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S.H Kapadia & B. Sudershan Reddy
JUDGVENT:

JUDGMENT

with

Givil Appeal No. 16 of 2008 @S.L.P.(C) No. 16926 of 2007

KAPADI A, J.
Leave granted.
2. Respondent - assessee is public limted |IT conpany based in

Bangal ore. To inplement Enpl oyees Stock Option Schene

(V023ESOP\ 024), the assessee created a Trust known as Technol ogi es
Enpl oyees Wl fare Trust and allotted 7,50,000 warrants at

Re. 1/- each to the said Trust. Each warrant entitled the Hol der
thereof to apply for ‘and be allotted one equity share of the face
val ue of Rs. 10/- each for total consideration of Rs. 100/-. The
Trust was to hold the warrant and transfer the same to the

enpl oyees of the conmpany under the Terns and Conditions of the
schene governing ESOP. During the assessnent years 1997-98,
1998-99 and 1999-2000, warrants were offered to the eligible

enpl oyees at Re. 1/- each by the Trust. They were issued to

enpl oyees based on their performance, security and ot her

criteria. Under the ESOP Scheme, every warrant had to be

retained for a mninmumperiod of 1 year. At the end of that

peri od, the enployee was entitled to elect and obtain shares
allotted to himon paynent of the balance Rs. 99.” The option
coul d be exercised at any time after 12 nonths but before expiry
of the period of 5 years. The allotted shares were subject to a lock
in period. During the lock in period, the custody of shares

remai ned with the Trust. The shares were non-transferable. The
enpl oyee had to continue to be in service for 5 years. |f he
resigned or if his services be ternmi nated for any reason, he | ost
his right under the schene and the shares were to he re-
transferred to the Trust for Rs. 100 per share. Intimation was
al so given to BSE that 734500 equity shares were non-
transferable and woul d not constitute good delivery. Til
13.9.1999 all the shares were stanped with the remark \'023non-
transferabl e\ 024. Thus the said shares were incapable of being
converted into noney during the lock in period.

3. For the assessnment year 1999-2000, the AO held that the

total amount paid by the enpl oyees consequent to the exercise of

option was Rs. 6.64 crores whereas the market val ue of those

shares was Rs. 171 crores. He held that the \023perquisite val ue\ 024

was the difference between the market value and the price paid

by the enpl oyees for exercise of the option. He, therefore, treated

Rs. 165 crores as \O023perquisite value\024 on which TDS was char ged

at 30% It was held that the respondent-assessee was a defaul ter

for not deducting TDS under Section 192 anopunting to Rs. 49.52

crores on the above perquisite value of Rs. 165 crores. Simlar

orders were al so passed by the AO for assessnment years 1997-98

and 1998-99. These orders were confirmed by CIT(A). No
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wei ght age was given by both the authorities to the lock in period.
Both the authorities took into account the \023perquisite val ue\ 024 as
on the date of exercise of option

4. Aggri eved by the aforesaid decisions, the respondent-

assessee carried the matter in appeal to the Tribunal, which took

the viewthat the right granted to the enployee for participating

in the scheme was not a \023perquisite\024 under Section 17(2)(iii) of
the Inconme Tax Act, 1961 (\0231961 Act\024). This decision of the

Tri bunal stood confirmed by the inpugned judgnent delivered by

the Karnataka Hi gh Court on 15.12.2006. Hence, these civi

appeal s by the Department.

5. Whet her tax had to be deducted under Section 192 of the
1961 Act, by the respondent-assessee, on the anmpbunt earned by
its enployees from exerci se of stock option granted to them by
the conpany through the Trust, is the question which arises for
determ nation in these civil appeals.

