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Welcome! If you're reading this, you might just have
accepted a new job at a startup — a job that gives you
equity in a growing company. Or, you might already
own share options in a startup, and you're wonder-

ing exactly how to make sense of your equity stake.

Share options give work a whole new meaning.
You're not just taking home a salary each month:
you're working towards owning a piece of your com-
pany. But for many people, their equity means lots of
new questions about your compensation. When do
my share options turn into shares? Why do my share
options ‘vest? What happens if and when | leave the
company?

This one-stop guide to share options and employ-
ee share option plans (ESOPs) will help you answer
these questions, and many more besides. Remem-
ber: this is just a guide. You should always check with
your employer to find out exactly what your compa-
ny's ESOP and equity policy means for your com-

pensation.
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What's a share option?

Shares and share options are not the same. A share
is a unit of ownership in a company; it almost always
costs money to acquire shares. A share option is the
right to buy a share at a point in the future. Compa-
nies can give share options to employees without
any money changing hands. Share options turn into
shares once the options have vested and an exercise
window has opened (more on those later).

Share classes and voting rights

Companies often have different classes of share rep-
resented on their cap tables. You're likely to have the
right to acquire common shares in your company.
Common shares differ from preferred shares, which
are usually the class of share held by investors. In
case you're wondering, it's typical for founders to
also hold common stock.

In most companies, shareholders get to vote in an-
nual general meetings and when there are particular
events that are important to the company, like when
board members and/or company directors change.
Share options don’t come with voting rights, and
even when you convert your options into shares, it's
rare for common stockholders to have the right to
vote on these kinds of resolutions.
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You might see people talk about ‘share
options’ and ‘stock options’. These
terms refer to the same thing: share
options are more commonly used in
Europe, while stock options are more
often used in the US.



https://ledgy.com/uk/cap-table/

Inside ESOPs

Your share options will be part of your company's
employee share option plan (ESOP). Company di-
rectors can choose who is granted access to share
options under the terms of the ESOP. Some compa-
nies choose to grant equity to all employees, while
others restrict share option awards to select groups
of employees.

ESOPs are useful for startups because younger
companies rarely have the cash on hand to com-
pete against much larger businesses for top talent.
Instead, equity rewards employees for the long-term

effort they put in helping to build the business.

Share options aren't the only way companies distrib-
ute equity stakes to the team: some types of ESOP
award actual shares rather than share options (like
growth share schemes in the UK). In some countries,
most prominently Germany, it's more common to

award virtual shares.

While investors acquire shares with cash, ESOPs al-
low you to earn your right to share options over time
and pay a discounted price to turn those options into
shares. If the company'’s share price increases over
time, so too will the amount of profit you can make

when you sell your shares.

Companies can opt to set up ESOPs without any
agreements with the tax authorities. But many com-
panies choose to set up ESOPs that are ‘approved’
by the relevant market's tax authority. This means
the company valuation, and the strike price you
need to pay to exercise your options and turn them
into shares, have been judged to be fair. Approved
ESOPs — such as enterprise management incentive
(EMI) schemes in the UK — come with tax advantages
for employees: if you sell your shares at a profit, your
profits will be taxed as capital gains rather than as

income, meaning you'll keep more of your earnings.
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ESOPs across Europe

Decades ago, tech companies in the US popularized
the practice of including equity as part of employees'’
compensation packages. Companies in Europe saw
equity as a 'nice to have' rather than a must-have
until relatively recently, but adoption is increasing
rapidly. 44% of the European companies surveyed in

Ledgy’s 2023 State of Equity and Ownership report

gave share options to at least some employees.

The bad news is that when it comes to share op-
tions, there is little standardization across geogra-
phies. Different countries operate different govern-
ment-approved ESOPs. For early-stage companies in
the UK, for instance, the most popular type of ESOP
is the EMI scheme. France operates a similar scheme
known as bons de souscription de parts de créateurs
d'entreprise (BSPCE). More than 50% of the French
companies that award share options to employees
use BSPCE schemes to do so.

