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Stock options received significant
attention in the last decade from var-

ious stakeholders. Initially, the attention
focused on the excessive payouts to exec-
utives as the financial markets soared.
With the financial market meltdown, the
attention suddenly shifted to whether to
address the vast amounts of underwater
options held by executives. Now, the fed-
eral government has turned its attention
to the tax treatment of stock options in
its March 4, 2010 budget (Budget).1 The
Budget proposes to eliminate certain tax
benefits associated with stock options.
Yet, even after eliminating the preferen-
tial tax treatment, stock options can be
an appropriate form of compensation
when properly designed and awarded. 

This newsletter reviews the key
changes proposed in the Budget and in
the Quebec budget, the terms of stock
option plans that should be reviewed in
light of these budgets and, as usual, out-
lines recent securities updates.

Pre-Budget Tax Regime
Stock Option Deduction

The grant to an executive of a stock
option generally does not give rise

to a taxable event to the executive. This

assumes the stock option was granted
with an exercise price at least equal to
the fair market value (FMV) of the share
underlying the grant. This is consistent
with the requirements of the Toronto
Stock Exchange applicable to listed
issuers.2

Assuming the stock option was
granted by a public company with an
exercise price at least equal to the FMV
of the underlying share, the executive
would generally be taxed when exercis-
ing the stock option to acquire the
underlying share. The amount by which
the share price at the time of exercise
exceeds the exercise price of the stock
option is the amount that is taxable and,
commonly, is referred to as the “in-the-
money” amount. 

The Income Tax Act (Canada) (ITA)
generally provides for an income deduc-
tion of 50 per cent (only 25 per cent in
Quebec) of the in-the-money amount,
referred to as the “stock option deduc-
tion”, provided certain conditions are
met.3 The impact of the stock option
deduction is that the stock option is
effectively taxed at capital gains rates.
This effectively puts the executive in the
same position as though the executive
had acquired stock at the time of the

From the Editor
This newsletter comments on the aspects of the 2010 federal budget that impact the tax treatment of stock options. I am
delighted to welcome comments on the 2010 Quebec budget implications from Stephan Scott Trudeau, formerly VP and Gen-
eral Counsel at ABB Inc. and now Counsel at Davis LLP, a leading full service law firm with offices across Canada and in Japan.
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grant of the stock option and sold it
upon exercising the stock option.

Share Appreciation Rights
A share appreciation right (SAR) is a
right to receive the in-the-money
amount on exercising the SAR, in the
form of cash or shares, depending on
the terms of the SAR. Exercising SARs,
unlike stock options, does not require
the holder to use his or her money to
buy the share and then sell it in order to
receive the in-the-money amount, in
addition to paying transaction fees. 

SARS can be granted on a stand-alone
basis or in tandem with a stock option,
which affects their tax treatment. Cash-
settled stand-alone SARs do not receive
any beneficial tax treatment. On exer-
cise, the in-the-money amount is fully
taxable as employment income without
any deduction. 

Cash-settled SARs granted in tandem
with stock options under the pre-Budget
tax regime received the same beneficial
tax treatment as stock options – namely,
the benefit of the stock option deduc-
tion. As such, a cash-settled tandem SAR
achieved the best of both worlds: the
executive received cash compensation
that was effectively taxed at capital gains
rates; and, the organization was able to
deduct the expense. As described below,
the Budget proposes to change this tax
structure.

Budget Impact
SARs Double Deduction
Eliminated

The Budget proposes to eliminate the
ability of both the employer and the

employee to claim a deduction under
the ITA upon exercising cash-settled
SARs granted in tandem with stock
options. Pursuant to the Budget, only
the employer can claim the deduction
for the cash disbursement, unless the
employer makes an election in a pre-
scribed form to waive it. The employee
would be eligible to claim the stock
option deduction if: the employer makes
an election in a prescribed form not to

take its deduction; the employer pro-
vides a copy of the election to the
employee; and, the employee files the
election in the year the employee claims
the stock option deduction. These meas-
ures would apply to dispositions of stock
options after 4:00 p.m. Eastern Standard
Time on March 4, 2010.

