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CRA outlines potential changes to RSU sourcing methodology

Executive summary

For Internal Interpretation 2019-083221117(E) Cross-
border Restricted Share Units, the Canada Revenue Agency
(CRA) introduces a new methodology for sourcing
restricted share unit (RSU) benefits that it refers to as the
“Hybrid Methodology.” Under the Hybrid Methodology, the
“in the money portion” of the RSU is sourced to employee
workdays in the year of grant, and any increase in value of
the RSU is sourced to the vesting period. This approach has
the potential to complicate the process of sourcing RSU
awards.

Background: 2019-083221117(E) cross-border restricted
share units

An RSU generally represents the right of an employee to
acquire a share or equivalent cash value following the
satisfaction of vesting conditions.

In situations involving internationally mobile employees, it
is necessary to determine the portion of the benefit that is
earned for services performed inside and outside Canada.
This process is referred to as “sourcing” and is relevant for
determining the portion of the benefit that is taxable in Canada
(in the case of a non-resident employee) or determining the
applicable foreign tax credit.

The determination of the jurisdiction in which the benefit is
earned is always a question of fact. That said, the most
common approach typically involves sourcing an RSU benefit

to Canada based on employee workdays in Canada during the
RSU vesting period divided by the total employee workdays
over this period, assuming the RSU plan is forward looking
and not attributable to past services. This approach is
similar to the Organisation for Economic Co-operation and
Development (OECD) guidance for stock options that was
adopted by the CRA in 2012.

This technical interpretation introduces the “Hybrid
Methodology,” a new method for sourcing RSU benefits
when employment is exercised within and outside of
Canada. The CRA suggests that sourcing under the Hybrid
Methodology should comprise the following steps:

1. Separate the “in the money" portion of RSU benefits at
the date of grant (the ITM Portion) and the portion of
RSU benefits relating to the increase in fair market
value of the underlying shares from the date of grant
to the date of vesting (the FMV Portion).

2. TheITM Portion at the date of grant generally pertains
to past services and is sourced to the jurisdiction in
which the employment services were rendered in the
year in which the RSUs were granted (if there are
multiple jurisdictions, in proportion to the employment
period exercised in each jurisdiction in that year).

3. The FMV Portion generally pertains to services
rendered during the vesting period and is sourced in
proportion to the employment exercised in each
jurisdiction between the date of grant and the date of
vesting.
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The CRA notes the Hybrid Methodology should be applied regardless of whether:

>

The relevant employee was a resident of Canada or a foreign jurisdiction
at the time the relevant RSUs were granted

The RSUs all vest on a single day or vest over a period of time

The RSUs are settled in cash or through the issuance of shares of the
capital stock of the corporate employer

The RSUs are subject to section 7

As the CRA notes, the sourcing of benefits is a question of fact and “should
be done by examining all of the relevant facts, including the RSU plan documents
and the individual award agreements.”

Implications
The Hybrid Methodology has the potential to cause some difficulties:

>

The Hybrid Methodology will make sourcing benefits more complex as
there will be different calculations for the year of grant and subsequent
years in the vesting period.

Many countries follow the OECD guidance and source RSUs based on
employee workdays between the date of grant and the date of vesting.
Since RSUs are full-value awards, they will always have an “in the
money" portion. The Hybrid Methodology will typically assign more
weight to the year of grant as opposed subsequent years in the vesting
period. This may give rise to mismatches between taxable amounts in
various jurisdictions, resulting in the denial of foreign tax credits and/or
potential double taxation.

The CRA provides an example in the document where RSUs are granted
on 31 December 2020. Given this example, there is perhaps a stronger
case to apply the “in the money" amount to the calendar year, but RSUs
can be granted at the commencement of a fiscal period or at a point of
time within the fiscal period. It is a question whether the rationale for
attributing the “in the money"” amount to the remaining days in the fiscal
period would apply in this scenario.

As sourcing is a question of fact, consideration should be given as to
whether the Hybrid Methodology would apply to the particular facts and

circumstances under which the RSUs were granted, and whether the plan

documents suggest the award was attributable to prior-year services.
For example, if the RSUs have a substantial risk of forfeiture, it would
weaken the argument that the Hybrid Methodology should be used on
the basis that the benefit has not yet been earned.
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