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ost people are familiar with stock options of-

fered by large corporations as part of their

overall remuneration package. In Macau, we

frequently see gaming concessionaires or other

multinational companies grant stock options
for shares to management or key employees.

Today, we will talk about equity incentives offered by
startup businesses in order to attract and retain quality tal-
ent. There are different ways this can be achieved, but for
simplicity’s sake, we will generally refer to an agreement for
the granting of equity ownership in the startup company as a
“stock option”.

Stock options for startups

Stock options for startups usually comprise the offer of own-
ership (equity) in the company as an incentive or “bonus” to
attract and retain co-founders or other early hires.

Startups who are cash-strapped in the early stage of
growth often lack sufficient resources to offer competitive
remuneration (salaries) to top talent in the market. By offer-
ing a chance to earn ownership through working for the com-
pany and contributing to its growth, the employee is given the
chance to earn an exponential financial gain as the value of
the company grows.

Stock options also serve to align the interests of founders
and employees, as it rewards both sides if the business of the
company does well.

Stock options are granted by way of a contractual agree-
ment between the startup company and the employee. Format
and content of different “Stock Option Agreements”, “Offer
Letters” or “Option Plans” may differ, but will typically cover
similar matters such as the award period, type and amount
of awarded equity, vesting schedule, limitations on the trans-
ferability or sale of the equity, conditions and procedure for
exercise of options, and drag-along, tag-along and other rights
of the parties.

Vesting
One of the most important aspects of a stock option plan - the
“vesting schedule” - determines at what point in time the em-
ployee will acquire their shares under the stock option plan.
Typically, while the overall amount of shares to be granted
will be determined from the start, the employee must “earn”
his shares through working a determined period of time (the
“vesting period”) or other measurable milestone.

Most vesting periods will have an initial “cliff”, this is the
first milestone which needs to be hit before any equity will be
granted (think of it as the “trial period” or minimum loyalty
period for the employee), after which they will begin to earn
shareholding on a determined schedule.

As an example, a 4-year option plan with a 1-year cliff
means that the employee will need to work for a minimum
1-year period (the cliff) before he earns the equity corre-
sponding to his first year of employment, after which he will
earn shares on a monthly basis for the next three years. This
serves as an incentive for the employee to remain with the
company for the full period of 4 years.

Other than the vesting period, under many stock option
plans, employees may only cash out their options if they
leave the company under good terms (good leaver), and cer-
tain reasons for exit such as a just cause termination (bad
leaver) may result in the exiting employee losing his options
altogether.

Finally, a note on “reverse vesting”. This is a common
requirement by investors in early-stage fundraising rounds,
whereby existing founders/shareholders of the company
need to “earn-back” the shares they already hold in the
company over a vesting period. This is to keep the original
founders invested in the continued success of the startup,
rather than losing interest and giving less effort once fund-
ing has been secured.

Virtual stock options

One of the major recent developments in the practice of
stock option incentives is the increasing popularity of
“Virtual Stock Options Plans” or “VSOP’s”.

Virtual Stock Options replicate the financial benefits
of earning equity in a company, without resulting in an ac-
tual transfer of shares to the employee. Through a contrac-
tual arrangement, the company agrees to a payout in cash to
the employee equivalent to the value of a certain amount of
shareholding in the company. The payment of this incentive
is usually dependent on an “exit” moment — usually when the
company is sold or when the employee leaves.

In other words, the employee does not acquire true
shareholding in the company, but rather an economic inter-
est equivalent to that of a shareholder when the shares are
sold. The VSOP will determine how and when the value of
the virtual option will be determined and exercised. Other
rules of the virtual stock option plan are similar to normal
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