NOTE:  This document is provided as a sample only and does not constitute legal advice. You must consult your attorney and other appropriate professionals for guidance in structuring an option plan for your business.

The information in this article is provided for educational and informational purposes only. This information does not provide legal or other professional advice and is not the substitute for the advice of an attorney. If you require legal advice, you should seek the services of an attorney familiar with your specific legal situation and the laws of your state.

Option Plan Guidelines

Stock option plans are the most common incentive compensation form used by start-up technology companies. In most cases, institutional investors will insist on setting aside a portion of the company for a stock option plan. This act is viewed as a necessity for recruiting the management and technical talent that the company will need to reach its objectives.

Company founders do not set up an option plan until they are asked to do so. At formation of the company all persons who deserve ownership receive founder shares, usually representing significant ownership shares. As the company begins to hire additional executives and other employees, the company will have to make a decision about whether to offer ownership to the new hires. Within the technology sector, this ownership is expected by employees. There are some start-up companies where the founders retain all ownership, but this certainly represents the minority.

Why Share Equity with Employees?

In considering this decision the entrepreneur needs to analyze why a company would share ownership with its employees. After all, by definition, any sharing of equity dilutes the ownership position of the founders. There are several key reasons that founders create stock option plans:

•
Superior performance by employee-owned companies

•
Alignment of interests of founders and employees

•
Benefits of an “ownership culture”

•
Convergence of right and best

During the early 1980s the National Center for Employee Ownership (www.nceo.org) did an extensive study on the effect of ownership on the behavior of 3,500 employees at 45 companies. The study found that ownership has a measurable, significant effect on motivation within a company’s workforce.

Employees responded favorably to their status as owners. These positive effects also increased as the size of their ownership interest increased. Job satisfaction was higher in these companies and those who held ownership positions were less likely to seek other employment. Because of the primacy of intellectual capital in technology companies, this last factor has ever-increasing appeal.

The relative performance of companies that provide ownership opportunities to their employees has been examined in a number of studies. These studies indicate that companies that offer ownership to employees tend to grow at a rate that is 2-11 percent higher than those that do not offer ownership. At first glance a 2-5 percent higher growth rate may not seem that significant. Consider, however, the following example:


Suppose that there is one company that receives a venture capital investment when its revenues are at a $4 million annual level. The company grows at a compounded annual growth rate of 35 percent over the next five years. The revenue of this firm will reach $17.94 million over the five-year period. Through some really difficult negotiations, the founders are able to avoid the creation of a stock option plan, limiting ownership to the founders and the preferred stockholders.


Assume the existence of a similar firm in the same business that also takes a venture capital investment when its sales are at the $4 million level. Unlike the first company, the venture capitalists insist on the formation of a stock option plan for employees. Let’s assume that the second company grows at 6 percent more per year (a middle figure from the range of the studies) over the five-year period, showing 41 percent compounded annual growth.


The second company’s revenues will grow to $22.3 million over the five-year period. Software companies are often purchased for multiples in the 2.5-3.0 range, so for conservatism assume that the companies can each be purchased for cash at 2.5 times their current revenues.


Firm 1 will receive a sales price of:



$17.9 x 2.5 multiple = $44.85 million sale price


Firm 2 will receive a sales price of:



$22.3 x 2.5 multiple = $55.75 million sale price


Thus, if the higher-growth hypothesis is correct, $10.9 million in value (or some portion thereof) can be attributed to the sharing of ownership with employees and all of the effects that that sharing engenders. This increased value represents 19.55 percent of the value created by the company. A simple way to analyze this result is to say that as long as the common stock owned by the employees with whom ownership was shared provides proceeds of less than 19.55 percent of the total sale price, the other owners have benefited from the sharing of ownership. Note that the analysis of this question does not start with the percentage of the stock owned by the employees because the ownership percentage does not indicate the share of sale proceeds to be received by shareholders.

