesting period is the period between 
the grant date and the vesting 
date. The third stage is termed as 
‘exercise’. It means making of an 
application by the employee to the 
employer for issue of shares against 
the option vested in him. The last 
stage is characterised by the sale of 
these shares which entails capital 
gains tax. 

Though companies have been 
issuing ESOPs since a long time, 
they face a dilemma in claiming the 
cost pertaining to the same. There 
is a lot of ambiguity surrounding 
the deductibility of the ESOP cost 
in the hands of the employers. 
Companies also face an issue as 
to in which stage the expenses 
should be claimed by it viz. at the 
time of grant/vest or exercise of 
these shares. In the absence of any 
specific provision in the Income-
tax Act, 1961, companies have 
been placing reliance on various 

judicial precedents to claim these 
expenses. The ensuing paragraphs 
capture the essence of various 
judicial precedents in this regard.

One of the earliest judicial 
precedents on the subject is in the 
case of SSI Limited vs DCIT [85 TTJ 
1049] (2004) [Chennai Tribunal]. 
In this Ruling, the Chennai Tribunal 
held that the ESOP expenditure 
booked under the head ‘Staff 
welfare’ by SSI Limited (the 
assessee) should be allowed as 
allowable business expenditure. In 
this case, the Tribunal referred to 
SEBI (ESOS and ESPS) Guidelines 
1999. The clause (a) of Schedule 
I (Accounting policies for ESOS) 
of these guidelines states that 
“in respect of options granted 
during any accounting period, the 
accounting value of the options 
shall be treated as another form 
of employee compensation in 

the financial statements of the 
Company”. The Tribunal held that 
for determining the taxability or 
admissibility, the taxing principle 
will have to be followed and if 
there is no such taxing principle, 
the accounting principle will guide 
the taxation or allowability of 
expenditure. For this, a reference 
was also made to the Supreme 
Court Judgments of Chellapalli 
Sugar Ltd. vs CIT [1974 CTR 309] 
and Tuticorin Alkali Chemicals 
and Fertilisers Ltd [141 CTR 387]. 
Thus, the Tribunal held that in 
line with the accounting principle 
laid down by the aforementioned 
SEBI guidelines, ESOP cost 
must be considered as another 
form of employee compensation. 
Accordingly, the ESOP cost must be 
treated as an allowable expenditure 
by SSI Limited. 

The Tribunal observed that 
instead of granting ESOPs to the 
employees, the employer had 
the option of paying monies to its 
employees as compensation for 
services rendered which could 
have been used by the employees 
for acquiring the shares in the 
Company. In this case, the moneys 
paid would have been allowed as 
business expenditure. The mere 
fact that a different route was 
chosen by the employer, whereby 
the shares were issued directly to 
compensate the employees for 
services rendered, will not make 
an otherwise allowable expenditure 
as an expense of capital nature or 
one that is notional and fictitious. 
Further, once the option is given 
and exercised by the employee, the 
liability in this behalf is ascertained, 
so far as the company is concerned. 
It is not the case of contingent 
liability depending upon various 
factors on which the assessee has 
no control.

Contrary to the above decision 
is the case of Ranbaxy laboratories 
ltd. vs ACIT [124 TTJ 771] (2009) 
[Delhi Tribunal]. The facts in 
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ontrary to the 
decision in SSI 
Limited vs DCIT 
(2004) case, 
is the case of 

Ranbaxy laboratories ltd. vs 
ACIT [124 TTJ 771] (2009) 
[Delhi Tribunal]. The facts in 
this case are strikingly similar 
to the judgement in the case 
of SSI (supra). In giving its 
judgment, the Tribunal held 
that issue of shares at below 
market price does not result 
into incurring any expenditure 
rather it results into short 
receipt of share premium 
which the assessee was 
otherwise entitled to. The 
receipt of share premium is 
not taxable and hence any 
short receipt of such  
premium will only be a 
notional loss and not actual 
loss for which no liability is 
incurred and such notional 
losses are not allowable  
under the provisions of the 
Income-tax Act, 1961.

