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The Unexpected Tax Benefits of Post-Vest Holding
Requirements in Canada

Canada offers extra tax benefits for equity awards with mandatory holding periods, making
them even more attractive to employers. We explain how to maximize the benefits.

Share awards subject to post-vest holding requirements are an emerging trend in the United States (US) that will
likely increase in popularity in Canada because of tax and accounting-related benefits. In the US, there are
accounting discounts for post-vest holding requirements, but the Canadian tax system provides additional
benefits. This article explores what these tax benefits are and recommendations for designing post-vest hold
requirements that comply with the Canadian regulatory environment.

How to Apply Discounts

Post-vest holding requirements are a different, and in many cases better, approach to obtaining the governance
benefits of minimum shareholding requirements. A minimum shareholding approach requires that an executive’s
investment portfolio contain at least a specified number of employer shares, whereas a post-vest holding period
requires that the specific shares obtained under an equity award continue to be held for a minimally required
period of time. Minimum shareholding requirements are viewed favorably by both institutional shareholders and
proxy advisory firms, and generally improve an issuer’s governance ratings, which can provide a boost to say-on-
pay results. Yet, while the minimum shareholding approach provides greater flexibility and high-level benefits to a
company, the tax benefits associated with shares that carry post-vest holding restrictions ultimately makes them
more preferable to employers and award recipients.

There is typically a reduction in the fair value of shares with post-vest holding periods since these provisions
result in a temporary loss of liquidity. For accounting purposes, the expense to be recognized for compensation
paid in shares is based on fair value and its reduction translates directly into reduced compensation expense for
companies.

In Canada, holding requirements can also result in a reduction in tax for the executive. Under Canadian tax rules,
holding requirements that reduce the value of a share also reduces the taxable value of the benefit obtained by an
executive receiving the share; therefore, executives will report a smaller taxable income from the awards. The
adjusted cost base for the purposes of calculating capital gains or losses upon disposition of the share is equal to
the executive’s taxable benefit upon receipt of the share. All proceeds of disposition greater than the taxable
benefit will be treated as a capital gain and will be taxed at half the regular rate.
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Below is a simple example which assumes the following facts:

» The fair value of XYZ Company shares on the open market is $10 at vesting
* The total value of the award that vests is $100,000
= Executive A and Executive B receive a stock award that vests at $100,000
= The awards have a tax rate of 50%
Now, for the specifics about the awards:
» Executive A receives $50,000 worth of Restricted Shares (7,143 shares with a value of $7 each) and
$50,000 is remitted in withholding tax

] These shares are subject to a three-year post-vest holding requirement, reducing the share’s
fair value from $10 to $7 (a 30% reduction)

= Executive B receives $50,000 worth of unrestricted shares (5,000 shares at $10 each) and $50,000 is
remitted in withholding tax

] These shares have no post-vest holding requirement

» Both executives eventually sell the shares for $20 per share
Here’s how we calculate the total tax payable for the Executives:

= Executive A’s cost base is $50,000 ($7 x 7,143)

= Executive B’s cost base is $50,000 ($10 x 5,000)

= Executive A’s proceeds of disposition are $142,857 ($20 x 7,143)
= Executive B’s proceeds of disposition are $100,000 ($20 x 5,000)
= Executive A’s capital gain is $92,857 ($142,857 - $50,000)

= Executive B’s capital gain is $50,000 ($100,000 - $50,000)

= Only 50% of the capital gain is subject to tax. Taxable capital gain is therefore $46,429 for Executive A
and $25,000 for Executive B

= Executive A’s tax payable in respect of her proceeds of disposition is $23,214 (50% of $46,429)
= Executive B’s tax payable in respect of his proceeds of disposition is $12,500 (50% of $25,000)

The net benefit for Executive A under these assumptions is $119,645— almost 37% greater than
Executive B’s net benefit of $87,500. Meanwhile, the accounting compensation expense for Executive A
and B is the same at $100,000.

Some might take the position that the number of shares granted to the executives should be determined using
their cost on the market; therefore, only the calculation of the taxable benefit should incorporate the lesser fair
value of the restricted shares. What follows is a comparison of Executives A and B under that scenario:

= Both receive 5,000 shares
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»  $50,000 of withholding tax is remitted in respect of Executive B giving a total settlement value and
compensation expense of $100,000

» For Executive A the value of the taxable benefit in respect of the shares is only $35,000 ($7 x 5,000). Of
the $50,000 cash portion, taxes are fully paid with respect to both the shares and the cash itself with a
withholding remittance of $42,500. This leaves Executive A with $7,500 in tax-paid cash.

»= Executive A uses the $7,500 to purchase 750 additional shares
= As before, both executives eventually sell for $20 per share

The net benefit for Executive A under these assumptions is $96,875 with a compensation expense of
$85,000. The net benefit for Executive B is $87,500 with a compensation expense of $100,000.

Clearly, under either calculation, Executive A with post-vest holding requirements realizes a material cost-savings
benefit.

Next Steps

In our discussions about post-vest holding requirements in the US, we’ve focused a lot on the accounting savings
for employers. In Canada, we’re able to expand the cost savings to the individual employees who realize a tax
benefit for shares with post-vest holding requirements. While holding requirements may not suit all circumstances,
they merit consideration by compensation committees and senior management at Canadian companies to see
what cost savings for both companies and employees can result.

To learn more about the potential benefits of mandatory post-vest holding requirements, please visit our website:
radford.com/mandatory holding_periods/. To speak with a member of our compensation consulting group about
equity plan design issues, please write to consulting@radford.com.
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About Radford

Radford delivers compensation data and advice to technology and life sciences companies. We empower the
world’s most innovative organizations, at every stage of development, to hire, engage and retain the top talent
they need to do amazing things. Today, our surveys provide in-depth compensation insights in more than 80
countries to 3,000 participating organizations and our consultants work with hundreds of firms annually to design
rewards programs for boards of directors, executives, employees and sales professionals. Radford is part of Aon
Hewitt, a business unit of Aon plc (NYSE: AON). For more information on Radford, please visit radford.com.

About Aon Hewitt Equity Services

The Equity Services practice at Aon Hewitt works with top HR and finance leaders at technology, life sciences
and general industry companies to design, value and communicate equity awards and other complex
compensation programs. With a team of valuation and actuarial professionals across the US and global markets,
the practice provides a full suite of advisory services covering equity expensing, financial reporting assistance for
ASC Topic 718 and IFRS2, relative TSR plan design, proxy advisor policy modeling, golden parachute
calculations, sabbatical plan valuations and more. To learn more, please click visit radford.com/home/valuation.

About Aon Hewitt

Aon Hewitt empowers organizations and individuals to secure a better future through innovative talent, retirement
and health solutions. We advise, design and execute a wide range of solutions that enable clients to cultivate
talent to drive organizational and personal performance and growth, navigate retirement risk while providing new
levels of financial security, and redefine health solutions for greater choice, affordability and wellness. Aon Hewitt
is the global leader in human resource solutions, with over 35,000 professionals in 90 countries serving more than
20,000 clients worldwide across 100+ solutions. For more information on Aon Hewitt, please visit aonhewitt.com.

This article provides general information for reference purposes only. Readers should not use this article as a replacement for legal,
tax, accounting or consulting advice that is specific to the facts and circumstances of their business. We encourage readers to consult
with appropriate advisors before acting on any of the information contained in this article.

The contents of this article may not be reused, reprinted or redistributed without the expressed written consent of Radford. To use
information in this article, please write to our team.

© 2016 Aon plc. All rights reserved
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