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Companies that offer employee stock option plans should consider whether to make 
changes before new rules are enacted later in 2019. In the 2019 federal budget, Finance 
announces that it will introduce a cap to the preferential personal tax treatment under the 
current employee stock option tax regime. Finance indicates that this cap would apply to 
stock option plans of “large, long-established, mature” companies, but does not include 
further details, which it says it will release before the summer of 2019. Finance also notes 
that any changes will only apply on a go-forward basis. 

Although the budget announcement leaves some uncertainty as to how the rules will 
ultimately apply, companies may want to now consider the timing of granting stock options 
and other stock-based awards, in anticipation of full details of the new stock option cap. In 
addition, companies should prepare to implement tracking and monitoring for stock option 
grants and the application of the cap, to help differentiate the number of options eligible for 
the stock option deduction. 

Background 
Under the current tax rules, employee stock options receive preferential personal tax 
treatment in the form of a deduction (the “stock option deduction”). As a result of this 
deduction, employment income is effectively taxed at rates similar to capital gains. 

Generally, where a stock option is granted to an employee of a public company and the 
exercise price is equal to the value of the shares at the time the option is granted, the 
employee includes in taxable income, at the time the option is exercised, the amount by 
which the fair market value of the shares at the date of exercise exceeds the option 
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price. In addition, the employee may deduct 50% of that amount as a “stock option 
deduction” if certain conditions are met.  

Relief is also provided where stock options are granted in Canadian controlled private 
corporations (CCPCs). In this case, the option price may be less than the fair market 
value of the share at the time the option is granted and the timing of taxation is deferred 
until the stock is sold. In addition, the employee may claim a deduction equal to 50% of 
the stock option benefit, provided that the share is held for two years.  

The stock option deduction is not automatic and is subject to certain conditions. If the 
conditions are satisfied, this deduction applies to stock options granted to Canadian 
employees of companies, regardless of their size and history.  

Under the current rules, an employer is not entitled to a corporate tax deduction for the 
stock option benefit when it issues securities under the plan. Generally, where options 
are cash-settled instead, an employee may only be entitled to the stock option deduction 
if the employer elects to forego a corporate tax deduction for the stock option expense.  

Finance proposed changes to these rules in the 2019 federal budget (see TaxNewsFlash-
Canada 2019-11, “2019 Federal Budget Highlights”). 

 
Budget proposes new stock option cap 

The 2019 federal budget proposes to apply a $200,000 annual cap on employee stock 
option grants that may be eligible for the stock option deduction. The cap would be 
calculated by reference to the fair market value of the underlying shares on the date of 
grant. According to Finance, this cap would apply to employees of “large, long-established, 
mature” companies, while there would continue to be no cap for “start-ups” and “rapidly 
growing” Canadian businesses. 

The budget includes an illustrative example which considers a situation where the 
executive of a “large, long-established, mature” company is granted stock options to 
acquire 100,000 shares of the employer at a price of $50 per share, which is also the fair 
market value of the share on the date of grant. Since the fair market value of the underlying 
shares ($5 million) exceeds the $200,000 cap, the new rules cap the stock options that can 
receive preferential tax treatment. Although 4,000 options will continue to receive 
preferential tax treatment (i.e., $200,000 / $50), the stock option benefit associated with the 
remaining 96,000 options will be included in the individual’s income and taxed at full 
ordinary income rates and, importantly, based on the example in the budget, be deductible 
for corporate income tax purposes.  

When the executive exercises the options, he or she would include $1.92 million in ordinary 
income for shares that appreciated in value to $70, and only $80,000 of the benefit would 
receive preferential personal income tax treatment, as follows: 

https://assets.kpmg/content/dam/kpmg/ca/pdf/tnf/2019/ca-2019-federal-budget-highlights.pdf
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 Current rules Proposed rules 

Taxable income inclusion from exercising 
options (($70 - $50) x 100,000) $2,000,000 $2,000,000 

Less: Stock option deduction 

Current rules:  (50% x ($70- $50) x 100,000 
options)                                             
Proposed rules: (50% x ($70 - $50) x 4,000 
options) 

($1,000,000) ($40,000) 

Taxable income $1,000,000 $1,960,000 

 

As a result, the executive would include approximately $1 million more in his or her taxable 
income than under the current rules. However, this example appears to allow the company 
a corporate tax deduction that is not available under the current rules. Specifically, it 
appears based on the federal budget example that the portion of income corresponding to 
the options not eligible for the preferential personal tax treatment (i.e. the $1.92 million) 
would qualify for this deduction. 

KPMG observations 
The proposed stock option cap is a significant change in the tax treatment of stock 
options. Specifically, the proposal introduces a considerable increase in the personal tax 
burden of executives and may allow a corporate tax deduction that has not previously 
been available. Finance’s promised release of further details before the summer of 2019 
will be highly anticipated, since many aspects in this proposal require clarification.  

Among other uncertainties, Finance has yet to define the meaning of “large, long-
established, mature” and “start-up and rapidly growing” companies. In addition, it’s 
unclear whether, and how, this change may affect the employees of Canadian 
subsidiaries of foreign corporations. Finance will have to clarify whether its phrase 
“large, long-established, mature” refers to Canadian companies only, or whether it will it 
look at the parent company as well to make this determination. 

In addition, Finance will likely have to address what happens where there is significant 
growth in a company. Specifically, it’s unclear when Finance will determine whether a 
company is considered to be “large, long-established, mature”, and whether there will be 
separate tracking of the options granted if the company is later considered to have 
attained “large” status. 

Further, since the proposals seem to include a corporate tax deduction for the portion of 
the stock option benefit that is not eligible for the stock option deduction, it’s not yet 
clear whether the corporate tax deduction will now be available for all categories of 
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currently non-deductible stock awards — not just stock options — that are also ineligible 
for the stock option deduction. 

Note also that Quebec has different rules on stock options, including a 25% deduction 
(instead of 50%) for Quebec tax purposes. It will be interesting to see how Quebec responds 
to the new proposed federal measures.   

 
We can help 

Your KPMG adviser can help you assess the effect of the new proposed stock option cap 
and other tax changes in this year’s federal budget on your personal finances or business 
affairs, and point out ways to realize any benefits or ease their impact. We can also keep 
you abreast of the progress of these proposals as they make their way into law. 
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