Although the entrepreneur will never be able to calculate in advance how much faster the company will grow if ownership is shared, put yourself in that position and ask what type of company would you like to run? One where all the ownership is held by a small group of people or one where every person in the company has a stake in what is happening? The psychology of the company is changed by the sharing of ownership and the entrepreneur should embrace this for his or her own benefit. The studies also show that participative management, in combination with the sharing of ownership, is a crucial factor in producing better returns. The sharing of ownership reinforces cultural ideas that are useful for retaining employees and keeping their job satisfaction high.

This “ownership culture” can manifest itself in many ways. It is easier to convince your team that every person matters if every person is a partial owner. Employees treat expenditures more like they are being made from their own pockets. Ideas for improvement are more likely to be offered. Long hours, overtime, and weekend work are viewed differently when all employees have an equity stake.

The granting of options to employees also provides one of life’s most satisfying opportunities: the ability to do the right thing and the most profitable thing simultaneously.

Timing of the Option Plan and Dilution
Once you have decided to grant stock options to employees, you must decide when the options will be granted. Most companies grant options to employees at the time of employment. Indeed, tight employment markets, such as the market that existed for technical workers during the Internet boom, force employers to offer options at the time a job offer is tendered. This is convenient and allows the employee’s vesting to begin cleanly at the same time employment begins.

Another approach is to specify in the offer letter that the new employee is to receive stock options after a specified period, 90 days for example. This provides the company with a period of time to assess the new employee. Is the new person average, below average, or exceptional in terms of the skills offered? Does the person work effectively with others? Is he or she a team player? All these factors could have a significant impact on the number of options you believe to be appropriate. Providing the company with an up-front assessment period allows you to be far more discriminating in this exercise.

The counter argument to this approach is that it is difficult to recruit into technology companies unless you provide options up front. Managers need to consider market conditions and company preferences in deciding when to offer stock options. An alternative strategy in granting options would be to provide a basic grant at the time of employment and a supplemental grant at a specified time after the start date. This would allow the company to get the best of both worlds, granting options at the start of employment (and thus retaining the ability to recruit by granting options at the time of employment) and the ability to reward the strongest performers with higher option grants.

Remember that while the timing of the creation of the option plan matters to you as an entrepreneur, you do not have much latitude to influence the decision once a VC steps in. The most likely time for the creation of an option plan is at the time of the first round of institutional money. By looking at a simple Series A example we can see the effects of this timing choice.


In a sample Series A, we have a pre-money valuation of $2 million and an accepted investment of $1 million, creating a post-money valuation of $3 million. This resulted in the common shareholders owning 2 million shares, or 67 percent of the company. The preferred shareholders therefore own 33 percent of the company or 1 million shares. This time the VCs suggested strongly that the company create a 15 percent stock option plan for attracting and retaining future employees.


If the pre-money is $2 million and the VC’s invest $1 million our post-money remains at $3 million. The founders currently possess 1 million shares and the preferred investors will receive 1 million shares due to the $1/share pricing convention at the time of the Series A financing. To make the $1 per share convention work we issued 1 million additional common shares to the founders. With the requirement for a 15 percent option pool, not all of those shares will go to the founders.


Given a $3 million post-money valuation, we know that we will end the Series A with 3 million total shares outstanding, requiring us to set aside 15 percent or 450,000 shares for the option plan. Thus, of the 1 million additional shares that must be issued, 450,000 will go into the stock option plan. The remainder, 550,000 shares, will be issued to the founders. The resulting capital structure will now look like this:


Founders:
1.55 million shares
51.67%


Preferred Investors:
1 million shares

33.33%


Stock Option Plan:
0.45 million shares
15.00%


The founders have suffered dilution down to 51.67 percent from the 67 percent they would have owned had the option plan not been required by the investors.

Size of the Option Plan

Once you have made the decision to create a stock option plan, you must determine the size of the initial plan. Most stock option plans for venture-backed companies contain between 15-20 percent of the company’s total shares outstanding, leaving 80-85 percent of the shares for the founders and investors.

Perhaps the most important factor in determining the initial size of the option plan is how many of the “C-level” positions are covered by the founders who are members of the management team. The C-level positions include CEO, CTO, CFO, VP Marketing and Sales, and similar positions. The more of these key positions that are covered by the founding management team, the lower the number of shares that have to be allocated for future hires of those people.

