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Reasons why equity compensation is so

popular
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¢ By making employees part-owners, the interests of both employer
and employee are aligned.
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¢ Using equity as a form of compensation conserves cash which can be
used to grow the business.
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¢ Tax incentives for both employer and employee.
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¢ Highly skilled employees demand equity ownership as a condition of
accepting employment.
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Forms of Equity Compensation

¢ Stock Options — The right to purchase shares of stock in the
future at the value of the shares today.
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— Most popular form in the US, due to familiarity and tax

incentives.
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¢ Restricted Stock — An outright award of shares of stock.
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— Somewhat less popular right now than stock options, but
becoming more popular.
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Legal Structure
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¢ Two Main Components: PN EZEHRERS)
¢ The Equity Compensation Plan: B&AEEN %I
— Adopted by the Board of Directors and Stockholders to
govern all equity compensation awards.
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— Subjects include eligibility, procedure, etc.
THRINBRERNE, BEFRES
— Reserves percentage of company equity to be granted to
employees — typically 10-20%.
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¢ The Equity Compensation Award AU E B 22 j5h
— Adopted by Board of Directors for each individual
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Equity Compensation Rewards Employees for

Future Growth

R BUs B BRI FES) NV R AR SR X B (1D

¢ Usually, equity compensation is designed to
reward employees only if value of company
Increases in future.
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¢ The exercise price of stock options is set at
fair market value on the date of grant; unless
value of stock appreciates, option has no value.
A= IR AT REBR A X T 2R AT
¥ BRAERCESME, B NBABEAIME.

MCCARTER
ENGLISH

ATTORNEYS AT LA



Equity Compensation Rewards Employees for

Future Growth
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¢ Similarly, restricted stock usually has little or no
value on the date of grant.
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¢ Employee will be rewarded if company is sold or has
Initial public offering at a value greater than exercise
or grant price, but not otherwise.
REEAFHE, BERATT LTS TITRN e T
fir, RITA BRI

A

MCCARTER
ENGLISH

ATTORNEYS AT LAW



Equity Compensation Can Reward Employees

for Loyalty
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¢ Usually, awards provide for a vesting period during
which options or shares are “earned”, but only Iif
employee remains at the company during this period.
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Equity Compensation Can Reward Employees

for Loyalty
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¢ Itis common to have a four year vesting period:
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— For example, an option to purchase 100 shares may “vest” 25%
each year, such that at the end of one year the employee has
the right to purchase 25 shares, at the end of two years 50
shares, etc. until all 100 shares are vested.
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¢ Itis also common to provide that if the company is sold or has an
initial public offering prior to the end of the vesting period, all
unvested shares will automatically vest.
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Equity Compensation Can Reward Employees

for Performance
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¢ All or aportion of the options or shares granted may become
exercisable upon the attainment of financial or business goals of the

employer.
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¢+ For example, half of the options awarded to an employee may vest
over time, and half may vest if the company meets its earnings goals
for each of the next four years.
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¢ This feature allows great flexibility to the Board of Directors to
motivate employees to meet the goals that it considers most
Important — for example, sales may be more important than earnings,
SO vestlng may be based on sales.
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U.S. Tax Law Encourages Equity Compensation
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¢ With just a few exceptions, employees do not pay taxes on the
equity compensation which they receive at the time that they
obtain awards, only when they sell the shares received.
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¢ Inthe U.S., proceeds from the sale of a business are capital gains
and are currently taxed at 15% rate, whereas ordinary salary
iIncome is taxed at a top rate of approximately 40%.
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¢ Gains from the sale of equity held by an employee are therefore
taxed much more lightly than salary.
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-Example Hycrete

¢ Total Pool for Management: 20%

¢ CEO 5%

¢ 4 Top Executives: 10%
— 2.5% for each of
= Chief Financial Officer
= Vice President of Sales
= Chief Scientist
= Vice President of Operations
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¢ 10 Sales Persons 5%
— 0.5% each
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Example: Dan-Loc

¢ Total Pool: 15%
¢ 7.5% vest over 4 years

¢ 7.5% vest over 4 years but only if earnings
goals are met each year.

¢ At exit, if investors realize a rate of return (IRR)
of 30%, all unvested options vest,

¢ If IRR is between 20% and 30%, a pro rata
portion of options vest.
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Summary
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¢ In the United States, equity compensation is a very popular
means of aligning the interests of employers with employees.
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¢ Equity compensation is encouraged by U.S. tax and other
laws.
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¢ For more information, please contact me at
dbroderick@mccarter.com.
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dbroderick@mccarter. com.
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