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If you are an executive with employee stock options and you make annual cash donations to your 
favorite charity or have been thinking about how to leave a legacy, then you should be aware of a 
powerful tax strategy using your employee stock options based on new tax rules announced in the 
May 2, 2006 Federal Budget.  

The Basics 
Normally, when you exercise your public company employee stock options and then immediately 
sell the stock acquired, your T4 employment income will increase by an amount equal to the gain 
in the employer stock from the strike price to the market value at exercise (i.e. the “stock option 
benefit”).  You then may be eligible to deduct 50% of this stock option benefit on line 249 of your 
T1 income tax return if your strike price is equal to or greater than the fair market value of the 
employer stock when the options were granted.  This means if you qualify for this deduction, you 
only have to pay tax on 50% of the stock option benefit at your marginal tax rate.  Ultimately, this 
results in a top tax rate on your stock option benefit similar to the top capital gains tax rate (varies 
by provinces but approximately 19-24%).  For the purposes of this document, it is assumed that 
you will qualify for this 50% stock option deduction. 

Note that for Quebec tax purposes, the stock option deduction is only 25% of your stock option 
benefit.   

The New Rules 
As a result of changes announced in the May 2, 2006 Federal Budget, you can now receive an 
additional 50% deduction against the stock option benefit on top of the normal 50% deduction (for 
a total deduction of 100%) if you donate your public company shares directly to a charity (but not 
a private foundation) in the same year of exercise and within 30 days after exercise.   This 
100% deduction will have the effect of eliminating the tax on the stock option benefit. 

For Quebec tax purposes, you will receive an additional 25% deduction against the stock option 
benefit on top of the normal 25% deduction (for a total deduction of 50%) if you donate your 
public company shares directly to a charity (but not a private foundation) in the same year of 
exercise and within 30 days of exercise.  It is unclear if Quebec will increase this additional tax 
deduction in light of the new federal tax rules.   

In addition to reducing the tax on your stock option benefit you will also receive a donation tax 
receipt equal to the fair market value of the shares donated.   This donation receipt can be used to 
reduce the tax payable on other taxable income generally dollar for dollar.  For example a 
donation receipt equal to $10,000 means that you do not have to pay tax on approximately 
$10,000 of your compensation. 

The key to this strategy is that the donation must be made in the same year of exercise and 
within 30 days of exercise.  If you expect to make donations during the year (especially near year 
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end) and you have options that are expiring this year, then consider donating a portion of the stock 
acquired upon exercise to fulfill your annual charitable giving goals in order to reduce your out-of-
pocket donation cost.   

The following numerical example illustrates the tax benefit of donating stock in the same year and 
within 30 days of exercise compared to exercising the options, selling the stock and donating the 
cash.  Assume an executive resident in Ontario has 1,000 options expiring next month (will not be 
a cash-less exercise) with a strike price of $20 per share and a market value at exercise of $50 per 
share.  The executive regularly makes cash donations every year at year-end of approximately 
$50,000 and is wondering the best way to donate this amount. 

 

 Exercise, sell stock and 
donate $50,000 of cash at 
year-end 

Exercise and donate $50,000 
worth of stock in same year 
and within 30 days of 
exercise 

Value at exercise (a) $50,000 $50,000 

Strike price ($20,000) ($20,000) 

Stock option benefit $30,000 $30,000 

Normal 50% stock option deduction ($15,000) ($15,000) 

Additional stock option deduction NIL ($15,000) 

Net taxable income $15,000 NIL 

Tax payable @ 46.4%  (b) $6,960 NIL 

Donation tax credit (c)  $23,200 $23,200 

Tax savings (c) – (b) $16,240 $23,200 

Total cost of donation (a) +(b) – (c ) $33,760 $26,800 

 

Based on the above table, the executive has saved $6,960 [$33,760 - $26,800] by donating 
$50,000 of stock in the same year and within 30 days of exercise instead of donating $50,000 of 
cash.  This savings of $6,960 is due to the tax savings related to the additional 50% stock option 
deduction 

Cash-less exercises 

In some cases, your employer will use a broker to administer the company stock option program.  
In this case, the broker will sell the stock that is acquired upon exercise, deduct your strike price 
from the sale proceeds (and possibly even deduct withholding tax) and provide you with the net 
cash.  This is called a “cash-less” exercise. 

In this case, if you direct the employer’s broker to donate the net cash to a charity (after they 
deduct your strike price) in the same year of exercise and within 30 days after exercise, then 
you will be eligible for the normal 50% deduction plus also an additional tax deduction against 
your stock option benefit.  This is the one scenario where you are eligible for the additional stock 
option deduction even though cash is donated and not shares in-kind.  However, since the broker 
is not donating cash equal to the fair market of the shares sold (since they deducted your 
strike price from the sale proceeds before donating) your additional deduction will not be 
the full 50%.  The amount of the additional deduction on top of the normal 50% deduction if you 
direct the broker to donate all the net cash upon exercise is based on the following formula: 
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Stock option benefit x 50% x  Net cash donated ___________________________ 

Fair market value on sale of employer stock before  

deducting strike price  

 

Let’s use the same example as before, however this time the executive does a cash-less exercise 
and therefore donates only the net difference of $30,000. 