However, not every country has caught up. Compa-
nies find it very difficult to issue ESOPs in Germany
due to the administrative overhead. To make matters
worse, when you sell your share options using an
ESOP in Germany, your tax burden can be very high
(over 60%). German companies have turned to vir-
tual share option plans (VSOPs) as a way around the

complexities of setting up ESOPs.
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The value of your equity

It seems like a simple question: how much is my equity
actually worth? But too often, employees find it difficult
to understand the value of their share options. So what
information do you need in order to understand the

monetary value of your ownership stake?
The data you need to value your equity

¢ The number of share options you're being granted.
You should find this in the share option agreement

between you and your employer.

¢ The latest company valuation. Companies with
approved ESOPs should be able to share an up-
to-date valuation with you, which will have been
vetted by the relevant tax authority. Factors that in-
fluence the company valuation can include the rate
of revenue growth, margin and profitability, and

macroeconomic conditions affecting the sector.

¢ Your ownership percentage. It's important to
know what percentage of the company'’s fully di-
luted share capital you'll own when your options

are converted into shares.

¢ The strike price you'll need to pay to turn your
options into shares. Again, companies with ap-
proved ESOPs should have agreed the strike price
you'll be asked to pay to exercise your share op-

tions and become a shareholder.

How does your share option turn into a share, and then

into cash, over time?

At each stage, your equity means something slight-
ly different. Initially, you have an agreement to own
a stake in your company at some point in the future.
Then, over time, you acquire a real slice of the business.
And finally, depending on what you choose to do in a

liquidity event, your shares turn into cash.
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Share option agreement signed,

you're an option holder!

Usually when you join your new company,
or when your company sets up its ESOP

Share options vest
Happens over time, often over a four-year period

Exercise your vested options — become
a shareholder

@ ® ©

Occurs when your company opens an exercise
window. You'll pay the strike price per share
option to turn your options into shares

Cash out
Usually takes place at a liquidity event such as an
IPO or acquisition

G
D 4

But you need a liquidity event to happen first: with-
out a secondary share sale, tender offer, IPO or ac-
quisition, your equity won't turn into money in your
bank account. And at each stage prior to the liquidity
event, the value of your equity will only ever be a
guide.

There are a couple of things it's important to re-
member. Firstly, stock options often have expiration
dates, meaning that if they are not exercised within
a certain period (for example, 10 years from the date
they were granted), your options may no longer be
worth anything. You need to be aware of this dead-

line if it exists.

And finally, don't forget that you're acquiring a stake
in a young, ‘high-risk’ business. If the share price
increases, your financial gain from your equity will
increase too. But if the company valuation or share
price falls, your shares could end up being worth less
than you agreed to pay for them. We'll also cover the
impact taxes have on your financial outcome later
on.
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How vesting works

If you have a share option agreement with your

company, you'll see that you don't get awarded all @
your shares immediately after signing the contract.

Instead, your share options vest over time.

Equity is designed to reward employees for their ef- o
forts over time, unlike, let's say, bonuses which are
paid out as a lump sum. Your company will set out in o

your contract how many of your share options will of companies in the US have at least
vest each month, quarter or year (vesting normally some shares vesting over four years
happens in monthly increments). But pay attention, with a 12-month cliff.

because you'll only start to see these regular vesting
milestones once you've passed your cliff...

What's a cliff? 6 7 o/
A cliff is the period of time you have to work before o

being granted rights over any of your share options. of companies use this vesting model
The cliff is designed to prevent people qualifying for on average in the UK, Germany and
equity without making a significant contribution to France.

the growth of the business.

It's becoming normal for share options to vest over a
period of four years with a 12-month cliff at the start

of the vesting schedule.
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How vesting works (cont.)