C

this case are strikingly similar to 
the judgement in the case of SSI 
(supra). In this case also, Ranbaxy 
(the assessee) had issued its own 
shares having face value of R10/- 
and market value being R738 to 
its employees at R595/- per share. 
The difference between market 
price and grant price (R738 – R595) 
per share was charged in the P&L 
A/c over the vesting period of five 
years. Thus, proportionate amount 
of such amount was charged as 
deferred employee compensation 
and claimed as expenses. AO 
and CIT (A) disallowed the same 
holding that liability is not certain till 
employees exercise the option, pay 
the grant price and get the share. 
In giving its judgment, the Delhi 
Tribunal held that issue of shares at 
below market price does not result 
into incurring any expenditure rather 

it results into short receipt of share 
premium which the assessee was 
otherwise entitled to. The receipt of 
share premium is not taxable and 
hence any short receipt of such 
premium will only be a notional loss 
and not actual loss for which no 
liability is incurred and such notional 
losses are not allowable under the 
provisions of the Income-tax Act, 
1961. Further, reference was made 
to Section 37 of the Income-tax 
Act, 1961, which requires that there 
should be an expenditure incurred 
by the assessee. However, a benefit 
or income foregone cannot be 
considered as expenditure. The 
Tribunal was of the view that the 
assessee has not incurred any 
expenditure but has merely received 
lesser amount of share premium. 

The Tribunal pronounced 
that though the SEBI (ESOS and 
ESPS) Guidelines 1999 require 
the assessee to account for short 
receipt of share premium to 
employee compensation expense, 
for claiming such expense as 
allowable, the assessee has to 
qualify that expenses are incurred 
and the same are wholly and 
exclusively for the purpose of 
business.

The above judgment has 
been heavily relied on in recent 
judgement pronounced by Mumbai 
Tribunal in the case of M/s. VIP 
Industries Ltd. 2010-TIOL-654. 
In this case, the Tribunal held that 
the assessee’s case was squarely 
covered by the decision in the case 
of Ranbaxy Laboratories Ltd. (supra) 
and the same squarely covers the 
issue under consideration against 
the assessee and in favour of the 
Revenue. 

During the course of the hearing, 
the ld. Counsel for the assessee 
pointed out that certain aspects had 
not been considered by the Delhi 
Tribunal while rendering its decision 
in the case of Ranbaxy Laboratories 
Ltd. (supra) on the similar issue 
which are business consideration 

involved in allotment of shares, 
SEBI guidelines prescribing the 
accounting treatment of ESOP cost 
and the fact that the case of SSI 
(supra) was not considered as the 
issue involved was in the context of 
order by CIT under Section 2663 of 
the Act. 

However, it was held that the 
said aspects pointed out by the ld. 
Counsel for the assessee were not 
material enough to have any direct 
bearing on the well considered and 
well reasoned decision rendered 
by the Tribunal. 

Thus in the present case, in lines 
with the judicial pronouncement of 
Ranbaxy Laboratories Ltd. (supra), 
the Tribunal held that any short 
receipt of share premium would only 
be a notional loss to the assessee 
and not an actual loss. It was further 
held that any benefit or income 
foregone by the assessee cannot 
be considered as expenditure 
and since the assessee had not 
incurred any expenditure but had 
merely received lesser amount 
of premium, the same could not 
amount to expenditure within the 
meaning of Section 37 of the Act. 

Another judgment that deserves 
a mention here is the case of 
Lowry (Inspector of Taxes) vs. 
Consolidated African Selection 
Trust Limited (1940) 8 ITR (Suppl) 
88 (HL), the House of Lords had 
an occasion to consider whether 
the difference between the market  
value of shares and the price 
at which it was allotted by the 
Company was an allowable 
expenditure. Based on the facts of 
that case, by a majority judgment, 
the House of Lords held that the 
difference between the market 
price and amount recovered from 
the employees cannot be allowed 
as deductible expenditure. 

In this case, the assessee 
Company had issued shares at par 
to its employees in appreciation 
of services that employees have 
rendered i.e. for the past services. 
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he issue 
pertaining to 
charge back 
has also been 
addressed in 

Circular 9/2007 dated 20th 
December, 2007 as well. 
In reply to question no. 16 
to the said circular, it has 
been specifically mentioned 
that where the employer 
purchases the shares and 
then subsequently transfers 
such shares to its employees, 
the expenditure is allowed as 
a deduction to the employer 
company. However, if the 
shares are allotted to the 
employees from the share 
capital of the company, no 
deduction shall be available  
to the employee. 