6. I'n the case of CGovind Saran Ganga Saran V.

Conmi ssi oner _of Sales Tax and Os. [(1985) 155 I TR 144 (SO ]

this Court held that there are four conmponents of tax. The first
conponent is the character of the inposition, the second is the
person on whomthe l'evy i's inposed, the third is the rate at

which tax is inposed and the fourth is the value to which the

rate is applied for conputing tax liability. It was further held that
if there is anbiguity in any of the four concepts then | evy woul d
fail. In this case, we are concerned with the forth concept. There
is one nore principle whichis required to be noted. A
benefit/recei pt under the 1961 Act nust be nade taxable before

it can be regarded as \023i ncone\ 024.

7. During the assessment years 1997-98, 1998-99 and 1999-
2000 there was no provision in the said 1961 Act which nmade the
benefit by way of ESOP taxable as income specifically. It becane
specifically taxable only with effect from 1. 4. 2000 when Section
17(2)(iiia) stood inserted.

8. At the outset, we may state that in these civil appeals we are
not concerned with taxability but with the value of a perquisite.

9. The question for consideration is whether \023perquisite\024 could
be said to accrue at the tine when warrants were granted or at

the tinme when the option vested in the enployee or at the tine

when the options stood exercised or at the tine when the |ock-in
condi tions were renoved or at the time when the shares were to

be sold in the share market. According to the AO the \023perquisite
val ue\ 024 was the difference between the total amunt paid by the
enpl oyee(s) consequent to the exercise of option amunting to

Rs. 6.46 crores on which date the market val ue of the shares was
inall Rs. 171 crores. Therefore, according to the AQ the benefit
arose on the date when the options stood exercised. I'n this case

we are concerned with the period prior to 1.4.2000.

10. We quot e hereinbel ow Sections 17(1) and (2), which read as
fol |l ows:

\ 023" Sal ary", "perquisite" and "profits in lieu of

sal ary" defi ned.

17. For the purposes of sections 15 and 16
and of this section,-

(1) "salary" includes-

(i) wages; .
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(ii) any annuity or pension;
(iii) any gratuity;

(iv) any fees, conm ssions, perquisites or
profits in lieu of or in addition to any salary or
wages;

(v) any advance of sal ary;

(va) any paynent received by an enpl oyee in
respect of any period of |eave not availed of by
hi m

(vi) the annual accretion to the balance at the
credit of an enpl oyee participating in a
recogni sed provident fund, to the extent to
which it i's chargeable to tax under Rule 6 of
Part A of the Fourth Schedul e; and

(vii) the aggregate of all sums that are
conprised in the transferred bal ance as

referred to in sub-rule (2) of Rule 11 of Part A
of the Fourth Schedul e of an enpl oyee
participating in a recogni sed provident fund, to
the extent to which it is chargeable to tax
under sub-rule (4) thereof;

(2) "perquisite" includes-

(i) the value of rent-free accommpdati on
provided to the assessee by his enployer;

(ii) the value of any concession'in the matter of
rent respecting any accommodati on provided to
the assessee by his enployer;

(iii) the value of any benefit or anenity granted
or provided free of cost or at concessional rate
in any of the follow ng cases: -

(a) by a company to an enpl oyee who is a
di rector thereof;

(b) by a company to an enpl oyee being a
person who has a substantial interest in the
company;

(c) by any enployer (including a conpany) to

an enpl oyee to whomthe provisions of

par agraphs (a) and (b) of this sub-clause do not
apply and whose i ncone under the head

"Sal aries" (whether due from or paid or allowed
by, one or nore enpl oyers), exclusive of the

val ue of all benefits or anenities not provided
for by way of nonetary paynent, exceeds
twenty-four thousand rupees;

Expl anation. -For the renmoval of doubts, it is
hereby decl ared that the use of any vehicle
provi ded by a conpany or an enpl oyer for
journey by the assessee fromhis residence to
his office or other place of work, or from such
office or place to his residence, shall not be
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regarded as a benefit or anenity granted or
provided to himfree of cost or at concessiona
rate for the purposes of this sub-clause.\024