Following this schedule, you'd have 25% of your
shares vesting in one go after one year, with the rest
of your options vesting in regular increments over

the next three years:

Example 4 year vesting schedule with a 1 year cliff

120

O
(@)

Cliff

W
(@]

Vested Share Options
()]
(@]

Year 1 Year 2

Your original share option grant is one thing, but
some companies also offer new grants to employees
when they get to the end of their four-year vesting
schedule, or when people reach professional mile-
stones like promotions. This means you may have

multiple grants vesting on different schedules.
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Year 3

Year 4
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Exercising share options

Exercising is the process by which share options turn
into shares. Put simply, you buy your vested shares
from your employer by paying the ‘strike price’ per
share. The strike price is the agreed price employ-
ees have to pay to convert options into shares. Your
strike price per share will usually be lower than the
share price, meaning you acquire your shares at a

discount compared to what investors might pay.

&

It's up to companies to set the strike
price per share for employees. Ledgy
data suggests that between 40% and
50% of companies choose to keep their
strike prices ‘nominal’, which generally
means lower than €1/ £1. Other com-
panies elect to have the strike price
increase in proportion to any increases
in the share price.
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It's up to the company to decide when you can ex-
ercise your options. The directors decide to open up
a window for exercising options — a short period of
time in which you can decide whether or not to pay
the strike price per share and turn your options into
shares. Exercise windows don't come along all the
time: typically, exercise windows open every couple

of years, or at milestone events like funding rounds.

It's worth noting that you have to have enough cash
on hand to actually exercise your share options. Al-
though many companies seek to keep strike prices
low, this can still represent a significant cash com-
mitment depending on how many options you're ex-
ercising and the strike price you're paying. For exam-
ple, if you wanted to exercise 10,000 vested shares
and the strike price is £1, that would mean a £10,000

upfront payment to your company.

The decision to exercise your options is down to
you. Using your own judgment and the information
on strike prices etc provided by your employer, you'll
need to weigh up whether any future financial gain is

worth the upfront cash commitment.
Secondaries

Usually, you'll need to wait for a liquidity event like an
initial public offering (IPO) or an acquisition to turn
your shares into cash. But more and more compa-
nies are opting to let some employees sell part of
their stakes in secondary share sales. Most common
in late-stage companies, a secondary share sale sees
private investors acquire other shareholders’ options
at the latest share price. They are often used to pro-
vide some liquidity to founders and/or long-serving
employees without having to sell the company or

go public.
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Fundraising, exits and taxes

When companies raise money, there are a number
of knock-on effects for your equity stake. Dilution
happens when new shareholders acquire stakes in a
business, reducing the ownership percentages of the
pre-existing shareholders. Although the number of
share options each employee owns remains stable
(outside of top-up grants), the percentage of the com-
pany those share options represent is reduced as the

company issues additional shares to new investors.

&

A liquidation preference clause dictates
that investors with preferred shares get
paid some, all, or a multiple of their
investment before common share-
holders (such as founders and/or em-
ployees) get payouts in the event of a
liquidity event such as a sale or public
listing.

However, if new investment comes with a higher
company valuation, the value of employee share

options can still increase.

For example, let's say Alice, an engineer at flight
search engine Flewgle, has been granted 15,000
shares of her company’s fully diluted share capital. If
Flewgle has 600,000 shares in total, that represents
2.5% of the company. When Alice is granted her
shares Flewgle is valued at £3 million, making Alice’s
stake worth £75,000.
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Then, in the next fundraising round, Flewgle raises
£400,000 and issues 100,000 new shares to Bigg
Capital, the company’s new investor. Alice's 15,000
shares now represent 2.1% of fully diluted share cap-
ital. If the company valuation had remained at £3
million, the value of her stake would slip down to
£63,000. However, Bigg Capital invested at a new,
higher valuation. After the funding round, Flewgle is
worth £5 million — making Alice's 2.1% stake worth
£105,000.

It's not always that simple, though. Investors often

have anti-dilution clauses in their contracts de-

signed to protect the value of their shares. These in-
clude liquidation preferences, which ensure that the
investor receives a minimum return on their invest-
ment. This can have a significant knock-on effect for
other shareholders. Ask your company whether any

investors on the cap table have these clauses.

LEDGY.COM
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Fundraising, exits and taxes (cont.)
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The exit — cashing out

At some point, every shareholder will look to realize
a cash profit from their investment. As we've already
covered, this usually requires a liquidity event, which
gives investors the opportunity to sell or exchange

their shares for cash.