T
The shares were being quoted at 
a higher price in the market. It was 
claimed that the shares were issued 
at par to further the interest of the 
Company’s trade and to secure 
a benefit to the Company and 
the sum representing difference 
between the market price and that 
cost recovered by the employees 
was the sum expended for the 
purposes of their trade and should 
be allowed as deductible expense.

The tribunal observation in this 
regard is reproduced as follows:
“A Company, generally speaking, 
can issue its shares at any price it 
likes not being less than par. This is 
not a trading transaction, and does 
not in any way affect its gains and 
profits under Schedule D. In the 
present instance the shares were 
issued at par to certain employees 
in order to give them an interest in 
the Company, but not in payment 
of any sum contractually due to 
them. In these circumstances the 
respondents have failed to establish 
that any sum has thus been 
expended or laid out for the purpose 
of the trade of the Company.”

Thus, the issue of deductibility 
of ESOP cost in the hands of the 
employers is not free from litigation. 
Lack of a specific legislation in 
this regard and contrary views 
adopted by the judicial authorities 
has accentuated the trouble for the 
companies. 

The case of Accenture Services 
Pvt. Ltd vs ITO (Mumbai Tribunal)
[2010] is on different footing wherein 
an Indian company made certain 
payments to its parent company 
(which was cross charged by the 
parent company) for allotment 
of shares to the employees of 
the Indian company. The AO 
disallowed the amount incurred by 
the assessee on the ground that this 
expenditure is not the expenditure 
of the assessee company but that 
of parent company and the benefit 
of such expenditure accrues to the 
parent company and not assessee. 

In this judgement, the Mumbai 
Tribunal gave its findings in 
consonance with the order 
pronounced by the CIT (A). The 
Tribunal held that though the 
shares of the parent company have 
been allotted, the same have been 
given to employees of the Indian 
company. Since it is an expense 
incurred to retain, motivate and 
award the employees of the Indian 
company and at its behest, it is 
similar to the salary costs of the 
Indian company. Accordingly, the 
same qualifies as business expense 
of the Indian company.

The above issue pertaining 
to charge back has also been 
addressed in Circular 9/2007 dated 
20th December, 2007 as well. In 
reply to question no. 16 to the said 
circular, it has been specifically 
mentioned that where the employer 
purchases the shares and then 
subsequently transfers such shares 
to its employees, the expenditure 
is allowed as a deduction to the 
employer company. However, 
if the shares are allotted to the 
employees from the share capital 
of the company, no deduction shall 
be available to the employee. 

Thus a principle may be 
drawn from the above discussion 
that where the expenses are 
incurred by the Indian company 
in terms of purchase of shares 
for its employees, such expenses 
are allowed to it and where the 
shares are being issued from the 
company’s own share capital, the 
same should not be considered as 
allowable expenditure.

Another judgment is in the case 
of CIT vs Infosys Technologies 
Ltd. (2008) [297 ITR 167]
[Supreme Court]. This case does 
not deal directly with the issue of 
corporate tax deductibility but with 
the issue of whether the same 
should be considered as perquisite 
in the hands of employees or not. 
The judgment pertains to the AY 
1997-1998 to AY 1999-2000, when 

there was no specific provision 
of perquisite in the Income-tax 
Act, 1961 (‘the Act’). The specific 
provision that stock options allotted 
to the employees at discounted 
price are to be considered as 
perquisite has been inserted vide 
Finance Act 1999 w.e.f 1-4-2000 
through Section 17(3)(iiia) of the 
Act 

The Supreme Court observed 
that since the issue pertains to the 
period when there was no specific 
provision regarding taxability of 
ESOP in the hands of employee, 
these should not be taxed as 
perquisite in their hands. The 
Supreme Court held that the benefit 
which arose on the date when the 
option stood exercised was only 
a notional benefit whose value is 
unascertainable. On the date when 
the options were exercised it was 
not possible for the employees to 
foresee the future market value of 
the shares. 

Another judicial precedent 
that may be mentioned here is 
Eimco K. C. P. Ltd. vs CIT (2000) 
(242 ITR 659) (SC). Though this 
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 here the 
expenses are 
incurred by the 
Indian company 
in terms of 

purchase of shares for its 
employees, such expenses 
are allowed to it and where 
the shares are being issued 
from the company’s own share 
capital, the same should not 
be considered as allowable 
expenditure.