To understand how these calculations work, consider the following list of how much stock various types of employees might be granted. This list was produced by Benchmark in 1999, but the parameters demonstrated are still valid:


Series A
Series B
Bay Area#’s

Total
Equity
Total
Equity
Total
Equity


($000s)
(%)
($000s)
(%)
($000s)
(%)

CEO 
--
--
150-200
5-10
212-231
8.7-11.2

CTO 
70-90
5-10
90-120
4-8
151-161
4.9-6.9

VP, Marketing
70-90
3-5
90-120
2-4
151-154
1.9-2.9

VP, BD
70-90
3-5
90-120
2-4
151-163
2.2-3.6

VP, Sales
120-150
1-3
150-200
1-3
187-191
1.5-1.9

VP, Development
70-90
2-4
90-120
1-3
155-156
2.7-2.9

VP, Operations
70-90
2-4
90-120
1-3
149
2.3

VP, Finance
70-90
2-4
90-120
1-2
150-151
1.1-1.5

Director
60-80
0.5-1
80-100
0.25-0.5
--
--

Field Sales
110-130
0.1
120-150
0.05
--
--


Mktg. Manager
45-55
0.2
50-60
0.1
--
--

Senior Engineer
65-75
0.2
70-80
0.1
--
--

Junior Engineer
45-55
0.1
50-60
0.05
--
--

Site Developer
45-55
0.1
50-60
0.05
--
--

Web Designer
45-55
0.1
50-60
0.05
--
--

Inside Sales
55-65
0.05
60-70
0.025
--
--

Graphic Designer
35-45
0.05
40-50
0.025
--
--

Office Manager
25-35
0.025
30-40
0.01
--
--

Admin. Asst.
20-30
0.025
20-30
0.01
--
--

Obviously, if several of the C-level positions remain to be filled the option plan will have to be larger in order to provide sufficient equity positions for key managers. For example, suppose the VCs believe (and you agree) that the company will have to hire a CEO, VP Finance, and a VP of Sales. Between these three officers you will need 8-10 percent of the outstanding equity of the company to attract quality employees. With a 15 percent stock option plan all remaining employees would have to be compensated with 5-7 percent of the stock outstanding. Naturally, this leaves comparatively small stock grants for most employees.

This is usually not of concern to venture capitalists. The implied and expressed belief is that they are betting on the top two to four people in the company. Accordingly, the financiers are usually concerned that the incentives for all the key people are set up properly but do not spend significant time on the remainder of the employees.

How does a manager think about what needs to happen when a stock option plan is being set up? To analyze that, let’s look at a sample company with Beth as the CEO, Alan as the VP of Operations, and Charles as the CTO. Consider the following questions relating to this situation:

•
What other key people should the company expect to hire?

•
How much equity will be required for those key people?

•
How much equity should be set aside for Alan, Beth, and Charles?

•
What would happen if one of the founding team fell out of favor with the investors and was asked to leave the company? How would this affect your decision on the size of the option plan?
•
What is your overall recommendation for the size of the option plan?
Allocation of Shares in the Plan
How do you think about allocating shares within the plan and figuring out how long the allocated shares will last for the company? One useful technique is to think of the company as a pyramid having A, B, and C levels as depicted below:

Pyramid Depiction of Company Option Plan
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The three classes shown above are:

•
A Class – C-level executives

•
B Class – Managers, directors, and key individual contributors

•
C Class – Individual contributors

A reasonable distribution of the shares in the option plan (not the total shares outstanding for the company) would be:

•
A Class – 40-50 percent of the option plan

•
B Class  – 25-35 percent of the option plan

•
C Class – 15-25 percent of the option plan

A logical approach to figuring out more precise allocations for the option plan is to use the financial model that has been created for the business. This model should go forward in time at least two years. A well-prepared model will have staffing plans in it and will provide you with expectations for all hiring that the company expects to do over the relevant period.