(enphasi s suppli ed)
11. Warrant is a right without obligation to buy. Therefore,
\ 023per qui site\ 024 cannot be said to accrue at the tinme when warrants
were granted in this case. Sane woul d be the position when
options vested in the enployees after |apse of 12 nonths. It is
important to note that in this case options were exercisable only
after the cooling period of 12 nonths. Further, it was open to the
enpl oyees not to avail of the benefit of option. It was open to the
enpl oyees to resign. There was no certainty that the option would
be exercised. Further, the shares were not transferable for 5
years (lock-in period). If an enployee resigned during the | ock-in
period the shares had to be retransferred. During the |ock-in
peri od, the possessi on of the shares, which is an inportant
i ngredi ent of shares, remained with the Trust. The Stock
Exchange was duly notified about non-transferability of the
shares during the lLock-in period. The shares were stanped with
the remark \023non-transferabl e\ 024 during the lock-in period. It was
not open to the enpl oyees to hypot hecate or pledge the said
shares during the |l ock-in period. During the said period, the said
shares have no realisable value, hence, there was no cash in flow
to the enpl oyees on account of mere exercise of options. On the
dat e when the options were exercised, it was not possible for the
enpl oyees to foresee the future market val ue of the shares.
Therefore, in our view, the benefit, if any, which arose on the date
when the option stood exercised was only a notional benefit
whose val ue was unascertai nable. “Therefore, in our view, the
Department had erred in treating Rs. 165 crores as perquisite
val ue being the difference inthe market val ue of shares on the
date of exercise of option and the total anmpount paid by the
enpl oyees consequent upon exercise of the said options.

12. W also do not find nerit in the contention advanced on
behal f of the Department that Section 17(2)(iiia) inserted by
Fi nance Act, 1999 w. e.f. 1.4.2000 was clarificatory and,
therefore, retrospective in nature.

13. We quot e hereinbel ow Section 17(2)(iiia), which reads as
under :
\023(iiia) the val ue of any specified security

allotted or transferred, directly or indirectly, by
any person free of cost or at concessional rate,

to an individual who is or has been in

enpl oyment of that person :

Provided that in a case where allotnment or
transfer of specified securities is made in

pur suance of an option exercised by an

i ndi vidual, the value of the specified securities
shal | be taxable in the previous year in which
such option is exercised by such individual

Expl anati on. - For the purposes of this clause, -

(a) cost nmeans the anount actually paid
for acquiring specified securities and
where no nmoney has been paid, the cost
shal | be taken as nil

(b) specified security neans the
securities as defined in clause (h) of
section 2 of the Securities Contracts
(Regul ation) Act, 1956 (42 of 1956) and
i ncl udes enpl oyees stock option and
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sweat equity shares;

(c) sweat equity shares neans equity
shares issued by a conpany to its
enpl oyees or directors at a discount or for
consi deration other than cash for
provi di ng know how or naki ng avail abl e
rights in the nature of intellectua
property rights or value additions, by
what ever nane cal |l ed; and

(d) val ue neans the difference between
the fair market value and the cost for
acquiring specified securities;\024
(enphasi s suppli ed)

14. As stated above, unless a benefit/receipt is nade taxable, it
cannot be regarded as \023i ncone\'024. This is an inportant principle of
taxation under the 1961 Act. Applying the above principle to the
insertion of clause (iiia) in Section 17(2) one finds that for the

first tine we.f. 1.4.2000the word \'023cost\ 024 stood expl ained to nean
the anmount actually paid for acquiring specified securities and

where no nmoney had been paid, the cost was required to be taken

as nil.

15. In the case of Commi ssioner of lI'ncone-Tax, Bangalore v.
B.C. Srinivasa Setty [(1981) 128 I TR 294 (SC)] this Court held

that the charging section and conputation provision under the

1961 Act constituted an integrated code. The mechani sm

i ntroduced for the first time under the Finance Act, 1999 by

whi ch \023cost\ 024 was explained in the nanner stated above was not
there prior to 1.4.2000. The new nmechani'sm stood introduced

w.e.f. 1.4.2000 only. Wth the above definition of the word \023cost\024
i ntroduced vide clause (iiia), thevalue of option becane
ascertainable. There is nothing in the Menorandumto the

Fi nance Act, 1999 to say that this new mechani sm woul d operate
retrospectively. Further, a nechani smwhich explains \023cost\024 in
the manner indicated above cannot be read retrospectively unless
the Legislature expressly says so. It was not capabl e of being

i mpl emented retrospectively. Till 1.4.2000, in the absence of the
definition of the word \023cost\024, val ue of the option was not
ascertainable. In our view, clause (iiia) is not clarificatory.