W

n the case of 
Indian Molasses 
Co Pvt Ltd vs. 
CIT West Bengal 
(1959) 37 ITR 66 

(SC) it was held that “the idea 
of "spending" in the sense of 
‘paying out or away’ money 
is the primary meaning and it 
is with that meaning that we 
are concerned. ‘Expenditure’ 
is thus what is ‘paid out 
or away’ and is something 
which is ‘gone irretrievably’… 
Expenditure which is 
deductible for income-tax 
purposes is one which is 
towards a liability actually 
existing at the time, but the 
putting aside of money which 
may become expenditure on 
the happening of an event is 
not expenditure”.

I

case does not pertain directly 
to ESOPs, however it may be 
relied upon to derive an analogy 
for resolving the issue in hand.  
Eimco, an American Company, and 
K.C.P. Ltd., an Indian Company, 
promoted the appellant-Company. 
Both the companies agreed to 
subscribe to shares amounting 
to R4,70,000. Eimco contributed 
technical know-how towards its 
share. It valued the know-how, etc., 
at a sum of R2,35,000 and paid the 
balance in cash as its contribution. 
The board of directors of the 
appellant allotted equity shares 
of R2,35,000 being the value of 
the know-how, to Eimco. In the 
assessment year 1969-1970, the 
appellant claimed deduction of 
R2,35,000 as revenue expenditure 
paid to Eimco towards consideration 
for the supply of technical know-
how. 

During the course of litigation, the 
issue on allowability of such expense 
travelled up to the Supreme Court. 
The Apex court held “that what in 
effect was done by the appellant in 
allotting equity shares of R2,80,000 
to Eimco, was to reimburse the 
contribution made by Eimco in the 
form of know-how. This could never 
be treated as expenditure, much 
less an expenditure laid out wholly 
and exclusively for purposes of the 
business of the appellant. It was not 
a case where after the incorporation, 
the appellant-Company in the 
course of carrying on its business, 

spent the said amount for acquiring 
any asset. 

An issue that is pertinent in this 
matter is whether an argument can 
be taken that ESOP cost is revenue 
expenditure under Section 37(1) 
of the Act since the same does 
not result in any capital asset of 
enduring nature. At this juncture, 
it would be important to analyse 
whether remuneration in kind is 
expenditure or not. The following 
decisions may be relied upon to 
understand the term ‘expenditure’ 
envisaged under Section 37(1) of 
the Act.
• Indian Molasses Co Pvt Ltd 

vs. CIT West Bengal (1959) 
37 ITR 66 (SC) held that “the 
idea of "spending" in the sense 
of ‘paying out or away’ money 
is the primary meaning and it 
is with that meaning that we 
are concerned. ‘Expenditure’ 
is thus what is ‘paid out or 
away’ and is something which 
is ‘gone irretrievably’……….. 
Expenditure which is deductible 
for income-tax purposes is 

one which is towards a liability 
actually existing at the time, 
but the putting aside of money 
which may become expenditure 
on the happening of an event is 
not expenditure”.

• In the case of CIT UP v. Nainital 
Bank Ltd.(1966) 62 ITR 638 
[SC] the Apex Court held 
that “In its normal meaning, 
the expression ‘expenditure’ 
denotes ‘spending’ or ‘paying 
out or away’, i.e., something 
that goes out of the coffers of 
the assessee”.

• In the case of Madras 
Industrial Investment Corpn. 
Ltd. v. CIT (1997) 225 ITR 
802 [SC] the Apex Court 
held that “expenditure is not 
necessarily confined to the 
money which has been actually 
paid out. It covers a liability 
which has accrued or which 
has been incurred although it 
may have to be discharged at a  
future date”.
It is clear from the aforementioned 

discussion that even the definition 
of ‘expenditure’ has been analysed 
differently by the same level of 
authorities, which does not provide 
a clear picture as to whether ESOP 
expenses shall be considered as 
revenue expenditure under Section 
37(1) of the Act. 

Conclusion
ESOPs have been popular in India 
since a long time. However, the 
issue of deductibility of ESOP cost 
still persists and is not free from 
ambiguity. It is high time that the 
Government enact rules/policies to 
clear the air. Unless the clear laws 
are laid down, the assessee shall 
continue to face hardships from the 
Revenue authorities. All the hopes 
that one may have laid on Direct Tax 
Code that it shall bring some respite 
on the issue, have also turned futile. 
The Direct Tax Code Bill that has 
been tabled in the Parliament does 
not cover this aspect at all. n
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