When granting options to individual employees there are other factors that have significant effects on individual grants:

Time of Entry

The time of entry into the company is a very important determinant of the amount of options granted to an employee. At any point in time the progress and conditions within a company create a distinct risk profile. Accepting a position at a firm with start-up risk is different than going to an established company where there is little or no risk of insolvency. Therefore, early employees at a start-up are rewarded for their willingness to join the company under uncertain conditions, receiving a risk premium in the form of higher option grants. For example, a lower level employee that joins the company on the first day that it is incorporated might have a grant that is equal to or larger than a grant to a higher-level employee who joins later. This does not indicate that the lower-level employee has a higher value to the company; it represents a reward for the employee’s willingness to accept risk in joining the company.

Position Occupied by Employee

A position at your company may have special value not reflected in national surveys or regional data. The higher the position within the company, the less flexibility you will have to vary from established benchmarks.

Performance

The final factor to be considered is the performance of the employee. If full grants are provided at the time of hiring, you will not be able to take performance into account as part of the initial grant process. Performance is most often taken into account in making additional option grants as a reward. Rewarding high-quality employees with additional option grants is one of the most enjoyable activities for the executive who is in charge of the company’s option plan. One factor that should be taken into account when calculating the size of the option plan that you need is to provide options for additional grants to those whose performance merits it.

In most companies there will be a subset of employees who continually perform above and beyond the call of duty. One of the most effective ways to motivate them is providing additional option grants for excellent performance. In order to identify those employees who are deserving of additional grants, a good practice is to ask the management team on a quarterly basis to identify those who should be eligible for consideration. It is important to establish objective standards for this process to ensure that the granting of additional options does not become a way to reward friends and favorites of the managers you are polling.

Those considered for additional options should exhibit some or all of the following characteristics:

•
Consistent performance above what is expected

•
A strong work ethic which serves as an example for others

•
Problem resolution that is particularly creative or useful to the company

•
Works as a team player at all times

•
Inspires others to greater and more effective effort

Whatever factors you choose to evaluate candidates for the granting of additional options, it is important for the executive in charge of the option plan to use checks and balances. This will ensure that additional grants are reserved only for those who merit them. Managers often advocate additional options for a variety of reasons not related to the criteria above. Their natural bias is to try to reward their people with as much as they can provide. Your task is to make sure that additional equity compensation is truly a reward for exceptional value provided.

Vesting Schedules and Their Effects

Vesting is the process by which persons who are granted options become eligible to exercise the option. To exercise the option means to write a check for the amount of money required to purchase a number of shares and become a common shareholder of the company. Over time companies have tried vesting based on the passage of time and vesting based on the achievement of individual or team milestones.

Clearly, vesting based on the passage of time is the easiest approach. A person begins employment and begins to vest on that date. No other questions need be asked. On a superficial level, vesting based on the achievement of milestones appears more attractive. You can tailor the option grant to the production you need from each individual and provide them with specific, meaningful incentives toward those objectives.

In practice this is much more difficult to achieve. Stock option plans are usually designed to last for several years. It is difficult to know what the company’s goals and objectives will be in one year, much less two or three years. In addition, some goals that were legitimate at the beginning of the process are dropped later because of changes in strategy. Imagine trying to redraft the stock option agreements for all employees every time goals and strategies change. This would provide additional fees for your law firm, but would not provide a lot of value for the business.

Because of these difficulties, most start-up technology firms have opted to use chronological vesting. In fact, the vast majority of firms use a process called “four-year vesting with a one-year cliff.” This means that an employee begins earning on the first day of employment but is not eligible to purchase (in other words they don’t vest) until the one-year anniversary of employment. On that date the employee may exercise shares in an amount equal to 25 percent of the total he or she was granted. Once vesting has begun, the employee vests shares periodically (monthly, quarterly, etc.) until the four-year anniversary has arrived when the employee will be 100 percent vested. At this time the employee will have the right to purchase any or all of the shares that have been granted in options.

Options play an important incentive role in the start-up company. The four-year vesting schedule is itself a form of “golden handcuffs.” The longer you stay the more you vest and thus the larger your apparent investment in the company. Some companies have experimented with back-loaded option vesting models. Such a model might work as follows:


Year 1: 
20%


Year 2:
20%


Year 3:
30%


Year 4: 
30%

This schedule puts even more pressure on the employee to remain with the company in order to collect the benefits of the shares that were granted to the employee.