Usually, a liquidity event means an acquisition, merg-
er, or IPO. During acquisitions and mergers, the ac-
quirer typically buys out shareholders, receiving
some or all of their shares in exchange for cash. An
IPO means the company lists on a stock exchange,
making it much easier for employees and investors

to sell shares.
Taxes

Of course, where there's profit, there are taxes. With
most ESOPs, you don't have any tax to pay until you
sell your shares. Many ESOPs, like EMI in the UK and
BSPCE in France, are designed to reduce your tax
burden when you sell shares by treating profits as
capital gains rather than income. In the UK, for ex-
ample, this means paying between 10% and 20% tax
when you sell your shares, rather than 40% or 45%.

Other ESOPs don't have the tax authority approval,
which means you might have a higher tax bill to pay.
Ask your employer if you're not sure what type of
ESOP your company uses. In other countries, nota-
bly Germany, tax is paid when employees exercise
their options and when shares are sold, making total
tax obligations much higher.
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Moving on: what happens
to your share options?

Almost all of us will move on from businesses at
some point. But how much of your equity stake you
keep when you move on depends on the circum-
stances under which you leave the company, as pol-
icies often change depending on whether you've
chosen to leave the company or if your role is being

made redundant.
Good and bad leaver clauses
What makes someone a good or bad leaver?

Companies can define good and bad leavers how-
ever they choose, usually drawing on the advice of

their lawyers.

The most common cases that see employees de-
fined as a good leaver, and hold on to their vested

share options after they leave the business, are:
e Retirement;

e Serious illness or death (in which circumstance
the employee’s share options would transfer to

the next of kin);

¢ Being made redundant through no fault oftheir
own, e.g. as a result of a merger, or because the

role is no longer necessary.
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In contrast, bad leavers lose the right to retain any
shares or share options after moving on. Bad leavers

often include employees who:
e Commit gross misconduct;

e Are convicted of a crime, such as committing

fraud or embezzlement;

e Break a noncompete clause or violate the terms

of a shareholders’ agreement;

e Voluntarily resign, or before reaching a certain
milestone, e.g. before all their shares have fully

vested.

Ask your company whether they treat people who
voluntarily resign as good leavers or bad leavers. If
you're treated as a bad leaver when you resign, that
means you'll lose your rights to your share options —

even those that have vested.

Exercise windows are usually opened for people
who move on from the business. If you are able to
keep hold of your equity after you leave, it's worth
asking how long your exercise window will be open
for. Often, leavers are given just 90 days to exercise
their options or lose them forever. This potentially
means coming up with a significant amount of mon-
ey in a short amount of time in order to buy your
options from the company. More companies are
extending exercise windows to several years, giving
you more time to decide whether or not you want to

pay to become a shareholder in the business.
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Final thoughts

We designed this guide to help anyone who's ever
read a clause in their share option agreement and
thought "What on earth does that mean?’ Whether
you've been granted share options for the first time,
or learning more about what your equity means for

you, we hope you found our overview insightful.

As the tech ecosystem creates more category-de-
fining companies, more and more people are being
compensated with share options, which we love to
see. But too often, the important 'fine print’ of equity
is too opaque or too technical for people to quickly

understand.

The solution demands input from companies and
team members. Companies need to be transpar-
ent with their people, giving them the information
they need to understand their equity stakes and
make sound financial decisions. And you should feel
confident that your package is commensurate with
market standards and that you're being compensat-
ed fairly. Because when you're up to speed with your
equity, you can get to work in the knowledge that

you're contributing to something great.

Ledgy is the equity management platform built for
scaling companies. We work with more than 2,500
businesses in over 40 countries around the world, in-
cluding many of Europe’s fastest-growing and most

innovative scaleups:

BeReal.
getir

dott vscalapay
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If you have any questions for us, please get in touch:

contact@ledgy.com

This guide is for informational purposes only, and does not constitute legal, financial or tax advice. Please consult a professional advi-

sor when making financial or investment decisions.
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