 

 Cash-less exercise and 
donate net cash of $30,000 
after 30 days of exercise 

Cash-less exercise and direct 
broker to donate $30,000 
cash in same year and within 
30 days of exercise 

Value at exercise  $50,000 $50,000 

Strike price ($20,000) ($20,000) 

Stock option benefit/Net cash donated (a) $30,000 $30,000 

Normal 50% stock option deduction ($15,000) ($15,000) 

Additional stock option deduction NIL ($9,000)  (*) 

Net taxable income $15,000 $6,000 

Tax payable @ 46.4%  (b) $6,960 $2,784 

Donation tax credit (c)  $13,920 $13,920 

Tax savings (c) – (b) $6,960 $11,136 

Total cost of donation (a) +(b) – (c ) $23,040 $18,864 

(*) $30,000 x 50% x $30,000/$50,000 

In this case, the executive saves $4,176 [$23,040 - $18,864] by directing the broker to donate the 
$30,000 net cash in the same year and within 30 days of the cash-less exercise, instead of donating 
the cash after 30 days of exercise. 

If you would like to receive the full additional stock option deduction of 50% (without prorating), 
then if permitted you may consider not doing a cash-less exercise but rather pay for the exercise 
cost with other monies and donate the shares in-kind in the same year and within 30 days of 
exercise.  This will allow the full 50% additional stock option deduction on top of the normal 50% 
deduction for a total stock option deduction of 100%, which will eliminate all the tax on the stock 
option benefit. 
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Stock option calculator 

In many cases, you will not want to donate all the stock exercised but rather wish to donate only a 
portion of the shares exercised and then sell the remaining portion for diversification and/or for 
lifestyle expenses.   As a result, the donation tax credit on the portion of the shares that you donate 
can reduce the tax liability on the stock option benefit triggered on the portion of the shares that 
you do not donate.  This begs the question, what portion of my shares do I need to donate 
within 30 days of exercise so that the tax on the entire stock option exercise and sale is 
eliminated?  To answer this question, speak to your advisor as they have access to an employee 
stock option calculator, which can determine the specific number of shares (or net-cash after a 
cash-less exercise) to donate from the exercise of your stock options to eliminate all tax.  An 
example of the output from this calculator is provided at the end of this article. 

This is a great strategy to donate to your favorite charity, keep the majority of the sale proceeds for 
reinvestment or for your lifestyle expenses and eliminate the entire tax bill on the exercise of your 
employee stock options.    

Furthermore, if you have thought about leaving a legacy but are unclear the best way to do this for yourself and your family, 
then speak to your advisor about setting up your own charitable foundation.    That is, you can take advantage of these new 
tax rules and leave a legacy by exercising your stock options and then donating the stock or cash proceeds to your own 
charitable foundation.   
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Stock Option Calculator 
 
 
Assumptions
Number of options to exercise 1,000                      (enter in blue shaded cells only)
Assumed market value at exercise and 
sale 50.00$                    
Strike price 20.00$                    

Cash-less exercise (*)

Province of residence (**)

(**) Calculations below assume employee is in the top marginal tax bracket in province of residence.

Option A: Exercise options, sell all shares and retain proceeds

Value at exercise 50,000$                  
Strike price (20,000)$                
Stock option benefit 30,000$                  (A)
Stock option deduction (15,000)$                
Taxable income 15,000$                  
Net tax savings/(tax payable) (6,960)$                  (B)
Increase or (decrease) in net worth 23,040$                  (A) - (B)

Option B: Exercise options and donate all shares (or all net-cash) in same year and within 30 days 

Shares donated 1,000$                    
Value at exercise 50,000$                  (donation amount if not cash-less exercise)
Strike price (20,000)$                (C)
Stock option benefit 30,000$                  (donation amount if cash-less exercise)
Stock option deduction (30,000)$                
Taxable income -$                       
Tax payable on stock option benefit -$                       
Donation tax credit 23,200$                  
Net tax savings/(tax payable) 23,200$                  (D)
Increase or (decrease) in net worth 3,200$                    (D) - (C)

Option C:

 Number of shares to donate to 
eliminate tax 231                         

Shares donated 231$                       
Value at exercise and donation 11,538$                  
Strike price (4,615)$                  (E)
Stock option benefit 6,923$                    
Stock option deduction (6,923)$                  
Taxable income -$                       
Tax payable on stock option benefit -$                       
Donation tax credit 5,354$                    
Tax savings 5,354$                    (F)

Shares retained 769$                       
Value at exercise 38,462$                  
Strike price (15,385)$                
Stock option benefit 23,077$                  (G)
Stock option deduction (11,538)$                
Taxable income 11,538$                  
Tax payable (5,354)$                  (H)

Net tax savings/(tax payable) -$                       (F) - (H)
Increase or (decrease) in net worth 18,462$                  (G) - (H) - (E) + (F)

(*) If cash-less exercise then only net-cash (after strike price deducted) is donated by broker.  If not a cash-less exercise, then shares 
acquired are donated in-kind.