Employee Exercise – Opposing Views

Since the stock that employees purchase in the absence of a liquidity event is a risky, illiquid security, it is easy to understand why most employees do not exercise options in a start-up until a liquidation event is clear on the horizon. One thing that this strategy does ensure is that the employee will pay higher tax rates. In order to receive capital gains treatment on the disposition of any asset, it is generally necessary to have held that asset for at least one year. In the case of a stock option, the relevant date is the date you exercise and write a check to own the shares of stock.

Many corporate attorneys prefer that rank and file employees not exercise their options and become shareholders. There are several concerns behind this:

•
If the investment goes sour it is possible the company could be held liable for “encouraging” the employee to exercise.

•
Without a liquidity event on the horizon, many argue that exercising shares is too speculative an investment for employees.

•
Once an employee has exercised, he or she becomes a shareholder and under state corporate law would be entitled to see a broader set of information than an employee who is not a shareholder.

Another view is that it is only fair to inform employees of the tax consequences of their exercise behavior. Unless you do inform them, it is likely they will never have the opportunity to enjoy capital gains treatment. At the federal level, this can mean the difference between approximately 20 percent in taxes and approximately 40 percent in taxes. It is very important to be careful what you say and stress that the risk is that the employee could lose all of the money that is invested in the company. Given the invested amount for most employees (hundreds of dollars to the low thousands), it is not like they are mortgaging their future in this decision. Finally, while there are some risks that come with employees having the right to inspect company financials and other data, most well-managed companies today run on the principle of more information for employees.

Change of Control Issues

No issue around option plans is more fraught with danger and frustration than the issue of what happens to option vesting when a “change of control” occurs. The typical example is as follows:

· Company that provides options to employees is acquired by another company.

· Employees of the target company are in various stages of vesting based on their longevity but few or none are fully vested.

· Acquiring company does not wish to buy target and see all the intellectual capital walk out the door.

· Therefore, option vesting is stopped at the point it was at immediately prior to the change of control.

· Employees of the target company feel cheated because they can calculate a share price for the vested options they have and they know exactly how many shares have been “taken away” from them.

The facts above are a recipe for some charged discussions under any circumstances, but the situation is often compounded by misunderstanding. Many option agreements have clauses providing “acceleration” upon a change of control. These provisions usually state that in the event of a change of control all options owned by the grantee vest immediately. In other cases all options that would have vested within the next year are deemed to have vested. These change-of-control clauses in option grants often lead people to believe that whatever option rights they would have over their vesting period will be protected by the clause.

This is an area where the manager operating the stock option plan should be very clear with employees. Setting accurate expectations is essential in avoiding painful disappointment among your employees. This is sometimes made more difficult by key managers of the company who also believe that change-of-control clauses allow employees to be compensated for all of their options in the event of a liquidity event. These managers often mistakenly pass on their belief that the clause will protect all options.

To understand how this becomes such a difficult issue, put yourself in the shoes of the acquiring company. They are preparing to write a large check or issue a significant amount of stock to acquire your firm. In the technology world much of a company’s value is represented by the intellectual capital that employees have accumulated. As the acquirer, your interest would be in making sure that that intellectual capital is committed to the company. The more cash or stock that employees receive in a deal, the more freedom they will feel to consider other opportunities. In addition, if all the options are vested or invalidated in the deal, this will also increase the employees’ feeling of freedom to consider switching companies.

Due to these concerns, acquiring companies will often negotiate to invalidate any acceleration language in a change-of-control clause. This seems patently unfair to employees, but remember where the interests of the acquiring company rest. They need and desire a satisfied, committed workforce to continue the business post-acquisition. Accordingly, with regard to most employees, they will be prepared to make sure that employees are satisfied and ready to move forward.

This is usually achieved by granting them equity compensation in the acquiring entity. Because employees of the acquired company have a very accurate idea on how much they have lost due to voiding the acceleration clause, the acquirer’s only alternative is to offer alternative compensation that looks as good if not better (or potentially better) than the amount that was lost. This is really a job for the CEO and CFO of the acquired company. It is their responsibility to represent the interests of the employees and craft the best possible deal for them.