Mor eover, the neaning of the words \023specified securities\024 in
section (iiia) was defined or explained for the first tinme vide

Fi nance Act, 1999 w.e.f. 1.4.2000. Moreover, the wrds allotted

or transferred in clause (iiia) made things clear only after
1.4.2000. Lastly, it may be pointed out that even-clause (iiia) has
been subsequently deleted w. e.f. 1.4.2001. For the aforestated
reasons, we are of the view the clause (iiia) cannot be read as
retrospective.

16. Be that as it may, proceeding on the basis that there was

\ 023benefit\ 024, the question is whether every benefit received by the

person is taxable as income? In our view, it is not so. Unless the

benefit is nmade taxable, it cannot be regarded as incone. During

the rel evant assessnent years, there was no provision in | aw

whi ch made such benefit taxable as income. Further, as stated,

the benefit was prospective. Unless a benefit is in the nature of

i ncome or specifically included by the Legislature as part of

i ncome, the same is not taxable. In this case, the shares could

not be obtained by the enployees till the | ock-in period was over.

On facts, we hold that in the absence of |egislative mandate a

potential benefit could not be considered as \023i ncone\ 024 of the

enpl oyee(s) chargeabl e under the head \023sal ari es\ 024. The stock was

non-transferable and the stock exchange was al so accordingly
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notified. This is where the wei ghtage ought to have been given by
the AOto an inportant factor, nanely, lock in period. This has
not been done. It is inportant to bear in mnd that if the shares
allotted to the enpl oyee had no realizable sale value on the day
when he exercised his option then there was no cash inflow to

the enployee. It was not possible for the enployee to know the
future value of the shares allotted to himon the day he exercises
his option. Even the cost of acquisition as \023nil\024 cane to be
i ntroduced in the 1961 Act by the Finance Act, 1999 only with
effect from1l.4.2000. In fact, the later deletion of clause (iiia) is
an indicator of the Ineffective Charge.

17. For the aforestated reasons, we are of the view that the
Departnment had erred in treating Rs. 165 crores as a perquisite
val ue for the assessnment years 1997-98, 1998-99 and 1999-

2000. During those years, the fifth anniversary had not taken

pl ace and, therefore, it was not possible for the assessee conpany
to estimate the value of the perquisite during that period. It was
not open to the Departnment to ignore the |lock in period.

Therefore, the Departnment had erred in treating the respondent
herein as an assessee in default for not deducting the TDS at

30% as stated in the order of ‘assessment. This is not the case of
tax evasion. The assessee had floated the Trust because of the

buy back probl ens, which were genuine problens in cases where

the enpl oyees stood dism ssed, renoved or in the case of
resignation in which cases they were required to return the

al | ot ment.

18. Estimati on of TDS under Section 192 in the absence of clear
provi sions on val uation of \023perquisite\024 in this case woul d not
justify the Departnent in treating the respondent as assessee in
default. Therefore, in our view, the AOand the CIT(A) had erred

in treating the respondent as defaulter for not deducting TDS

under Section 192. Consequently, Section 201(1) and 201(1A)

were al so not applicable to the facts of this case and that the
Departmment had erred in invoking the said two sections agai nst

t he assessee.

19. Bef ore concl udi ng, we express no opinion-on the |aw
prevailing after 1.4.2000 except to the extent indicated
her ei nabove.

20. Accordingly, we find no nerit in these civil appeals which
stand disnissed with no order as to costs.
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