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“Investors and founders underestimate the importance of an adequately sized and well-
structured ESOP as part of their capital structure. As the talent pool in the region grows and
as the number of second-time entrepreneurs bring their ideas to market, meaningful stock
options are going to be an essential part of the compensation toolkit for founders who want to
attract the best people while maintaining capital efficiency. We have been preparing best-in-
class ESOP plans for several years which are adapted to local market norms and local laws as
required.” 

–Abdullah Mutawi

 

The key to any great start-up are its employees; those that have been there with the founders from the
start and those that join later on and help grow the business. With limited cash at the start, and with long
working hours and the uncertain future of the business, it isn’t always easy for a budding start-up to lure
the best talent in the market. This is why start-ups offer employees a share in the ownership of the
company. This idea of ownership is one of the key incentives that will attract top talent to the company,
and comes in the form of a share incentive scheme, also known as an employee share option plan
(“ESOP”). ESOPs align the employee’s goals with that of the company’s, as the employee benefits from the
company’s growth. 

ESOPs come in a variety of shapes and sizes, the most common are:

Standard share option schemes;●

Stock purchase plans;●

Restricted stock unit plans; and●

Phantom share plans. ●

Standard share option schemes work exactly as described in figure 1 below; the grant, vesting, and
exercise of options. While the share option scheme grants the employee the right to options, stock
purchase plans grant the employee the right the purchase shares usually at a discount from fair market
value. Restricted stock unit plans work quite differently, as under this plan an employee is awarded the
right to receive shares, without having to purchase them, on a pre-determined date subject to fulfilment of
specified conditions or the achievement of certain targets. Different still are phantom share plans, which
are a form of long-term deferred compensation using the start-ups shares as the measuring device for
calculating the value of the deferred compensation; the company simply credits these phantom shares on
its books and as the value of the company’s shares rises or falls, so does the value of the phantom stock.

While ESOP schemes may differ, they all share the same essential purpose of retaining, rewarding and
incentivising employees. ESOPs are options given to an employee and may be exercised for shares or cash
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in lieu at some point. They involve 4 main stages: the grant of the options, the vesting of the options, the
exercise of the options, and the sale of the exercised options. ESOPs are normally offered to employees at
a pre-determined price. The vesting schedule is typically a period of three to four years, during which
shares vest in milestone-linked or periodic (e.g. quarterly or monthly) tranches. Typically, there will be a
‘cliff’ which is a specific date within the vesting timetable which crystallises the first vesting (even if
multiple vesting milestones have been passed. For example, if there is a cliff at the one-year mark (which
is typical), an employee leaving within the first year would not be entitled to any shares, and all the shares
that should have vested within the first year vest at the same time at the one-year mark. Afterwards, the
determined schedule applies normally. This allows companies to retain their top talent, and to motivate
them due to the personal stake they hold in the success of the company. 

 

Should an employee leave the business before the end of the three-year or four-year mark, they only have
rights to the option shares that have already vested at the time, and the employee’s ability to keep those
options will likely depend on whether their departure from the start-up was due to mutual agreement
and/or resignation (good leaver) or due to a dismissal for cause (bad leaver). The inclusion of these good-
leaver and bad-leaver provisions is important, as the founders will not want former employees retaining
ownership in the start-up once they have left, particularly if the employee was a bad leaver. 

A point that founders would need to keep in mind is that it is important to look at ESOP plans in the long-
term. As mentioned above, an ESOP is one incentive the company can use to lure talent its way. As start-
ups grow, this will undoubtedly require the hiring of further employees and it is essential that the start-up
has the hiring capacity to keep up with such changes.

It is important to note that the creation of ESOP equity pools has the effect of diluting the ownership of
existing shareholders in the start-up. Therefore, investors and founders should be alive to the fact that the
size of the ESOP pool, and the dilutive effect the pool will have on each of them, is discussed and agreed
during negotiations. It is also important for the founder and investors to agree to the valuation bearing in
mind the current ESOP pool, and whether any increases to the ESOP pool will be required in connection
with the new funding round. Here, it is important to ensure that the uses of the terms ‘pre-money
valuation’ and ‘post-money valuation’ specify whether they include or exclude the ESOP pool or any
increases to the ESOP pool. Otherwise, disagreements may arise when share prices and share allocations
are made in a funding round. 

When planning on setting up an ESOP, there are many factors that a company should take into account,
such as the value of the shares to be granted, the terms of the share option agreement, and the number of
shares the company is willing to offer, to name a few. One important element that often arises with
founders is how the ESOP will be implemented given the terms of the company’s constitutional documents
and the classes of shares available. Therefore, due consideration should be given to the jurisdiction of
incorporation, as the laws of the jurisdiction can determine the degree of flexibility the start-up has in
terms of what it can include in its constitutional documents with respect to the ESOP, including its ability to



issue different classes of shares and specify the rights that attach to them. 

Whether you are the founder or an investor, legal advice with respect to employee share option plans is an
absolute must, as it may have significant repercussions on the economics of the start-up and its ability to
attract the required talent for the business.


