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Why do startups needs to give options to their employees?

Startups offer options to attract and retain talent, as they often can't compete with larger companies'
salaries. Options align employees' interests with company success, motivating them to work harder. They
create a sense of ownership, encouraging employees to contribute to growth. Additionally, options can
improve employee satisfaction and loyalty. This strategy helps startups build a committed team essential
for navigating early challenges and achieving long-term goals.

What is a employee option pool?

An employee option pool is a reserve of company shares set aside for future employee stock options. It
allows startups to attract and retain talent by offering employees the right to purchase shares at a set price.
The pool is typically created before funding rounds to clarify potential dilution for investors. The size of the
option pool usually ranges from 10-20% of total shares. This incentivizes employees to contribute to the
company's growth and success.

What affects the size of the pool needed?
The size of a startup option pool is influenced by:

1. Company Stage: Early-stage startups often need larger pools.

2. Funding Rounds: Investors may require a specific pool size.

3. Talent Acquisition: High demand for skilled employees can increase pool size.
4. Retention Strategy: Expanding pools can help retain employees.

5. Market Trends: Industry standards can dictate pool sizes for similar startups.

How many options does a typically employee receive in an early stage startup?

In an early-stage startup, employees typically receive between 0.1% to 1% of the company's total shares
as stock options. This can vary based on the employee's role, seniority, and the company's valuation.
Founders and key executives may receive more, while entry-level employees may receive less. It's
important to understand the vesting schedule, usually over four years, which determines when options can
be exercised.

What is an employee stock option?

An employee stock option is a benefit that allows employees to buy company shares at a set price, called
the exercise price. These options typically vest over time, meaning employees must work for a certain
period before they can use them. If the company's stock price exceeds the exercise price, employees can
purchase shares at a lower cost, potentially profiting from the difference.

Explain vesting for an employee stock option.

Vesting for employee stock options means that employees earn the right to exercise their options over
time. Typically, there’s a vesting schedule, often four years with a one-year cliff. This means no options
vest in the first year, but after that, a portion vests monthly or quarterly. If an employee leaves before their
options are fully vested, they lose the unvested options. Vesting aligns employee interests with the
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company's long-term success, encouraging retention and performance.

Does vesting ever accelerate?

Yes, vesting can accelerate under certain conditions. Common scenarios include a company acquisition or
merger, where unvested options may vest immediately. Additionally, some agreements allow for "single-
trigger" acceleration upon a change of control or "double-trigger" acceleration if the employee is terminated
after the change. It's important to review the specific terms in the option agreement to understand the
conditions for acceleration.

What are the key terms in an employee stock option?
Key terms in an employee stock option include:

1. Grant Date: When the option is issued.

2. Exercise Price: Cost to purchase shares.

3. Vesting Schedule: Timeline for earning the right to exercise.
4. Expiration Date: Last date to exercise the option.

5. Number of Shares: Total shares available.

6. Tax Implications: Tax consequences of exercising options.

What is an exercise price? Is that the same as a strike price?

An exercise price is the amount a stock option holder pays to buy shares when exercising their options.
Yes, the exercise price is the same as the strike price. Both terms refer to the predetermined price at which
an option can be exercised. This price is set when the option is granted and is important for determining
potential profit when the stock's market price rises above it.

What security do employees typically have the option to buy in an employee stock option
program for a startup?

In an employee stock option program for a startup, employees typically have the option to buy shares of
common stock. These options allow employees to purchase stock at a predetermined price, known as the
exercise or strike price, usually set at the fair market value at the time of the option grant. Employees
benefit if the company's stock price increases above this price. The options usually have a vesting
schedule, meaning employees earn the right to exercise them over time.

Are there any rules in setting the strike price?

Yes, there are rules regarding the strike price for stock options in a startup. The strike price must be set at
or above the fair market value (FMV) of the company's shares at the time the options are granted. This is
to comply with IRS regulations and avoid tax penalties. Startups often determine FMV through a 409A
valuation. Setting the strike price too low can lead to tax issues for employees and the company. Always
consult with legal or financial advisors when setting strike prices.

What happens if an employee leaves the company with vested shares? Do they need to
decide whether to exercise or not?

When an employee leaves the company with vested shares, they can choose to exercise those shares,
purchasing them at the exercise price. They usually have a limited time, often 90 days, to make this
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decision. If they do not exercise their options within that timeframe, the options will expire, and they will
lose the chance to buy the shares. Employees should carefully consider the company's valuation and their
financial situation before deciding whether to exercise their options.

Do cap tables show dilution for option pool shares?

Yes, cap tables can show dilution for option pool shares. When an option pool is created, it typically
reduces the ownership percentage of existing shareholders. The dilution effect is reflected in the cap table
by adjusting the total shares outstanding. This means that as options are granted and exercised, the
percentage ownership of existing shareholders decreases. It's important to calculate this dilution accurately
to understand the impact on ownership stakes.
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