Income Deferral Eliminated
Pursuant to the federal budget in 2000,

an employee of a public company could
elect to defer the income inclusion of the
in-the-money amount, from the year of
exercise, to the year the shares were sold,
to a maximum of $100,000. The Budget
proposes to eliminate this deferral for
stock options exercised after 4:00 p.m.
Eastern Standard Time on March 4,
2010. The Budget does not affect the
deferral of the stock option benefit for
employees of Canadian controlled pri-
vate companies (CCPCs).5

Special Relief for Historical Tax
Deferrals

The financial market meltdown over
the last couple of years significantly
depressed the prices of the common
share of many companies. This nega-
tively impacted many stock option hold-
ers who exercised their stock options
before the meltdown and elected to
defer their tax liability to the date of dis-
position of the shares. Some of those who
have had to sell their shares while prices
are depressed have incurred tax liabili-

ties greater than their proceeds on sell-
ing the shares. The Budget proposes spe-
cial tax relief in these situations.
Essentially, the special tax relief would
limit the tax liability to the proceeds of
the sale (two-thirds of the proceeds for
residents of Quebec), taking into
account the tax benefit of the capital loss,
provided the shares are sold before 2015. 

Withholding Obligation Clarified
The Budget proposes to clarify an

employer’s obligation to remit taxes on
the exercise of stock options, even when
stock options are exercised and the
shares acquired are held, rather than
sold. The Budget clarifies that taxes
must be remitted in respect of the in-
the-money amount as if the benefit had
been paid to the employee as a cash
bonus. If the stock option deduction is
available to the employee, the deduc-
tion can be taken into consideration in
determining the amount of taxes to be
remitted on the exercise of the stock
option. The remittance requirement
applies to benefits arising on the
issuance of securities after 2010. There
is a limited exception to the employer’s
remittance obligation for stock options
granted before 2011 if there was a pre-
existing agreement in writing entered
into before 4:00 p.m. Eastern Standard
Time on March 4, 2010, which
restricted the employee from disposing
of the shares for a period of time after
the acquisition.

A Director’s Guide to 
Executive Compensation    

2 Published by Thomson Reuters Canada Ltd.

Approximately 78,000 Canadian tax payers took advantage of the stock option
deduction in 2007, claiming an average of $53,000 and a total aggregate

value of $4,130 million. The amounts they claimed can be broken down further
as follows: 
•About 32,000 (41%) claimants earned less than $100,000 and the amount they
claimed was only 2% of the aggregate value of the deduction

•About 38,000 (48%) claimants earned $100,000 to $500,000 and the amount
they claimed was 22% of the aggregate value of the deduction

•About 8,000 (10%) claimants earned more than $500,000 and the amount they
claimed was 75% of the aggregate value of the deduction, their average amount
being $393,000.4

Stats on Deduction Claims



Practical Considerations

Despite the restrictions proposed in
the new Budget, stock options con-

tinue to be an appropriate form of com-
pensation when properly instituted and
awarded. Stock options are one of the
rare forms of compensation that can be
awarded to executives on a tax effective
basis, if implemented to benefit from the
stock option deduction. Also, stock
options allow executives to benefit from
growth in an organization only from the
date of award; not its historical growth
prior to the date of the award, the value
of which the executive may not have con-
tributed to, particularly if he or she only
recently joined the organization. Given
that stock options can still benefit com-
panies and executives, they can continue
to form part of an executive’s compensa-
tion package. However, given the
changes proposed in the Budget, com-
panies should review their stock option
plans, awards and communications to: 
•Assess if the company committed to
ensuring the executive would benefit
from the stock option deduction; and,
if so, assess the cost to the company of
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By Stephan Scott Trudeau, Davis LLP

On March 30, 2010, Québec Finance Minister Raymond Bac-
hand tabled the 2010-2011 provincial budget (the “Québec

Budget”).6 The Québec Budget noted that the province would
adopt measures similar to those taken by the federal government
as announced in its Budget, particularly those regarding the tax
treatment of stock options.

The Québec Budget therefore eliminates the double deduction associated with
a cash-settled tandem SAR. Under this measure, the employee deduction of 25%
of the in-the-money amount can now be claimed by the employee only when the
employee actually acquires securities from the employer, or if the employer
makes an election to forgo the deduction for the cash payment pursuant to a
cash-settled tandem SAR. 

The Québec Budget also eliminates the existing tax deferral election of the in-
the-money amount made available to employees of publicly-traded companies.
Much like the Budget, the Québec Budget does not affect the tax deferral of the
in-the-money amount by employees of CCPCs or mutual fund trusts.