Exercise options and donate that portion of shares (or net cash) in same year and within 30 days of 
exercise to eliminate tax

Click here to determine the specific 
number of shares to donate in same year 

and within 30 days of exercise to 
eliminate all tax

Ontario

No
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The output of this calculation tool is not a financial plan and is not intended as a solicitation to purchase specific investments 
or enter into specific financial transactions. This calculation tool is provided only for your general guidance. You should 
consult your own accountant, lawyer or other professional advisor to ensure that any action you take is based on the latest 
financial information, calculation methods, taxation rules or applicable legislation.  

We make no warranties, expressed or implied, as to the accuracy or completeness of the information or output contained 
herein and shall not be liable for any losses or damages arising from any errors or omissions in such information.
TMTrade-mark(s) of Royal Bank of Canada, used under license.  RBC Investments is a registered trade-mark of Royal Bank 
of Canada, used under license.  © Royal Bank of Canada 2006.

This document has been prepared for use by RBC Dominion Securities Inc.*,  Royal Mutual Funds Inc., RBC Private Counsel 
Inc., and RBC DS Financial Services Inc. (hereinafter referred to as we or us as required by context), member companies 
under RBC Investments. The member companies, Royal Bank of Canada, Royal Trust Corporation of Canada and The Royal 
Trust Company are separate corporate entities which are affiliated.  In Quebec, financial planning services are provided by 
Royal Mutual Funds Inc. or RBC DS Financial Services Inc. and each is licensed as financial services firms in that province.  
*Member CIPF 
The output of this calculation tool including any analyses, tables, guidelines, discussions, charts or scenarios are based on 
the information you have provided to us regarding your personal financial circumstances and objectives.  In deriving or 
calculating its output, this calculation tool may make use of assumptions in respect of the following factors: interest rates, 
inflation rates, rates of return, taxation rules or other related assumptions. These assumptions are subject to rapid change 
over time. The assumptions, calculation methods or output of this calculation tool may differ substantially from the 
assumptions, calculation methods or opinions of taxation or other regulatory authorities or your own accountant, lawyer or 

RBC Dominion Securities Inc. 
RBC Dominion Securities Inc.* and Royal Bank of Canada are separate corporate entities which are affiliated. *Member CIPF. ®Registered trademark of Royal Bank of
Canada. Used under licence. ©Copyright 2006. All rights reserved. 

The information contained in this report has been compiled by RBC Dominion Securities Inc. (“RBCDS-Canada”) from sources believed by it to be reliable, but no
representations or warranty, express or implied, is made by RBCDS-Canada or any other person as to its accuracy, completeness or correctness. All opinions and estimates
contained in this report constitute RBCDS-Canada’s judgment as of the date of this report, are subject to change without notice and are provided in good faith but without
legal responsibility. This report is not an offer to sell or a solicitation of an offer to buy any securities. RBCDS-Canada and its affiliates may have an investment banking or
other relationship with some or all of the issuers mentioned herein and may trade in any of the securities mentioned herein either for their own account or the accounts of their
customers. RBCDS-Canada and its affiliates also may issue options on securities mentioned herein and may trade in options issued by others. Accordingly, RBCDS-Canada
or its affiliates may at any time have a long or short position in any such security or option thereon. The securities discussed in this report may not be eligible for sale in some
states or in some countries. Neither RBCDS-Canada or any of its affiliates, nor any other person, accepts any liability whatsoever for any direct or consequential loss arising
from any use of this report or the information contained herein. Any U.S. recipient of this report that is not a registered broker-dealer or a bank acting in a broker or dealer
capacity and that wishes further information regarding, or to effect any transaction in, any of the securities discussed in this report, should contact and place orders with RBC
Capital Markets Corporation, a U.S. registered broker-dealer affiliate of RBCDS-Canada, at (212) 361-2619, which, without in any way limiting the foregoing, accepts
responsibility (within the meaning, and for the purposes, of Rule 15a-6 under the U.S. Securities Exchange Act of 1934), for this report and its dissemination in the United
States. This report may not be reproduced, distributed or published by any recipient hereof for any purpose. 
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