Discussing Value of Grants with Employees

Talking about the potential dollar value with employees is somewhat dangerous because you do not want to be in the position of making representations on this issue that could come back to harm the company at a later date. In all such conversations it is necessary to stress that you are merely talking about what could happen if things go well for the company, not what will happen for a person’s option position. These concerns aside, on any date the financial team of the company should be able to calculate what an employee’s options would be worth in the event of a liquidity event of a specified size.

For example, let’s assume the following facts:

•
Employee A has an option position that equals 0.15 percent of the shares of the company

•
All liquidation preferences total to $6 million

•
A liquidity event of $50 million is hypothesized as the goal

In order to figure out the value of Employee A’s option position we know that the first $6 million in proceeds from a liquidity event must go to the preferred investors to satisfy their liquidation preference. This would leave $44 million for division on a “share and share alike” basis in accordance with each shareholders relative ownership. So:

$44,000,000 x 0.0015 = $66,000

Employee A would receive $66,000 in the event of a $50 million acquisition. Of course, the liquidation preference or Employee A’s ownership percentage is subject to change so it is necessary to revisit this question as the capital chart changes.

Legal Control of the Stock Option Plan

While management operates the stock option plan, legal control of the plan rests with the board of directors. How this works in practice varies from company to company, but the legal control is always in the hands of the board of directors. The board approves the creation of the stock option plan, the issuance of individual grants and any increase in the number of shares in the plan. Given that the board includes investors, those directors are naturally interested in the size of the plan. Any shares authorized for the option plan after an investment is made result in dilution to all shareholders, including investors.

Most boards are happy to cede some of the administrative duties of operating the stock option plan to the CFO. Before each board meeting the CFO should check with HR to ascertain how many new employees have joined the company and become eligible for options. The HR head and the CFO can meet and discuss the new employees, classify them, and agree on amounts if options have not been granted in the offer letter. There may be secondary grants on the plate for existing employees.

Once inside the board meeting the CFO will usually present the options and justify them as within the company’s normal parameters or give arguments on why the employee in question deserves to be an exception to company policy. Directors usually trust the judgment of the CFO as long as they trust that person’s judgment. It is not realistic to think that any director (except a CEO) will have enough grasp of the detail at the company to set the size of individual option grants.

Another key task during each board meeting is to have the board approve a current option exercise price for common options. This becomes very important if the start-up ever takes the IPO route or if it is acquired by a public company. As we will discuss later, common options are almost always sold at a significant discount to the preferred shares. The IRS and the SEC have focused in recent years on the setting of and changes in option prices for common stock. Suffice it to say for the purpose of this discussion that the options of an early stage company might be priced at 25 percent of the current preferred share price while options of a company with an IPO in the immediate future should be approaching 100 percent of the preferred share price.

By proposing, voting on, and having the minutes of the meeting reflect the current option price you will be providing the best evidence that you have priced your options thoughtfully. The principal question raised at this time is whether the prospects of the common stock have diminished, stayed constant, or improved since the last time a price for options was set. This is a process that your accountants should be involved in to ensure that you will not have pricing problems later on. As an example, if the IRS later alleged that the company had set prices for options too low, it could rule that the options no longer qualify for certain tax-advantaged treatment.

Records for Option Plans

Most quality law firms will keep your option records for you provided that you copy them on all the transactions involving the option plan. It is advisable, however, to keep an Option Ledger in-house at all times. The ledger is handy for considering questions about changing the size of the option plan, making changes if a key employee leaves, and being prepared for presentations to the board of directors regarding the plan.

There are several events that must be recorded to keep proper track of an option plan:

•
A specified number of shares is authorized as the total size of the option plan.

•
Grants of options are made to specific employees.

•
Options become vested options through the passage of time or whatever other criteria the company uses.

•
Options are exercised and then turn into shares of the company.

•
Options are terminated unexercised by people who leave the company or otherwise lose their right to exercise options.
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