Finally, the Québec Budget provides tax relief to those individuals who exer-
cised their stock options prior to the financial markets meltdown and elected to
defer tax liability to the date of disposition. Subject to certain conditions, and
when the value of the optioned securities is less than the tax that was deferred,
employees can be eligible for certain tax benefits.
Thanks for the contribution of Stephan Scott Trudeau, Counsel at Davis LLP, specializing
in Corporate and Commercial Law, including matters related to the duties of directors and

officers of corporations. Davis LLP is a leading full-service law firm providing
comprehensive legal services to clients through offices across Canada and in Japan.

Québec Adopts Federal Budget Harmonization Measures

CCaannaaddiiaann  CCoommppeennssaattiioonn  &&  BBeenneeffiittss  RReeppoorrtteerr
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OOrr  ccaallll::  11--880000--338877--55116644

HEIGHTENED ACTIVITY in corporate gov-
ernance and accountability — accom-
panied by frequent stories of “skyrock-
eting” executive compensation — has
human resources looking for reliable
data to justify its hiring and compensa-
tion strategies. 

Salary surveys are an essential tool
for managing compensation expense
and benchmarking jobs against the
competition. And with a tight labour
market and the mounting focus on
attraction and retention strategies,

they provide a snapshot of what’s hap-
pening or emerging in the market-
place so organizations can assess year-
to-year or even month-to-month
changes.

In pressure regions such as Alberta,
employers use these surveys to better
understand how quickly budgets need
to be adjusted to stay competitive and
attract top talent. 

“Those situations can happen at any
time of the year so it helps to have
good market data to understand the
range of pay that’s out there,” says
Danielle Bushen, national market
leader for information product solu-
tions at Mercer Human Resource
Consulting in Toronto.

Similarly, when it comes to retain-

ing employees, the data assists a
company in gauging its pay relative to
the market by benchmarking a cross-
section of jobs. More companies are
also giving mid-year increases in com-
pensation so timely results are often
needed.

But Carolyn McKnight, manager of
surveys at management consulting
firm Hay Group in Toronto, says it can
be difficult to get accurate data in
really hot markets when no one wants
to share their secrets. She cautions
against reacting too quickly to every-
thing.

“You may throw out your pay scales
and be fighting for years to get them
back to a normal position. A lot of
these things won’t last,” says
McKnight. “You have to balance the
two — get the people you want but
don’t mess up everything you have
going because you spend a lot of time
setting up pay scales that make sense.” 

So how are salary surveys
changing with the times?

Long-term incentives
As compensation packages continue
to evolve and become more complicat-
ed, surveys are providing a better
understanding of the details and value
of long-term incentives such as profit-
sharing and stock options. 

These are just as important as base
salary, says Gail Evans, president of
Wynford Group in Calgary, a manage-
ment consulting firm.

“We’re seeing a lot more use of
incentives, short-term and long-term,
for key positions,” she says, and com-
panies are keen to learn more about
the philosophies or policies of other
organizations through survey results. 

Targets versus actuals
Companies are also taking a better
look at target levels (prospective pay)
and actual annualized payments
(salary and bonus given out at the
time of the survey). When the two are
different, it’s a matter of looking at the
previous year to understand the per-
formance of the company, the individ-
ual or the market, says Bushen.

“In aggregate, if it looks like the
actuals are below target that would
suggest it hasn’t been a great year in
the economy. If payouts are generally
a lot higher, it’s been a good year and
employees are reaping the benefits
and payouts are actually much higher
than employers had planned,” she
says. “So those are very useful tools.”
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the foregone tax deduction 
•Assess if the company has the authority
to override an executive’s election to
receive a cash-settled SAR

•Assess if the company needs to clarify or
comment on the elimination of the
election to defer stock option benefit 

•Assess which stock options, if any, will
be granted in the future with cash-set-
tled tandem SARs

•Assess if the company maintained its
right to withhold income tax on the
exercise of stock options and assess how
the withholding will be handled if stock
options are exercised and the stock is
held

Securities Updates
OSC

On August 17, 2010, the Ontario
Securities Commission released its

annual report for 2010. The following is
noteworthy.
•There were 16 proceedings involving
32 respondents, down from 21 and 46,
respectively in the prior year

•There were 18 cease trade orders and
18 director and officer bans, down from
23 and 29, respectively in the prior year

•Penalties, disgorgement orders and set-
tlement amounts totalled approxi-
mately $36 million, down from
approximately $86 million in the prior
year, of which $68 million was the
repayment by three individuals to
Research In Motion Ltd. pursuant to a
settlement with the OSC.7

CSA

On April 30, 2010, the Canadian
Securities Regulators (CSA)

released CSA Staff Notice 55-315 - Fre-
quently Asked Questions about National
Instrument 55-104 Insider Reporting
Requirements and Exemptions to assist
reporting insiders with respect to the
new regime and to promote consistency
in electronic filings on the System for
Electronic Disclosure by Insiders
(SEDI).8

On June 11, 2010, the CSA released:
•CSA Staff Notice 55-312 - Insider Report-
ing Guidelines for Certain Derivative Trans-
actions (Equity Monetization (Revised),
which revised the notice first published
on February 27, 2004

•CSA Staff Notice 55-316 Questions and
Answers on Insider Reporting and the Sys-
tem for Electronic Disclosure by Insiders

(SEDI), which replaces CSA Staff Notice
55-308 - Questions on Insider Reporting
and CSA Staff Notice 55-310 - Questions
and Answers on the System for Electronic
Disclosure by Insiders (SEDI)9

On July 9, 2010, the CSA announced
the Results of Continuous Disclosure
Reviews for Fiscal 2010. Of the 4,200
reporting issuers, other than investment
funds, subject to regular reviews, 1,351
were reviewed. This represents a 23 per
cent increase from fiscal 2009, mainly due
to the completion of the International
Financial Reporting Standards (IFRS)
transition disclosure reviews. The results
of this year’s reviews are as follows:
•43 per cent were required to enhance
future filings

•9 per cent were proactively alerted to
specific areas where disclosure
enhancements should be considered

•16 per cent were required to amend or
re-file certain documents, some of
which included the Form 51-102F6
Statement of Executive Compensation

•4 per cent had critical deficiencies and
may be added to the default list, issued
a cease trade order or referred to
Enforcement.

•28 per cent required no changes.10
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1 Department of Finance Canada, Budget 2010: Leading the Way on Jobs and Growth; online: http://www.budget.gc.ca/2010/plan/toc-tdm-eng.html
(Budget).

2 Toronto Stock Exchange, TSX Company Manual (Toronto: CCH, 2006) s. 613.
3 Income Tax Act, R.S.C. 1985, c. 1 (5th Supp.) (ITA) s. 110(1)(d). Special rules apply to Canadian controlled private companies.
4 Budget, supra note 1 at Annex 5 p. 353.
5 Under the ITA, when a CCPC, as defined therein, agrees to sell or issue common shares to an executive, the benefit to be included in income is

generally delayed until the year in which the executive disposes of the shares.
6 Finances Québec, Budget 2010-1011: Choices for the Future; online: http://www.budget.finances.gouv. qc.ca/ Budget/2010-

2011/en/documents/BudgetPlan.pdf.
7 Ontario Securities Commission 2010 Annual Report, online: http://www.osc.gov.on.ca/static/_/Annual Reports/2010/index.html.
8 CSA Staff Notice 55-315 - Frequently Asked Questions about National Instrument 55-104 Insider Reporting Requirements and Exemption (2010) 33 O.S.C.B. 3910.
9 CSA Staff Notice 55-312 - Insider Reporting Guidelines for Certain Derivative Transactions (Equity Monetization (Revised) (2010) 33 O.S.C.B. 5205; CSA Staff

Notice 55-316 Questions and Answers on Insider Reporting and the System for Electronic Disclosure by Insiders (SEDI)(2010) 33 O.S.C.B. 5217.
10 Canadian Securities Administrators Announce Results of Continuous Disclosure Reviews for Fiscal 2010, online: http://www.securities-

administrators.ca/aboutcsa.aspx?id=914.

A comprehensive review of executive compensation in Canada is available in the
regularly updated loose-leaf book published by Carswell, a Thomson Reuters business,

titled “Executive Compensation: A Director’s Guide” by Nadine Côté. 

This newsletter reflects the views of the author(s) and is provided only for informational purposes. It does not constitute legal, tax, accounting,
compensation consulting or other professional advice and cannot reasonably be relied upon as providing such advice. Your inquiries on these
matters may be directed to Nadine Côté at ncote@bell.blackberry.net.
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